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Message from the Reserve Bank Board Chair 

The Board of Directors of the Reserve Bank of New Zealand have for many years undertaken 

reviews of the Reserve Bank’s Monetary Policy Statements, both at the time of the release of each 

Monetary Policy Statement and annually in preparation for the Annual Report. This report and 

assessment of the implementation and formulation of monetary policy, prepared in accordance 

with section 131 of the Reserve Bank of New Zealand Act 2021, continues our tradition of internal 

review and of learning from the past conduct of monetary policy.  

The report has been compiled by Reserve Bank of New Zealand staff, with input and review from 

external reviewers, members of the Monetary Policy Committee, and the Board. It provides both 

the Reserve Bank’s assessment of its conduct of monetary policy, and in addition, a comprehensive 

range of information that will allow those who read it to form their own views. 

The Board supports the approach taken in the report, and in particular its explanation of both the 

macroeconomic context for monetary policy immediately before and during the pandemic, and 

the reasons why key decisions were taken at each point in time. Since monetary policy affects the 

economy with long and variable lags, and since the Reserve Bank does not operate with perfect 

foresight, the report also makes appropriate use of hindsight in assessing the decisions that were 

taken. 

The Reserve Bank looks forward to the informed feedback and commentary that the report will no 

doubt generate. 

 
 

Professor Neil Quigley 

Chair, Board of Directors 
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External Reviewers of this Report 

The Reserve Bank commissioned two international experts to provide an independent review of 

this report. These reviewers provided valuable comments on earlier drafts of the report, which 

have contributed to significant improvements to the final version. The final reports of these 

external reviewers have been published alongside this document.  

Warwick McKibbin 

Professor Warwick McKibbin, AO, FASSA is a Distinguished Professor of Economics and Public 

Policy and Director of the Centre for Applied Macroeconomic Analysis (CAMA) in the Crawford 

School of Public Policy at the Australian National University (ANU). He is also Director of Policy 

Engagement, and ANU Node Leader at the ARC Centre of Excellence in Population Ageing 

Research (CEPAR). In addition to these roles, he holds a number of research fellowship positions. 

Professor McKibbin served for a decade on the Board of the Reserve Bank of Australia until July 

2011. He was awarded the Centenary medal in 2003 “For Service to Australian Society through 

Economic Policy and Tertiary Education” and made an Officer of the Order of Australia in 2016. 

Professor McKibbin is internationally renowned for his contributions to global economic modelling. 

Professor McKibbin has published more than 200 academic papers and has authored or edited 5 

books. He has been a consultant for many international agencies and a range of governments on 

issues of macroeconomic policy, international trade and finance, greenhouse policy issues, global 

demographic change, and the economic cost of pandemics. 

Lawrence Schembri 

Lawrence Schembri served as Deputy Governor from 2013 until his retirement from the Bank of 

Canada in June 2022. In this capacity, he was one of two deputy governors responsible for 

overseeing the Bank of Canada’s analysis and activities promoting a stable and efficient financial 

system. From 2016, he supervised the Bank of Canada’s analysis of domestic economic 

developments. As a member of the Bank of Canada’s Governing Council, he shared responsibility 

for decisions related to monetary policy and financial system stability and for setting the Bank of 

Canada’s strategic direction. He was also the executive sponsor for the Bank of Canada’s 

Indigenous outreach program. 

Mr Schembri joined the Bank of Canada in 1997 as a Research Advisor, before being appointed 

Managing Director of the International Economic Analysis Department in 2005. In 2010 he was 

appointed Advisor to the Governor, with responsibilities for financial stability analysis and 

coordinating the Bank of Canada’s contribution to the Financial Stability Board. 

While at the Bank of Canada, Mr Schembri published research on exchange rate and monetary 

theory and policy in open economies, the international monetary system and financial stability. 

Prior to joining the Bank of Canada, Mr Schembri was an associate professor of economics at 

Carleton University. He received his PhD in Economics from MIT. 

He currently is a Senior Fellow and the co-holder of the Peter M. Brown Chair in Canadian 

Competitiveness at the Fraser Institute.  
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Executive Summary 

New Zealand’s Monetary Policy 2017-2022 

This paper reviews and assesses the recent formulation and implementation of monetary policy in 

New Zealand. The paper outlines lessons learned from the operation of monetary policy during 

turbulent economic times and outlines our priorities for improving monetary policy going forward.  

New Zealand’s monetary policy framework changed during the review period. The Government 

established a dual mandate in the Reserve Bank’s legislation, with the addition of ‘supporting 

maximum sustainable employment’ to the price stability objective. A formal Monetary Policy 

Committee (Committee) and Remit for the conduct of policy were also established, replacing the 

previous ‘single decision maker’ model for the operation of monetary policy.   

The review period includes several years of significant economic volatility, initiated by the onset of 

the COVID-19 pandemic and accentuated by rising geopolitical tensions, including Russia’s 

invasion of Ukraine. When COVID-19 reached New Zealand in early 2020, significant health and 

social measures were implemented, to try and reduce the impact of the virus on New Zealanders. 

These measures caused disruption to economic activity for close to two years, with lingering 

effects, including labour shortages, still evident. 

The global nature of the pandemic, coupled with pervasive health and economic uncertainties, 

created risks for the New Zealand financial system during 2020. The domestic and global financial 

markets that New Zealand’s commercial banks, corporates, and local governments rely on for 

funding and liquidity seized up in a way not seen since the Global Financial Crisis over a decade 

earlier. A sharp contraction in economic activity occurred in New Zealand and globally. In a highly 

uncertain global environment, the risks to future economic activity – both demand and supply – 

were significantly skewed to the downside.  

In that environment, the Committee acted to ease monetary conditions by lowering the Official 

Cash Rate (OCR) to its ‘effective lower bound’ of 0.25%. The Committee also committed to keep 

the OCR at this level for the next 12 months. The Committee then implemented additional 

monetary policy tools (primarily Large-Scale Asset Purchases (LSAP)) to further lower long-term 

interest rates. Later in 2020, the Committee introduced the Funding for Lending Programme (FLP) 

to provide additional stimulus by lowering marginal bank funding costs, while also providing a 

funding backstop to ensure banks could maintain their liquidity and support customers.  

Government fiscal support to the economy was also incrementally and significantly increased over 

2020. Unique support packages were designed and implemented at pace. The most impactful of 

these for household and business confidence was the Wage Subsidy Scheme.  

As a result, New Zealanders were provided with significant monetary and fiscal support during this 

period of high uncertainty, before a vaccine could be developed, approved and distributed. 

While many domestic restrictions were eased by the end of 2020, ongoing changes to ‘Alert 

Levels’ persisted as the virus mutated and spread. It was not until early 2022, with vaccine levels at 

target, that New Zealand effectively re-opened its borders to international travel. The isolation of 

New Zealanders – both within and between borders – dramatically contained COVID-19 infection 
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rates and allowed time for vaccinations to be available and distributed. However, the economic 

variability created by changing restrictions generated considerable supply and demand 

uncertainties for businesses and households.   

Despite significant disruption to economic output over 2020, domestic spending and exporting 

proved resilient. The combination of monetary and fiscal support, and the initial success in 

containing the spread of the virus in New Zealand, supported both domestic spending and 

employment – especially relative to the global economic outlook in early 2020.  

New Zealanders adapted to working and consuming from home. Spending patterns changed, with 

goods delivery growing strongly, while parts of the service sectors languished due to health-

related isolation policies. Despite extreme volatility, New Zealand’s GDP over the 2020 calendar 

year declined by only a small amount and employment remained high. Statistics New Zealand 

recorded a 10% quarterly decline in GDP followed by a 14% quarterly increase over the course of 

the year.   

The aggregate economic outcome masks the significant variability in industry fortunes. Tourism, 

international education, and many service industries were severely impacted by the pandemic and 

are only now recovering.  

By early 2021, the economic outlook had improved due to reduced health restrictions, the vaccine 

rollout, and strong prices for New Zealand’s commodity exports. Low nominal interest rates had 

also spurred strong asset price growth, particularly in housing in New Zealand. House prices 

increased well above their sustainable level as the persistent shortage of supply struggled to meet 

higher demand. 

Over the first quarter of 2021, in the face of ongoing supply-chain restrictions and an increasingly 

tight labour market, the Committee debated the extent to which rising inflationary pressures were 

likely to be ‘transitory’ or ‘persistent’. On balance, measures of core inflation and inflation 

expectations indicated that some inflation would be transitory. 

However, the weight of persistent price pressures shifted significantly over the first half of 2021, 

resulting in the Committee signalling in its May 2021 Monetary Policy Statement (MPS) that the 

OCR would need to increase in coming quarters. The Committee also reduced its level of bond 

purchases in the LSAP programme, before halting them outright in July 2021. The Committee also 

brought forward the expected timing of OCR increases into the September quarter of 2021.  

The arrival of the Delta variant of COVID-19 in New Zealand prolonged restrictions, particularly in 

Auckland, and spurred additional fiscal support. The timing of the first widely expected OCR 

increase was reconsidered when the country went into ‘Alert Level 4’ lockdown the night before 

the August 2021 MPS. 

In October 2021, the Committee increased the OCR by 25 basis points. It was again raised by 25 

basis points at each of the next two meetings, bringing it to 1% by February 2022. New Zealand 

was one of the first developed nations to commence a tightening cycle, with clear communication 

that significantly more tightening was to come.  
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New Zealand house prices peaked in November 2021 and have steadily declined over 2022.  

Higher interest rates, a house building boom, low population growth, and regulatory and tax 

changes all influenced the decline.  

From early 2022, domestic and border restrictions were progressively eased. However, COVID-19 

became widespread in New Zealand for the first time since the pandemic began. And in February, 

Russia invaded Ukraine, accentuating global supply-chain constraints and inflationary pressures.  

The Committee raised the OCR in successive 50-basis-point steps from April 2022. It reached 3.5% 

by October 2022. The Committee also projected an OCR peak above 4% by early 2023. Annual 

inflation was 7.2% in the September 2022 quarter and is expected to decline back toward the 

target range over the medium term. Employment is estimated to be well above its maximum 

sustainable level at present and unemployment is expected to rise as domestic spending eases to 

better match supply. 

The New Zealand economy has weathered the pandemic and war in Ukraine relatively well in 

international comparison (Figure 1). However, there are important lessons to be learned from the 

experience of the past five years.  

Figure 1 - Inflation and unemployment in OECD economies 

 

Note: The data are sourced from the OECD database. The latest available data points have been used; unemployment 

data for 2022Q3 for New Zealand (NZL), Australia (AUS), Canada (CAN), United States (USA), Israel (ISL), Chile (CHL), 

Mexico (MEX), Japan (JPN) and South Korea (KOR), and 2022Q2 for other countries, inflation data for 2022Q3 for all 

countries except Costa Rica (CRI) for which only 2021Q4 data is available. Turkey has been omitted since it is an outlier 

with an exceptionally high inflation rate of 81%. 
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Lessons Learned 

The formulation and implementation of monetary policy has been consistent with its 

objectives. Over the past five years, monetary policy has been set to ensure that forecasts of 

inflation return to their target and maximum sustainable employment (MSE) is supported. 

However, while Reserve Bank forecasts have been relatively good compared to other forecasters, 

they misjudged some aspects of the New Zealand economy. For example, the fall in neutral 

interest rates prior to the pandemic and the effectiveness of fiscal policy during the pandemic were 

likely underestimated.  

Monetary policy over the review period has had clear regard for the efficiency and soundness of 

the financial system. It has been set so as to avoid unnecessary instability in output, interest rates 

and the exchange rate. The Reserve Bank and the Committee have also comprehensively assessed 

the effect of monetary policy decisions on house price sustainability. 

Faced with pervasive uncertainty, the Committee engaged in agile and nimble decision making 

in response to the pandemic. In early 2020, three monetary policy decisions were made over a 

four-week period, in response to a rapidly evolving situation. Likewise, Reserve Bank staff worked 

through operational matters in a systematic and considered way, leading to a well-controlled 

operational risk environment and well-implemented monetary policy decisions.  

The dramatic easing in monetary policy was largely warranted during the pandemic, and 

worst-case economic scenarios were avoided. In the early days of the pandemic, the 

Committee eased monetary policy in the knowledge that there could be some ‘policy regret’ in 

future, depending on how the economy evolved. The Committee considered that managing future 

high inflation down, rather than dealing with deflation and economic depression, was likely to be 

the least-regrettable option. This approach was in line with many peer central banks.  

The Reserve Bank’s forecasts and the Committee’s policy decisions are conditional on government 

actions. In 2020, new fiscal policy tools were designed and rolled out at pace. A clear 

understanding of the economic effects of these tools is key for monetary policy.  

Additional Monetary Policy (AMP) tools were effective at restoring functionality to the 

financial system. The Committee’s response (along with other Reserve Bank actions) to the 

liquidity crisis in financial markets was highly effective, particularly given the environment of 

heightened uncertainty in early 2020. The LSAP programme successfully restored functionality to 

financial markets, and the FLP provided additional stimulus and supported confidence in the 

banking system.  

AMP tools provided further monetary policy stimulus, as well as successfully addressing 

market dysfunction in conjunction with other liquidity measures. The LSAP programme put 

significant downward pressure on government bond yields and the exchange rate during the 

pandemic, while the FLP reduced bank funding costs and retail interest rates.  

By providing additional stimulus, AMP tools contributed to higher-than-otherwise economic 

activity and inflation in the economy during the COVID-19 pandemic, consistent with the 

Committee’s objectives. However, with significant uncertainty over the strength of the transmission 

channels, it is difficult to accurately quantify the net economic benefits of these programmes. In 
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contrast, the marked-to-market cost of the Reserve Bank’s holdings of government bonds bought 

under LSAP is relatively straightforward to measure.  

The Committee’s inflation and employment objectives have not been in conflict over the 

review period. For instance, during periods when the inflation outlook has been weak, employment 

has not been above its maximum sustainable level. As such, the Committee has not faced a 

conflict in its objectives in setting monetary policy.  

Prudential policy is the best way to limit financial stability risks resulting from the housing 

market. As house prices rose, the Committee recognised that, in most instances, any associated 

financial stability risks should be dealt with through prudential policy rather than monetary policy. 

Over the review period, the Reserve Bank has undertaken a large amount of research around the 

impact of monetary policy changes on house prices. In short, changes to interest rates result in 

changes to housing demand. If housing supply is sticky, then any change in housing demand will 

have an outsize effect on house prices.  

Providing credible and clear communication are critical in monetary policy 

implementation. Clearly explaining and justifying monetary policy decisions is imperative in 

retaining credibility. Relatively stable long-run inflation expectations indicate strong Reserve Bank 

credibility. Some aspects of the Reserve Bank’s work, such as the requirement to support MSE, 

appears not to be well understood by the public. This suggests an ongoing need for strong 

communications.  

Recognising the importance of being credible and consistent, the Committee kept the FLP in place 

as a source of funding for commercial banks until December 2022, as originally specified. 

However, because economic activity improved faster than anticipated, in hindsight, the FLP could 

have been designed with more flexibility. For example, the inclusion of an early termination 

clause with reasonable notice in the event of changed economic conditions could have been 

included, although such an amendment could potentially reduce the effectiveness of the FLP. 

While monetary policy decisions have been consistent with the economic data available at the 

time, with the benefit of hindsight, it appears that monetary policy should have been tightened 

earlier in 2021. For example, the Committee could have supported an earlier tightening in 

monetary conditions by explicitly endorsing a lower volume of weekly asset purchases, reducing 

the overall size of the LSAP programme, and/or stopping the programme earlier. Likewise, in 

hindsight, the Committee could have raised the OCR earlier. Importantly, however, beginning the 

monetary policy tightening earlier in 2021 would not have fully offset the strong inflationary 

impulse stemming from a series of supply shocks, including Russia’s invasion of Ukraine.  
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Areas for Improvement 

Monetary Policy Formulation  

1.  Develop broader insight into the impacts of supply shocks on inflation 

A deep understanding of the economic context in which monetary policy operates is essential. To 

this end, the Reserve Bank needs a strong focus on the supply side of the economy and the impacts 

of relative price shocks on aggregate inflation.  Pandemics, earthquakes, and climate change are all 

examples of sources of shocks.   

2. Develop new sources of data for economic monitoring  

Committee decisions are based on an expectation of how the economy could evolve and how it 

will react to monetary policy decisions. There remains potential to incorporate more and different 

types of higher-frequency data into the Committee’s assessment process.  

3. Develop better measures of ‘neutral’ interest rates  

Neutral interest rates fell more than expected in the period leading up to the pandemic, resulting 

in tighter-than-intended monetary policy. Improving our understanding of the stance of monetary 

policy (whether monetary policy settings are expansionary, contractionary, or neutral) assists in 

policy calibration. This includes improving our understanding of the factors that influence neutral 

interest rates and developing additional indicators of policy tightness.  

4. Understand the future role of fiscal policy instruments in managing economic shocks 

Working with Treasury, fiscal policy should also be considered as a source of stimulus under 

certain conditions, and/or when the OCR is near its effective lower bound. The recently-developed 

suite of fiscal tools need to be further understood.  

5. Refine the measure of ‘maximum sustainable employment’  

The MSE objective in the Committee’s Remit is somewhat opaque and is not well understood by 

the public. Further clarity about its nature and how it fits within the Remit could be helpful. 

6. Use LSAPs to mitigate financial market dysfunction 

The LSAP programme was highly effective in response to the liquidity crisis that emerged in early 

2020, when financial markets were becoming dysfunctional. As such, LSAPs should be used to 

correct dysfunction in financial market in future. Communicating the overall stance of policy while 

using a mix of policy instruments (OCR and LSAP) could also be improved. 

7. Be cautious in providing forward guidance in uncertain times 

To be effective, the FLP required a long time-commitment to ensure banks were confident that a 

stable and secure funding source was available. In hindsight, the FLP could have been designed 

with more flexibility. While forward guidance is effective, the appropriate stance of monetary policy 

is data-dependent.  
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Monetary Policy Implementation 

8. Maintain the OCR as the preferred tool for setting monetary policy  

The OCR is the preferred tool for managing the level of monetary stimulus through economic 

cycles, provided the OCR is above the effective lower bound. While AMP tools influence interest 

rates, they carry reputational risk as the general public only directly observe the marked-to-market 

fiscal implications of the Reserve Bank holding government bonds, as well as operational risk in 

calibrating their effectiveness.  

9. Maintain operational readiness for AMP tools 

The decline in neutral interest rates over recent decades increases the risk of the OCR hitting its 

effective lower bound. The Committee needs to maintain the operational readiness of AMP tools. 

This includes being able to implement a negative OCR if required.  
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Introduction 

Monetary policy is a powerful tool. Used well, it can provide the platform of low and stable 

inflation and contribute to maximum sustainable employment, which are necessary (but not 

sufficient) for an economy to flourish. However, poor monetary policy can lead to excessively high 

or low inflation, detract from maximum sustainable employment, or create unnecessary instability 

in output, interest rates or the exchange rate.  

To help maintain macroeconomic stability and contribute to low and stable inflation, monetary 

policy is best conducted independently of the political cycle. Given this separation from the 

democratic process, it is important that central banks are accountable in their use of monetary 

policy to pursue their legislated objectives.  

With this in mind, the Reserve Bank of New Zealand (Reserve Bank) regularly reviews its 

performance and holds itself accountable in a number of ways. The Reserve Bank Board is 

responsible for monitoring and assessing past performance and publishes its findings in Reserve 

Bank annual reports. The Reserve Bank has also regularly reviewed monetary policy settings and 

published its findings in business cycle reviews, which are the predecessor to this current review.1  

In addition, there have been a number of independent monetary policy reviews conducted over 

recent years. The Reserve Bank also regularly appears before Parliament’s Finance and Expenditure 

Committee and the media to explain the assessments that underpin monetary policy decisions.  

This review reinforces the Reserve Bank’s long tradition of holding itself to account and learning 

from the past conduct of monetary policy. It is the first five-yearly review and assessment of the 

formulation and implementation of monetary policy required under the Reserve Bank of New 

Zealand Act (2021). To ensure continuity, this review evaluates monetary policy developments from 

the end point of the last business cycle review to the time of writing; that is, from 2017 to October 

2022. 

Reviewing monetary policy requires much more than simply comparing macroeconomic outcomes 

to target. First, monetary policy affects the real economy and inflation with ‘long and variable’ lags, 

meaning policy settings today influence inflation and employment in the future. Second, economic 

shocks frequently influence inflation and employment outcomes, and the Committee cannot (and 

should not) be expected to have perfect foresight. Third, the Committee has flexibility around the 

speed with which it aims to return inflation and employment to target so as to avoid unnecessary 

instability in the economy. The Committee can also discount events that are expected to have only 

transitory effects on inflation.  

For these reasons, a balanced review of the formulation and implementation of monetary policy 

hinges crucially on understanding the macroeconomic context that motivated decisions at the time 

they were being made.2 That is, just how reasonable were monetary policy decisions given the 

information available at the time? 

____________ 

1  For examples, see Williams (2017a).  

2  This draws on the approach suggested in Ford, Kendall & Richardson (2015).  
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To evaluate monetary policy decisions on the basis of the information available at the time, the 

review period is split into three sub-periods. These are identified on the basis of when the outlook 

for monetary policy materially changed direction. The COVID-19 pandemic and Russia’s invasion of 

Ukraine were key economic events during the review period, and changes in the stance of 

monetary policy largely reflect responses to these and associated shocks.  

In addition to ‘real-time’ analysis, a balanced review also requires an evaluation of the 

appropriateness of monetary policy decisions based on the judicious use of hindsight. While 

hindsight should not be used to evaluate particular decisions made under very specific 

circumstances, it can provide broader lessons on the monetary policy framework and the broad 

appropriateness of decisions made within that framework.  

Hindsight is used to assess the broad conduct of monetary policy over the review period and 

whether it has been consistent with achieving its mandate. This includes an assessment of 

additional monetary policy (AMP) tools, which were deployed for the first time in New Zealand 

during the review period.  

This review adds to a long line of papers evaluating the performance of monetary policy in New 

Zealand over various time periods. The main thrust of the earlier literature is that the introduction 

of inflation targeting in 1989 led to improvements in the performance of monetary policy, with a 

sustained reduction in inflation and reduced volatility of inflation, output, and employment.3  

As a result of the pandemic, the period since 2019 has been much more volatile and challenging 

for monetary policy than anything experienced since the advent of inflation targeting and the 

operational independence for central banks. As such, the period since 2019 provides a sharp 

contrast to the previous 30 years of inflation targeting by the Reserve Bank and offers important 

lessons for the road ahead.  

Given the extreme challenges of the past few years, the economic effects of the pandemic and the 

response of policymakers will be intensively studied for decades to come. Indeed, the economic 

and social ramifications of the pandemic and policy response are still playing out. This review and 

assessment of monetary policy in New Zealand provides some early lessons from this unique 

period.  

This review is structured into three broad sections. The first provides context for the review and 

assessment that follows. It discusses recent changes in the monetary policy framework and 

relevant dynamics in inflation and neutral policy interest rates that were underway leading into the 

review period. The second section reviews economic and monetary policy developments in ‘real 

time’ from 2017 through 2022, split into three key phases. The third and final section assesses the 

conduct of monetary policy over the period as a whole. This includes an assessment of AMP tools 

and the effectiveness with which monetary policy achieved its mandate. ‘Lessons learned’ are 

outlined at the end of Section 1 and Section 2 and areas for improvement identified from the 

review are outlined in the Executive Summary above.4  

____________ 

3  See, for example, McDermott,& Williams (2018), Wheeler (2014) and Buckle (2018).   

4  This report is a self-assessment of the performance of the Governor and the Committee in conducting and implementing monetary 

policy from 2017 to October 2022. It is complemented by two independent reviews of its content from independent, international 

monetary policy experts. 
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Section 1: Context to the Review 

This section briefly outlines important context for the review and assessment that follows. It begins 

by discussing changes in the monetary policy framework that have occurred over the five years of 

the review. It then describes what was happening with inflation and the neutral policy interest rate 

leading into the review period.  

1.1. Changes in the Monetary Policy Framework over the Review Period 

The Reserve Bank of New Zealand Act was Reviewed 

In 2017, at the request of the new Labour-led Government, the Treasury and the Reserve Bank 

began a comprehensive review of New Zealand’s monetary policy framework, as set out in the 

Reserve Bank of New Zealand Act (1989). The first phase of this review was completed in 2018 and 

resulted in some important changes to New Zealand’s monetary policy framework that come into 

effect from 1 April 2019.  

The most salient features of the new framework included: 

 Establishing a Monetary Policy Committee (Committee) that includes a minority of external 

members appointed by the Minister of Finance on the recommendation of the Reserve Bank 

Board and a non-voting Treasury observer.  

 Creating a dual mandate for monetary policy, requiring the Committee to support 

employment at its maximum sustainable level, alongside maintaining price stability. 

 Replacing the Policy Targets Agreement (PTA) between the Minister of Finance and the 

Governor with a formal Remit for the Committee that specifies its mandate. In addition, the 

new framework also established a Charter and Code of Conduct to guide Committee decision 

making.  

The second phase of the review of the Act considered the Reserve Bank’s governance 

arrangements, funding model, financial policy provisions and role as regulator of deposit-taking 

institutions. The Government decided to replace the existing legislation with two new pieces of 

legislation: the Reserve Bank of New Zealand Act 2021 and a Deposit Takers Act. 

The Reserve Bank Act 2021 came into effect in July 2022. The main changes that affect monetary 

policy include:5 

 Establishing a new Reserve Bank governance Board responsible for all decision making, except 

decisions made by the Committee. 

____________ 

5  Non-monetary policy changes include: introducing an overarching objective of financial stability (“protecting and promoting the 

stability of New Zealand’s financial system”); requiring the Minister of Finance to issue a Financial Policy Remit that the Board must 

have regard to; aligning more closely with wider state sector practice in terms of reporting and monitoring requirements (with the 

Treasury acting as the external monitor); and, legislatively mandating the role of the Council of Financial Regulators to ensure the 

coordination of agencies which are responsible for regulating our financial system. 
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 Recreating the role of Governor as Chief Executive and Board member, and allowing the 

Minister of Finance to direct the Reserve Bank to maintain a minimum level of capital. 

The Monetary Policy Committee was Established 

The new committee-based decision making model ended the long-established practice of the 

Reserve Bank Governor being the single decision-maker. This brought New Zealand’s framework 

more into line with those in a number of other countries. As the decision making group 

responsible for monetary policy, the Committee sets policy to achieve the objectives specified in 

the Remit (discussed below). The Reserve Bank is responsible for implementing the monetary 

policy decisions formulated by the Committee.  

In contrast to several other countries, where monetary policy committee members sometimes 

express non-consensus views of monetary policy through published votes or speeches, the 

Committee in New Zealand typically speak with ‘one voice’. To an extent, this is prescribed by the 

Committee Charter (discussed below) which calls for consensus in decision-making.  

Where consensus cannot be reached, a vote must be taken and a non-attributed record of the 

vote must be published. However, despite provisions in the Charter, the Committee has not 

needed to vote since its inception.  

This Review and Assessment covers the period from 2017 to 2022. With the formal Committee only 

coming into existence in 2019, monetary policy decisions in 2017 and 2018 were made by the 

Governor based on advice from an advisory committee on monetary policy.6 

Monetary Policy Objectives are Specified in the Remit 

The Committee’s decisions are made independently, but are aimed at achieving objectives 

specified by Government in the Remit. The first Remit under the new legislation was issued by the 

Minister of Finance to the Committee on the 14th of February 2019 and came into effect on the 1st 

of April 2019.  

In substance, the new Remit was very similar to the 2018 PTA it replaced. It retained the dual 

operational objectives of maintaining price stability and supporting maximum sustainable 

employment (MSE). This dual mandate was distinct from PTAs prior to 2018 which tasked monetary 

policy solely with maintaining price stability.  

Adding MSE to the PTA, and then to the Remit, formalised the Reserve Bank’s existing practice of 

influencing activity in the labour and goods markets to control inflation. Historically, the Reserve 

Bank has responded to changes in economic activity and inflation in much the same way as the 

Federal Reserve. Since 1977, the Federal Reserve has operated with the dual objectives of 

maintaining price stability and maximum employment.7  

  

____________ 

6 The advisory group for monetary policy was known as the OCR Advisory Group (OCRAG) and comprised Reserve Bank staff and two 

external advisers. 

7 See Jacob & Wadsworth (2018). 
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While MSE was a new addition to the PTA and then the Remit, the secondary (‘have regard to’) 

objectives in the 2018 PTA and 2019 Remit were comparable to past mandates. The Remit 

stipulates that in pursuing the operational objectives of maintaining price stability and supporting 

MSE, the Committee shall: 

 have regard to the efficiency and soundness of the financial system 

 seek to avoid unnecessary instability in output, interest rates and the exchange rate 

 discount events that have only transitory effects on inflation, setting policy with a medium-

term orientation. 

In late 2020, against a backdrop of surging house prices, the Minister of Finance wrote to the 

Governor seeking his views on how the Reserve Bank could best support the Government’s 

objectives in the housing market when formulating monetary policy. Following advice from 

Treasury and consultation with the Reserve Bank, the Government incorporated house price 

considerations into the Committee’s Remit as well as its financial stability objectives.8 

An updated Remit was issued by Order in Council on 22 February 2021 and became effective from 

1 March 2021. The amended Remit included a clause which “required the Committee to assess the 

effect of its monetary policy decisions on the Government’s policy” to “support more sustainable 

house prices, including by dampening investor demand for existing housing stock, which would 

improve affordability for first-home buyers”. The full version of this Remit can be found in 

Appendix 1.  

The Committee’s Decision-Making is Guided by a Charter  

The Reserve Bank Act requires the Minister of Finance to issue a Charter for the Committee. The 

purpose of the Charter is to facilitate effective decision-making and ensure transparency to 

improve the effectiveness of monetary policy and hold the Committee accountable.  

The Charter must include: 

 requirements for summary records of Committee meetings, stipulating the content of the 

records, when and how those records must be published, and matters relating to the record of 

votes, and 

 guidelines or requirements relating to the publication or disclosure by a member of the 

Committee of any matter relating to the Committee or its functions, powers, or duties. 

The Charter may also include other requirements relating to decision-making procedures and 

information that must or may be published by the Committee. The first Charter was issued by the 

Minister of Finance to the Committee on 14 February 2019 and became effective from 1 April 2019. 

  

____________ 

8  Minister of Finance (2021).  

https://www.beehive.govt.nz/release/reserve-bank-take-account-housing-decision-making


 

 

      

 

21  In Retrospect: Monetary Policy in New Zealand 2017-22     

1.2. A Backdrop of Low Inflation and Falling Neutral Interest Rates 

In reviewing and assessing the conduct of monetary policy over the last five years, it is important 

to understand any relevant long-run structural changes that were underway leading into the 

review period.  

Headline Inflation had Fallen to Very Low Levels  

When inflation targeting became widespread across advanced-economy central banks in the 

1990s, inflation expectations fell globally, and actual inflation trended downwards. By the end of 

the Global Financial Crisis (GFC), inflation in New Zealand was already at low levels. For much of 

the decade prior to the COVID-19 pandemic, inflation was below the Reserve Bank’s target level of 

two percent (Figure 2).  

As well as increased monetary policy credibility, structural changes in the global economy also 

contributed to an underlying trend reduction in inflation. Globalisation shifted production from 

high- to low-cost economies, while digitisation lowered the prices of business processes and 

consumer goods. Ageing populations led to increased savings, dampening demand and reducing 

inflationary pressures. Labour market dynamics changed, with weaker unionisation reducing wage 

pressures.9 

Cyclical factors also contributed to lower inflationary pressures, with the GFC becoming a 

persistent drag on economic activity. In addition, a high New Zealand dollar exchange rate, weak 

commodity prices and contractionary fiscal policy all worked to reduce headline inflation at various 

times in the decade prior to the pandemic.  

These and associated economic changes led to a so-called ‘flattening’ of the Phillips curve that 

made it harder for monetary policy to have an impact on inflation. This meant that aggregate 

demand, and therefore the policy interest rate, needed to move by more to achieve a given 

inflation impact.  

Figure 2 - Inflation in New Zealand 

 

Source: Stats NZ. 

____________ 

9  See Auer, Borio, & Filardo (2017), Spencer (2017), and Westelius & Liu (2016).  

CPI

0

2

4

6

8

2006 2010 2014 2018 2022

Annual %



 

 

      

 

22  In Retrospect: Monetary Policy in New Zealand 2017-22     

The Neutral Interest Rate Fell….  

The neutral interest rate is the interest rate at which monetary policy is neither contractionary nor 

expansionary.10 The real neutral interest rate is primarily determined by the supply of savings and 

the demand for investment in the global economy. The nominal neutral interest rate is the real 

neutral interest rate plus expected inflation.  

In many advanced economies, real and nominal neutral interest rates have been falling over time, 

particularly since the GFC.11 In New Zealand, the Reserve Bank estimated the nominal neutral OCR 

was around 5% in 2007/08, but had fallen to 2% by the time COVID-19 arrived in 2020 (Figure 3). 

This long-run decline can also be seen in other nominal interest rates in the economy (Figure 4).  

Broadly speaking, the decline in the real neutral interest rate reflects an excess supply of global 

savings over global investment demand. In turn, this has been driven by long-run macroeconomic 

trends, such as declining expectations of future productivity, ageing populations, shifts in 

preferences favouring saving over investment, and increased labour force participation.12  

Falling expectations of future productivity growth reduce the real neutral interest rate – as the 

expected return on capital declines. Changing demographics, in particular, ageing populations that 

raise the supply of savings, have also been suggested to be a key driver of declining real neutral 

interest rates.13 Similarly, recent analysis argues that rising income inequality has also played a 

large part in the fall in the real neutral interest rate, given that high income households have 

higher saving rates compared to low-income households.14 

Figure 3 - OCR against the suite of neutral interest rate estimates 

Source: RBNZ estimates. The shaded area indicates the range of estimates obtained from the Reserve Bank’s neutral rate 

indicator suite. This data is up to March 2022. 

____________ 

10 Richardson & Williams (2015) explain how the Reserve Bank constructs the neutral rate. 

11 See Holston, Laubach & Williams (2017) for estimates of the neutral interest rate in the US, UK, euro area and Canada. 

12 See Chetwin & Wood (2013) for an explanation of the fall in neutral interest rate in New Zealand.  

13 See Papetti (2021). 

14 See Mian, Straub, & Sufi (2021). 
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Figure 4 - 90-day bank bill yields during COVID-19 and previous recessions 

Source: Reuters, RBNZ. 

Productivity growth in New Zealand has been slowing, contributing to the falling neutral interest 

rate.15 New Zealand also has an ageing population, which may have contributed to a decline in 

real neutral interest rates. In addition to these downward shifts in the real neutral rate, falling 

inflation expectations over recent decades will have reduced the nominal neutral interest rate 

further. 

The neutral interest rate cannot be directly observed and must be estimated to assess whether a 

given level of the policy interest rate is expansionary or contractionary. While the neutral interest 

rate has been falling over time, the decline has not been observed in real time by central banks. 

Statistical filtering techniques are typically used to estimate the neutral interest rate, and these 

estimates are revised periodically as additional data-points are included in the estimation.  

…Increasing the Risk of Policy Rates Hitting their Effective Lower Bound 

As interest rates have trended downward over recent decades – due to the falling real neutral rate 

and persistently low inflation – conventional monetary policy has had less headroom to provide 

stimulus in response to economic shocks.  

This is because there is a limit to how far the OCR can fall, known as the effective lower bound 

(ELB). At the ELB, further cuts to the policy interest rate no longer flow through to the real 

economy, as depositors do not accept deeply negative interest rates on their savings. As long as 

physical cash remains viable as a store of value, potential depositors can circumvent the banking 

system and, instead, hold their savings in cash. The monetary policy transmission mechanism 

breaks down and further rate cuts become ineffective at stimulating economic activity.  

  

____________ 

15 The decline in productivity growth has been attributed to a range of factors including low rates of business investment (capital 

shallowness), low domestic savings, tax and welfare settings, migration, the education system, insufficient infrastructure, limited trade 

exposure, weak competition and remoteness from global markets (Conway, 2018). 
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To provide further policy stimulus at the ELB, a number of central banks implemented additional 

monetary policy (AMP) tools following the GFC. AMP tools include a range of monetary policy 

instruments other than the policy interest rate that can be used to stimulate the economy. The 

most common AMP tools implemented by other central banks prior to the pandemic included 

term lending, asset purchases and forward guidance. 

Just as with conventional policy interest rates, AMP tools aim to lower interest rates in the 

economy, thereby supporting aggregate demand. Therefore, if the policy interest rate reaches the 

ELB, AMP tools can be used to meet the central bank’s monetary policy mandates. Global 

empirical evidence suggests that AMP tools were effective at stimulating aggregate demand and 

contributing to maintaining price stability following the GFC.16 However, as discussed in Section 3.1 

below, these tools entail risks for government balance sheets and resource allocation in the 

economy.  

  

____________ 

16 See Bank for International Settlements (2019). 
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Section 2: A Review of Monetary Policy in Real Time 

This section provides an overview of the conduct of monetary policy from 2017 to October 2022. It 

is split into three sub-sections corresponding to three distinct periods during the five-year review 

period: below-target inflation (2017-2019); initial pandemic response (2020); and above-target 

inflation (2021 – October 2022).  

Over these three periods, this section outlines the economic context facing the Governor and the 

Committee and the monetary policy decisions that were made based on that context. A list of 

lessons learned from the review is given at the end of the section.  

2.1. 2017-2019: Below-Target Inflation 

The Economic Context 

Inflation was Low From 2017 to 2019…  

From 2017 to 2019, headline CPI inflation stayed within the 1-3% target range in every quarter, but 

was only above the 2% midpoint for one quarter (Figure 5).17  

In very broad terms, subdued inflationary pressures reflected low tradables inflation, which 

averaged just 0.4% over the period. In turn, low tradables inflation predominantly reflected the 

forces of globalisation delivering falling prices for New Zealand’s imports (Figure 6). On the other 

hand, non-tradables inflation was consistently above the midpoint of the target band, averaging 

2.7% over the period. In broad terms, this reflected a positive (but declining) output gap at the 

time (Figure 7). Core measures of inflation were mostly below the 2% target midpoint between 

2017 and 2019 (Figure 8).  

Figure 5 - Composition of CPI inflation, 2017-2022 

 

Source: Stats NZ, RBNZ estimates. 

____________ 

17 The quarter in concern was the first quarter of 2017 and was partly attributable to base effects as very low inflation quarters from a 

year prior dropped off. 
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Figure 6 - Cyclical drivers of tradables inflation in the Reserve Bank’s forecasting model 

 

Source: RBNZ 

Note: In the Reserve Bank's forecasting model for the New Zealand business cycle, tradables inflation is influenced by its 

own history as well as lags of headline inflation ('inflation persistence'), import prices, costs of non-tradable retail 

distribution services (wedge between tradables and non-tradables prices) and a residual. The figure presents 4-quarter 

moving averages of the cyclical gaps. 

Figure 7 - Cyclical drivers of non-tradable inflation in the Reserve Bank’s forecasting model  

 
Source: RBNZ 

Note: Non-tradables inflation is modelled as being determined by its own history as well as lags of headline inflation 

('inflation persistence'), overall economic activity pressures summarised by the output gap, labour cost pressures 

measured by the real wage and a residual. The figure presents 4-quarter moving averages of the cyclical gaps. 
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Figure 8 - Core inflation measures, 2017-2022 

 

Source: Stats NZ, RBNZ estimates. 

…and Economic Growth was Slowing 

The New Zealand economy appeared to be approaching a business cycle trough prior to the 

pandemic. Real GDP growth fell below 2% in 2019, significantly lower than the highs of 3-4% 

growth at the peak of the expansion (Figure 9). Growth in GDP per capita, which is a better proxy 

for changes in average living standards, was close to zero prior to the pandemic and had been low 

across the full cycle compared to previous cycles.  

Prior to the pandemic, net migration was strong and a key driver of economic growth. However, 

from a monetary policy perspective, large migration inflows had little impact on aggregate 

demand relative to the productive capacity of the economy. As such, migration inflows at this time 

did not cause significant inflationary pressures, which was unusual compared to previous New 

Zealand migration cycles.18 However, net inward migration did increase pressure on infrastructure, 

including housing.  

Geopolitical uncertainty – notably United States-China trade tensions and Brexit – posed a risk to 

the economic outlook over this period. In late 2018, the global economic outlook deteriorated, 

with trading partner growth falling from 4.1% in mid-2018 to 3% by mid-2019. This weighed on 

domestic growth through lower export volumes. Business confidence was also low and real 

business investment declined in 2019. 

____________ 

18 Vehbi (2016) finds that the lower age composition of migrants in the most recent migration cycle can help explain why demand 

pressures were weaker than expected. Armstrong & McDonald (2016) find that the underlying drivers of immigration – such as 

weakness in the Australian labour market – can lead to different labour market and inflation outcomes. 
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Figure 9 - Real GDP 

 

Source: Stats NZ. 

Contractionary Fiscal Policy and an Appreciating Exchange Rate Contributed to Low 

Inflation 

Even though the change in Government in late 2017 brought about higher operating allowances 

and increased capital expenditure, fiscal policy was, on balance, marginally contractionary in the 

lead-up to the pandemic.19 The cyclically-adjusted operating balance was positive from 2015 to 

2019, indicating a dampening effect on aggregate demand from fiscal policy. The net public debt-

to-GDP ratio continued to decline from a post-GFC peak of 25.5% in 2013 to 19% in 2019.20 The 

fiscal consolidation over this time acted as a drag on inflation.  

New Zealand’s terms of trade were strong (Figure 10) and dairy prices had risen from mid-decade 

lows. Strong commodity prices likely contributed to New Zealand’s appreciating real exchange 

rate, which, in turn, contributed to weak tradables inflation and dampened headline inflation over 

most of the pre-pandemic review period. 21 The exchange rate was elevated relative to historical 

averages, but drifted downward in the lead-up to the pandemic (Figure 11).  

____________ 

19 The new Labour-led Government funded some of its new operating initiatives in HYEFU 2017 – such as higher student allowances, 

subsidies for new parents, and a winter energy subsidy for those on social welfare (e.g. the unemployed and the elderly) – through 

the cancellation of the previous Government’s personal tax cuts in Budget 2017. However, Budget 2018 and Budget 2019 had 

significantly higher operating allowances than the previous Government had planned. Higher capital spending projections were 

partly due to higher Super Fund contributions as well as KiwiBuild (which was implemented at a much slower rate than initially 

announced). 

20 Represents Gross Sovereign Issued Debt less core Crown financial assets (excluding the New Zealand Super Fund). This was the 

Governments preferred measure of their debt position over this period. 

21 See Steenkamp (2014) for a discussion of how the terms of trade can affect the real exchange rate. 
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Figure 10 - New Zealand terms of trade (seasonally adjusted) 

 

Source: Stats NZ. 

Figure 11 - New Zealand dollar trade-weighted index (quarterly average) 

 

Source: RBNZ. 

The Labour Market was Relatively Tight…  

The labour market was relatively tight over this period. The unemployment rate had fallen slowly 

following the GFC from a peak of 6.7% in 2012 to 4% in 2019 (Figure 12). The employment rate 

increased significantly, with a higher proportion of the working-age population participating in the 

labour market. Nominal wage growth was moderate, broadly consistent with the labour market 

tightening and, if anything, higher than expected given low productivity growth.  
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Figure 12 - Unemployment and private sector wage growth 

 

Source: Stats NZ, RBNZ estimates. 

…and House Prices Increased 

Between 2010 and 2019, house prices increased by 79%, significantly outpacing inflation or 

average earnings growth. Falling interest rates and steadily increasing household incomes led to 

increased demand for housing. In turn, given relatively inelastic supply, demand pressures in the 

housing market contributed to higher house prices. 22 

By the end of 2019, the median house price in New Zealand was around $630,000 – a 21% 

increase over the previous three years.23 In early 2018 and again in 2019, the Reserve Bank eased 

loan-to-value (LVR) restrictions as housing market pressures appeared to have moderated.24 

Higher house prices added some resilience into household balance sheets, although higher 

borrowing costs offset much of the gain. Household net wealth as a proportion of disposable 

income was approximately 930% at the end of 2019, compared to a peak of 900% prior to the GFC 

and a low of 740% in 2012 (Figure 13). Around half of the recovery in household net wealth was 

through higher net housing equity.  

____________ 

22 The average 1-year mortgage rate declined from approximately 6% at the start of 2010 to approximately 3.5% at the end of 2019. 

See Conway (2022) for an overview of the Reserve Bank’s latest research on housing. 

23 Source: REINZ. 

24 From 1 January 2018, banks were allowed up to 15% (up from 10%) of new mortgage lending to owner-occupiers with deposits of 

less than 20%. From 1 January 2019, banks were able to lend up to 20% of new mortgage loans to owner-occupiers with deposits of 

less than 20%. 
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Figure 13 - Household net wealth 

 
Source: RBNZ, Stats NZ, CoreLogic, Inland Revenue. 

The Monetary Policy Response 

Interest Rates Remained at Historic Lows in 2017 and 2018  

Since 2015, the Governor had been cutting the OCR in an effort to stimulate aggregate demand 

and lift inflation back towards the midpoint of the target range. At the beginning of 2017, the OCR 

was set at 1.75%, a historic low at the time (Figure 14). This followed a 75 basis point decline in 

2016 and a 100 basis point cut in 2015 (reversing a 100 basis point increase in 2014).  

Through 2017 and into 2018, the Governor continued to see the need for ongoing monetary 

easing to lift inflation back to the target midpoint and to keep inflation expectations anchored. 

Though the OCR remained stable at 1.75% during this period, projections in Monetary Policy 

Statements (MPSs) – derived via the Reserve Bank’s forecasting framework (Box A) – showed 

increases in the OCR over the medium term (Figure 15). However, these statements and other 

monetary policy communications also emphasised high levels of uncertainty around the forward 

path for interest rates. 

“There is significant uncertainty about the outlook for trading-partner growth and 

inflation, and risks remain skewed to the downside. Uncertainty surrounds policy 

developments in the United States (US), implications of the withdrawal of the United 

Kingdom from the European Union, and upcoming elections in several euro area 

countries.” February 2017 MPS 

In early 2018, there were signs of emerging inflationary pressures as labour market conditions 

continued to tighten and wage growth increased. However, with inflation still below the target 

midpoint, the Governor indicated there would be continued need for monetary policy support in 

the near term. At the time, the view was that inflation would return to the target midpoint over the 

medium term as wage pressures materialised and monetary policy continued to support 

aggregate demand. Estimates of the output gap between 2017 and 2019 also suggested that 

inflation would rise. 
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The apparent disconnect between capacity pressures and inflation over this period may be partly 

explained by declining one and two-year ahead inflation expectations between 2015 to 2017 

affecting subsequent price and wage-setting behaviour, even without excess capacity in the 

economy. As noted above, the waning correlation between economic activity and inflation – 

otherwise known as a flattening of the Phillips Curve – was not unique to New Zealand.  

Figure 14 - The OCR from 1999-2022 (quarterly average) 

 

Source: RBNZ. 

Figure 15 - Reserve Bank OCR projection, 2017-2018 

 

Source: RBNZ estimates. 
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The OCR was Cut in 2019 Given a Weaker Outlook… 

In the face of global and domestic headwinds, the newly instituted Committee lowered the OCR 

projection slightly in early 2019, signalling that looser monetary policy settings were necessary to 

meet the objectives specified in the Remit.  

Along with a deterioration in the global economic situation given increasing geopolitical tensions, 

the change in the monetary policy outlook was also motivated by weaker domestic growth and 

reduced capacity pressures, partly due to weaker residential investment. Over the longer term, the 

Committee expected activity and inflationary pressures to increase, given monetary and fiscal 

stimulus and a depreciating exchange rate.  

Over 2019, monetary policy was loosened as global headwinds intensified and domestic wage and 

general inflationary pressures failed to emerge. The OCR was reduced by 75 basis points in 2019 to 

another historic low of 1% and the forward projection for the OCR was cut substantially.  

New Zealand short-term interest rates remained steady until mid-2019, when the outlook 

deteriorated and the OCR was reduced. Long-term government bond yields fell gently over 2018, 

before declining sharply from late 2018 (Figure 16). Because other central banks were also easing 

monetary policy in the face of a weaker global outlook, there was no significant downward 

pressure on the NZD exchange rate over this period.  

Monetary policy may have been slightly tighter than assumed over this period, given downward 

revisions in the neutral interest rate. For example, in 2017Q1, the neutral (nominal) OCR was 

estimated to be 3.5%. In 2020, the estimated neutral rate for 2017Q1 was revised down to 3.4%. 

This suggests that the actual OCR in early-2017 may have been 10 basis points higher relative to 

the neutral OCR than assumed at the time. This suggests that somewhat tighter-than-intended 

monetary policy in New Zealand may have contributed to inflation being persistently below target 

between the GFC and the onset of the COVID-19 pandemic.  

Figure 16 - New Zealand key interest rates 

 

Source: Reuters, RBNZ. 
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…and Preparation for the use of Additional Monetary Policy (AMP) Tools Began 

The OCR did not reach the effective lower bound (ELB) prior to the pandemic. Consequently, there 

was no need for the Governor nor the Committee to implement AMP tools over this period. 

However, the OCR had been trending downward since the GFC and was at a historic low of 1% by 

late 2019.  

In case additional monetary stimulus was required in future, Reserve Bank staff began to review 

AMP tools in 2019 that the Committee could deploy if the OCR reached the ELB. The Reserve Bank 

revisited scoping work that had been done in 2017, but that had been discontinued over concerns 

of a possible negative market reaction. 

By the end of 2019, the Reserve Bank had identified potential AMP tools that could be used if 

necessary (Table 1) and had published guidelines on how they should be selected and used (Table 

2).25  

Table 1 - Additional monetary policy tools  

Principle Description 

Forward guidance This is stronger than conventional OCR forecasts and could involve a commitment 

to keep monetary policy expansionary or contractionary for a specified period of 

time. 

A negative OCR Reducing the OCR below zero. 

Interest rate swaps Entering into interest rate swaps, which can reinforce forward guidance. 

Large-scale asset 

purchases 

Purchasing government bonds to lower interest rates and contribute to a 

flattening of the yield curve. 

Foreign asset 

purchases 

Purchasing foreign currency or assets to reduce the NZD exchange rate and, if 

desired, to increase NZD liquidity. 

Term lending The provision of collateralised long-term loans to banks to support monetary 

policy transmission through the banking sector. 

Table 2 - Principles determining the selection of monetary policy tools 

Principle Description 

Effectiveness Tools are designed to provide a strong influence over inflation and employment, to 

ensure that monetary policy objectives are achieved. 

Efficiency The distortionary impacts of the tools on the efficient allocation of resources within 

the economy, including between various groups and sectors of the economy, are 

taken into account.  

____________ 

25  These were outlined in Drought, Perry, & Richardson (2018), and later in Unconventional monetary policy: Principles and tools.  

https://www.rbnz.govt.nz/-/media/project/sites/rbnz/files/monetary-policy/ump/unconventional-monetary-policy-principles-and-tools.pdf?sc_lang=en&hash=0FE6C053DA7F4472E8ECA8077E1A10EC
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Principle Description 

Financial system 

soundness 

The impact of the tools on financial system risks are taken into account to avoid the 

costs of financial dysfunction.  

Public balance 

sheet risk 

The financial risks that the tools create for the Crown’s and the Reserve Bank’s 

balance sheets are taken into account to protect public funds and central bank 

independence. 

Operational 

readiness 

Use of the tools take into account the operational readiness of each tool, to ensure 

the transmission channels function as expected. This includes our readiness to 

implement each tool and the readiness of financial markets and the New Zealand 

public to respond appropriately to the tools. 

Note: Principles governing monetary tools are outlined on the Reserve Bank’s website. 

 

 

 

 

https://www.rbnz.govt.nz/monetary-policy/monetary-policy-tools/principles-governing-our-monetary-tools
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Box A – The Forecasting Framework at the Reserve Bank 

The official projections that are published in the Reserve Bank’s MPS, are shaped by a 

forecasting system that comprises several econometric models. At the heart of the 

forecasting system lies the New Zealand Structural Inflation Model (NZSIM) which 

captures the correlations between key macroeconomic aggregates over the business 

cycle. 

NZSIM has two components: 

 a core dynamic stochastic general equilibrium (DSGE) model, rooted in 

macroeconomic theory, that describes consumption, imports and exports, and 

 additional modelling features that are more statistical or ‘semi-structural’ in flavour , 

describing business investment, the housing market, fiscal policy, inflation expectations 

and how monetary policy should respond in order to meet the Reserve Bank’s dual 

mandate. 

The incorporation of economic theory as well as statistical relationships allows NZSIM to 

remain internally consistent while preserving a high degree of empirical fit. The DSGE 

theoretical segment of NZSIM utilises standard features – a consumption Euler equation, 

uncovered interest rate parity in real exchange rate determination, and Phillips curves that 

link price- and wage-setting to aggregate demand. However, some of these standard 

features are modified to include the semi-structural components. For example, the 

consumption Euler equation also allows for households’ decisions to be influenced by 

house prices. This captures the strong correlation between consumption and house prices 

observed in New Zealand data.  

In addition to NZSIM, the forecasting system also uses a number of econometric models 

to analyse different sectors and aspects of the economy, over different time horizons. 

Statistical filters are used to separate the long-run trends of macroeconomic aggregates, 

so that the short-run business cycle aspects of the projections are more influenced by 

NZSIM. In the long run, as monetary policy stabilises the business cycle in NZSIM, 

macroeconomic variables settle at their trend values. 

The forecasting system is not used mechanistically. Rather it is a consistent framework for 

understanding economic developments, forming a view on likely future developments, 

and understanding risks. The forecasting process is designed to be iterative and inclusive. 

This ensures that the forecasts reflect insights from staff across the Reserve Bank. These 

insights form the expert judgement that complements the model-based inputs into the 

Reserve Bank’s projections.  
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2.2. 2020: The Initial Pandemic Response 

The Economic Context 

The Emergence of COVID-19 Led to Stringent Social and Economic Restrictions 

The COVID-19 virus emerged in late 2019, quickly triggering a major global health crisis and, by 

implication, a severe economic shock. The virus spread quickly around the world and, within 

months, most advanced economies had imposed stringent restrictions on the mobility of people 

and social activities to reduce its spread.  

In late January 2020, the New Zealand Government imposed restrictions on people who had been 

in China moving across the New Zealand border.26 In late February, the first case of COVID-19 was 

detected in New Zealand (Figure 17Figure 17 - ). By mid-March, New Zealand’s borders were 

closed to non-citizens and non-residents, and large indoor gatherings were banned.  

In late March, the Government introduced an Alert Level system that specified increasing degrees 

of restrictions on physical mobility and social engagement. The country was moved to the highest 

Alert Level 4 setting on 26 March 2020. These restrictions – among the most stringent in the world 

(Figure 18) – were highly successful in curbing the spread of the virus in New Zealand. As the virus 

was contained, the country progressively moved down the Alert Levels (Figure 17).  

Even though COVID-19 was effectively contained through most of 2020, there was a high risk of a 

renewed outbreak, necessitating the re-imposition of restrictions. Vaccine development was still at 

an early stage globally, with clinical trials being conducted through 2020. In December 2020, an 

approved COVID-19 vaccine became available.27 However, the first batches of vaccine did not 

arrive in New Zealand until mid-February 2021 and the country did not achieve its vaccination 

targets until December 2021.28  

____________ 

26 From 27 January, non-New Zealand citizens or permanent residents who had been in China over the previous 14 days were 

debarred from entering New Zealand. New Zealanders who had returned from China were asked to self-isolate for 14 days. 

27 See Ledford, Cyranoski, & Van Noorden (2020). 

28 See New Zealand Government (15 February 2021). 

https://www.beehive.govt.nz/release/first-batch-covid-19-vaccine-arrives-nz
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Figure 17 - The first year of COVID-19 in New Zealand, 2020-21 

 

Source: Our World in Data, https://covid19.govt.nz/.  

Note: The Alert Levels shown here include those for the whole country as well as those specifically for the Auckland 

region.  

Figure 18 - Oxford COVID-19 Stringency Index - New Zealand and major trading partners 

 

Source: Oxford COVID-19 Government Response Tracker, University of Oxford. 

Note: Major trading partners includes China, Australia, the United States of America, Japan, and the United Kingdom. 

Data is up to August 2022. 
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The Government Launched a Large Fiscal Stimulus Programme 

Fiscal policy played an extremely important role in supporting household incomes during the 

period of heavy restrictions on economic activity. In March 2020, the Government announced a 

fiscal stimulus package of $12.1 billion (about 4% of GDP). The package included temporary 

measures to provide income support to households and businesses, such as a $5.1 billion wage 

subsidy scheme, as well as other permanent changes.29 

On 14 May 2020 – a day after the May 2020 MPS – the Government released the 2020 Budget. 

The centrepiece was a ‘COVID-19 Response and Recovery Fund’ containing fiscal stimulus of $50 

billion. This increased the total announced fiscal stimulus to $62.1 billion, or around 20% of GDP. 

At the time, the Treasury was forecasting budget deficits of approximately 10% of GDP for two 

years (Figure 19). Overall, New Zealand’s fiscal response to the pandemic was one of the largest (as 

a share of GDP) in the OECD (Figure 20).  

In their update on 14 May 2020, New Zealand Debt Management (NZDM) noted that “the impact 

of COVID-19 on the Crown’s fiscal outlook is unprecedented, and requires substantial increases to 

the forecast borrowing programme, relative to that forecast at the Half Year Economic and Fiscal 

Update (HYEFU) 2019.” The forecast borrowing programme for the 2021 fiscal year was set at $60 

billion, up from $10 billion in HYEFU 2019. The forecast borrowing programmes for the subsequent 

three financial years were also materially revised upward, by a cumulative $83 billion.  

This was, in the context of New Zealand’s relatively shallow debt capital markets, a significant 

amount of issuance, of a scale previously not seen in New Zealand. The near-term borrowing 

requirements were also occurring in a period of significant global market instability and similarly 

large increases in borrowing from other countries around the world.  

Figure 19 - Fiscal forecasts in May 2020 (OBEGAL, Cyclically Adjusted Balance) 

 

Source: The Treasury. 

____________ 

29 The permanent changes included increases to welfare benefit rates and changes to business tax settings, such as reinstating building 

depreciation. 
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Figure 20 - COVID-19 fiscal measures across advanced economies (as of October 2021) 

 

Source: IMF Database of Fiscal Policy Responses to COVID-19. 

Aggregate Economic Outcomes Were Better Than Expected in 2020 

Over 2020, the aggregate economy performed much better than expected by virtually all 

forecasters at the onset of the pandemic. This economic resilience reflected the relaxation of 

restrictions, given that COVID-19 was largely eliminated for much of the year, a high proportion of 

employees using digital technologies to work and shop from home, pent up demand from over 

the lockdown period, and a change in consumption patterns from services to goods. Fiscal 

stimulus played a critical role in minimising job losses and thereby protecting household incomes.  

At the aggregate level, real annual GDP in 2020 was only 2% lower than in 2019. This was a very 

robust outcome considering ongoing border closures, periods of significant restrictions on 

domestic activity, and ongoing uncertainty about the pathway through COVID-19. 

While aggregate outcomes surprised on the upside, parts of the economy were severely 

negatively impacted by the pandemic and the public health response. This included tourism, 

international education, and a number of service industries.  

Output volatility was also extremely high in 2020 (and into 2021), creating very difficult 

circumstances for the Committee in setting monetary policy. In the second quarter of 2020, which 

included a long period of lockdown, real GDP fell 10% (Figure 21). However, this was much less 

severe than initial forecasts of more than a 20% fall. In the third quarter, activity rebounded 14% as 

most domestic restrictions were eased.  

The financial system was also under severe strain over parts of 2020, with markets becoming 

increasingly dysfunctional. At the time, serious concerns were being raised about certainty of 

funding and liquidity for commercial banks, corporates and central and local government.  
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Figure 21 - Indexed Annual GDP & GDP per capita (100 = 2019 Q4)  

 

Source: Stats NZ, RBNZ estimates. 

Note: GDP per capita is calculated is calculated using real production GDP and the working age population. 

In the labour market, job losses over 2020 were much lower than expected, and less than in many 

other economies such as the United States, United Kingdom and Australia. Unemployment 

increased from 4% at the end of 2019 to a peak of 5.3% in the second half of 2020. This compares 

to earlier Reserve Bank projections of a 9% peak in the unemployment rate. Over the same period, 

the average OECD unemployment rate increased by 2.4 percentage points to 7.7%.  

The early removal of restrictions and significant fiscal support (notably a large wage subsidy) and 

monetary stimulus (discussed below) helped shelter the labour market from a more significant 

contraction. Border restrictions led to a sharp reduction in net migration, reducing labour market 

mobility and worker availability in industries traditionally reliant on migrant labour. In light of this, 

the Committee considered there would be increased skill mismatches in the economy, which 

would likely reduce maximum sustainable employment in the near term.  

In the early stages of the pandemic, the Reserve Bank and most other forecasters expected house 

prices to fall. On balance, lower growth in the population and in household incomes was expected 

to outweigh the effects of lower interest rates, an easing of loan-to-value ratio restrictions, and 

weaker construction activity. At the beginning of the pandemic, the Reserve Bank’s baseline 

scenario was that house prices would fall by around 9% over 2020. Instead, house prices increased 

17% during 2020.  

Unusually, the exchange rate remained strong over 2020. The trade-weighted index (TWI) did 

briefly decline in March when strict restrictions were in force. However, most of this decline was 

reversed by June.30 New Zealand dollar strength was likely partly due to the strength of New 

Zealand’s commodity exports and New Zealand’s economic resilience compared to that of our 

trading partners. 

  

____________ 

30 Note this is based on the daily TWI rather than the quarterly average in Figure 11. 
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Annual CPI inflation for 2020 was 1.4%, within the target band but below the midpoint. This was 

higher than the Reserve Bank and other forecasters expected. However, at this time, there 

remained considerable uncertainty over the future inflation outlook. In essence, this uncertainty 

was about whether the ongoing economic shock from the pandemic would have a more lasting 

impact on the supply capacity of the economy or on aggregate demand.  

The Monetary Policy Response 

COVID-19 was Considered a Risk in February 2020 

When the Committee convened in February 2020, there had been no recorded cases of COVID-19 

in New Zealand and the World Health Organisation had not yet declared the COVID-19 outbreak 

to be a global pandemic. At this time, the Committee considered the COVID-19 outbreak to be a 

“complicating factor” and an “emerging downside risk”.31  

The Committee’s near-term economic outlook accounted for lower economic activity in China and 

reduced demand for exports, although both were forecast to improve over the course of 2020. 

However, COVID-19 did not materially affect the monetary policy decision – the OCR was held at 

1% and the outlook for the OCR was revised up. 

“We assume the overall economic impact of the coronavirus outbreak in New Zealand 

will be of a short duration, with most of the impacts in the first half of 2020. 

Nevertheless, some sectors are being significantly affected. There is a risk that the 

impact will be larger and more persistent. Monetary policy has time to adjust if 

needed as more information becomes available.” February 2020 MPS 

The Committee Cut the OCR as Public-Health Restrictions Became More Stringent 

As COVID-19 restrictions in New Zealand and around the world rapidly intensified, the Committee 

convened for a previously unscheduled meeting on 16 March, 2020. The Committee came to the 

view that aggregate spending and investment would be subdued for an extended period as the 

economic impacts of COVID-19 evolved. Accordingly, the Committee updated its outlook, noting 

that demand for New Zealand’s goods and services and domestic production would most likely be 

constrained going forward.  

Economic uncertainty was pervasive in 2020. Shocks of this type were unparalleled in modern 

economic history; a reduction in economic activity given the spread of the virus and the associated 

public health actions. Globally, policymakers had little experience of pandemics to guide their 

judgements and economic projections.  

  

____________ 

31 February 2020 MPS. 



 

 

      

 

44  In Retrospect: Monetary Policy in New Zealand 2017-22     

This uncertainty was accentuated by the fact that the characteristics of the COVID-19 virus were 

not well understood at this time. There was little understanding of the variants that could emerge 

and how contagious they were likely to be. A lack of clarity about the development and roll out of 

vaccines added to the heightened sense of uncertainty.  

While it was clear that New Zealand’s early public health measures would lead to large reductions 

in economic activity, there was a high level of uncertainty as to how households and businesses 

would respond, and how the Government would adjust its approach as the situation evolved.  

There was little that monetary or fiscal policy could do to reverse declines in economic activity in 

the short run while public health restrictions were in place. However, there was a clear and 

pressing need for significant monetary stimulus to support a medium-term recovery in economic 

activity and employment and to prevent deflation. It was also considered important to ensure that 

New Zealanders had confidence in the financial system and access to cash when they needed it.32  

The Need for AMP Tools Became Increasingly Apparent 

It became increasingly likely that cuts to the OCR in isolation would not provide enough stimulus 

for the anticipated economic downturn, and that AMP tools would need to be used. AMP tools are 

not perfect substitutes for conventional monetary policy. As such, the Committee considered a 

range of issues around the deployment of these tools (Table 2 above). The risks associated with 

the deployment of AMP tools were also carefully considered at this time (Table 3).  

Table 3 - Risks that the Committee considered in deploying AMP tools 

Risk Description 

Legal The Committee is legally obliged to pursue the operational objectives in the 

Committee Remit 

Reputational If the Committee does not achieve its objectives, the public have lost faith in 

the Reserve Bank’s ability to achieve the Remit objectives. This makes monetary 

policy less effective and makes the Committee’s task more difficult in the 

future.33 

Operational As AMP tools are not implemented in the same way as conventional policy, 

they can face operational barriers to being implemented. 

Financial The different means of implementing AMP tools means that they can create 

financial risk for the Reserve Bank and/or the Crown. 

 

At the meeting on 16 March, the Committee lowered the OCR by 75 basis points to 0.25% and 

committed to keeping it unchanged for the next 12 months. The Committee also agreed that 

should further stimulus be required, a Large Scale Asset Purchase (LSAP) programme would be 

developed and implemented.  

____________ 

32 Mahi Tahi: Working Together to Ensure Cash-flow and Confidence - Reserve Bank of New Zealand - Te Pūtea Matua (rbnz.govt.nz). 

33 This is because inflation and the wage-setting process are influenced by expectations of future price changes, which is itself 

predicated on how determined the central bank is to maintain inflation at its stated target. 
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The size of the March 2020 OCR cut reflected a trade-off between providing stimulus and 

supporting financial market functioning. Based on consultations with commercial banks and other 

market participants, the Committee was highly concerned about the capability of New Zealand’s 

financial system to operate with interest rates at or below zero.34 This meant that the use of a 

negative OCR posed significant operational risk to the financial system at the time. If the Reserve 

Bank had not paused the work programme on the use of AMP tools for 12 months in 2017, the 

operational risks of implementing a negative OCR may have been materially lower in early 2020. 

In contrast, the forward guidance adopted by the Committee – committing to keep the OCR at 

0.25% for next 12 months – did not face the same implementation risks. This commitment is one of 

the clearest – and possibly only – examples of time-dependent ‘Odyssean’ forward guidance used 

by an advanced-economy central bank.35 In making this commitment, the Committee traded-off 

future flexibility in the OCR against the provision of certainty and clear guidance around their 

future decisions. This allowed the Committee to provide monetary policy stimulus while also 

maintaining a buffer against financial markets having to operate with negative interest rates in the 

near future. 

The Reserve Bank, through its financial stability functions, also delayed expected increases in bank 

capital requirements by twelve months to ease pressures on commercial bank balance sheets. This 

was followed by a delay or slowdown of most other Reserve Bank regulatory initiatives for at least 

six months, to allow commercial banks to focus on supporting customers through the pandemic. 

The Committee Announced a Large Scale Asset Purchase Programme…  

Economic and financial market conditions continued to deteriorate throughout March 2020. The 

Committee became increasingly concerned about tightening financial conditions, as long-term 

government bond yields had risen significantly since their monetary policy decision on 16 March, 

and market liquidity had rapidly declined (Figure 22). This tightening in financial market conditions 

threatened to disrupt the transmission of the low OCR to the real economy, compromising the 

Committee’s ability to achieve its Remit. 

In response, the Committee decided to provide additional monetary stimulus through a Large 

Scale Asset Purchase (LSAP) programme that involved buying New Zealand government bonds in 

the secondary market.36 The Committee initially specified that the LSAP programme would be up 

to a maximum limit of $30 billion of nominal government bonds across all maturities over the next 

12 months, which was roughly equivalent to around 9% of GDP and approximately 47% of all 

nominal government bonds on issue at the time.37  

____________ 

34 The Reserve Bank launched a new payment settlement system in February 2020 which was capable of operating with negative 

interest rates. Over the second half of 2019, the Reserve Bank engaged with registered banks regarding their ability to operate 

negative interest rates. This first involved engaging with the Reserve Bank’s counterparties in its open market operations in financial 

markets. More broadly, bank supervisors raised the issue of preparedness for negative interest rates at banking sector workshops in 

December 2019. In late January 2020, the Reserve Bank’s Head of Supervision sent a letter to banks’ chief executives formally 

requesting they report on the status of their systems and capability (Reserve Bank of New Zealand, 2020b). The responses raised a 

number of material constraints and concerns regarding operationalising negative interest rates. 

35 Based on the idea that the central bank is tying their hands to carry out that policy even if they would not want to later on, much like 

Odysseus tied himself to the mast to resist the sirens’ call in Greek mythology (Campbell, et al., 2012). 

36 This decision was made via email, given restrictions on in-person gatherings. 

37 Given the volatility in GDP over this period, the level of bond purchases as a percentage of GDP is quite dependent on the time 

period chosen. 
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LSAP was the preferred AMP tool to launch at this time because of the importance of the New 

Zealand government bond market to the overall New Zealand financial system. The interest rate 

on New Zealand government bonds is a benchmark interest rate that influences other interest 

rates in the economy. If the government bond market is not stable and the Crown is unable to 

issue debt, then private sector borrowers will also be unable to do so. LSAP was also operationally 

relatively easy to implement compared with other AMP tools, and there were examples over the 

prior decade of other central banks implementing LSAPs or similar programmes. Furthermore, 

other central banks were launching, or expanding existing, LSAP programmes at the same time. 

New Zealand government bonds make up a significant proportion of New Zealand’s relatively 

small debt market, making them easily accessible to willing buyers. They are also referred to as 

high quality liquid assets (HQLA), meaning that they are considered to be a safe asset involving 

low credit risk.38 

By deploying LSAP, the Committee aimed to provide further support to the economy by ensuring 

New Zealand’s debt markets continued to function such that the transmission of monetary policy 

was unaffected (i.e., keeping interest rates on government bonds low). By restoring market 

functioning, the Committee aimed to restore economic confidence for households and businesses. 

Bond yields continued to fall after the LSAP programme was first announced, as the Reserve Bank 

began buying large quantities of government bonds in the secondary market. 

Figure 22 - Government bond yields in 2020 

Source: Reuters, RBNZ. 

The Committee chose to implement asset purchases before using negative interest rates or 

interest rate swaps.39 This decision was guided by the Committee’s core principles for AMP 

formulation (Table 2 above). As well as providing additional stimulus, LSAP conferred the critical 

benefit of stabilising financial markets by providing market liquidity, which other tools could not 

easily provide. LSAP also did not face the same operational barriers as negative interest rates. 

____________ 

38 Drought, Perry, & Richardson (2018). 

39 Reversing the ordered preference set out by the Governor earlier in 2020 (Orr, 2020a). 
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Implementing LSAPs did entail public balance sheet risk, as the programme changed the interest 

rate exposure of the whole of Crown balance sheet (discussed in more detail in Section 3.1). Under 

LSAP, the Reserve Bank funded its purchases of government bonds by creating new settlement 

cash. The Reserve Bank pays the OCR on settlement cash and earns the fixed yield on the 

purchased longer-term government bonds. In effect, the increase in settlement cash shortens the 

average duration of Crown debt. The financial risks associated with this change were transferred to 

the Crown through an indemnity negotiated prior to the announcement of the LSAP programme.  

While both the Reserve Bank and the Minister of Finance understood the risks of potential losses, 

the probability of such losses was hard to assess ex ante. In any case, the purpose of the 

programme was not to generate trading gains, but to achieve the Committee’s Remit objectives. It 

would be reasonable to expect that if these objectives were met, then interest rates would rise and 

there would be a direct financial cost associated with the programme. In the context of the large 

downside economic risks and uncertainty, the Committee considered that taking on this financial 

risk was necessary to achieve the monetary policy objectives of the Remit.  

…Deliberately Keeping Weekly LSAP Purchases Flexible 

In implementing LSAP, the Committee set the maximum size of total bond purchases and the 

operational horizon of the programme, consistent its high-level monetary policy goals. Reserve 

Bank staff were then instructed to achieve a low and flat yield curve and to improve and maintain 

financial market functioning.  

The Committee retained responsibility for the total limit on the bond buying programme and the 

horizon of purchases, thereby controlling the average rate of purchases made by the Reserve 

Bank. However, the process for staff to advise the Committee, and for the Committee and senior 

Reserve Bank leadership to provide feedback on the volume of weekly purchases, evolved over the 

life of the programme.  

In effect, responsibility for deciding on the weekly quantity and tenor of bond purchases was 

delegated to Reserve Bank staff. In the early stages of the programme, this involved purchasing 

enough bonds to restore market function and to reduce and maintain yields without creating a 

shortage of bonds in the market.  

The delegation of this responsibility empowered staff to adjust the tenor and quantity of bonds on 

a weekly basis to ensure that LSAP supported the efficient functioning of the NZGB market and 

related markets. Each week, in advance of publishing the LSAP schedule, staff monitored a broad 

range of market indicators, undertook analysis and gathered market intelligence.  

The discretion Reserve Bank staff had around the tenor and quantity of bonds purchased allowed 

the LSAP programme to respond to market conditions, including an increase in bonds outstanding 

following new issuance by NZDM (as discussed above).  

This discretion also provided an additional benefit whereby the Reserve Bank was able to respond 

relatively promptly to changes in market conditions that could have undermined the Committee’s 

desired stance of monetary policy. It is likely that this improved the outcomes of the LSAP 

programme from a market functioning perspective, and potentially mitigated the headline effect of 

declining purchases at the later stage of the programme.  
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Bond purchase and issuance decisions were made independently by the Reserve Bank and NZDM 

respectively. This preserved the Reserve Bank’s operational independence and allowed each 

organisation to prioritise its own objectives. At no time did the Reserve Bank participate in primary 

market issuance by NZDM. Furthermore, newly issued maturities were generally excluded from the 

LSAP purchase schedule for around eight weeks after issue, so as to allow market price discovery 

to occur for new bond lines. 

An increase in government bond issuance increased the number of bonds the Reserve Bank could 

purchase without creating a bond shortage. However, higher bond issuance also increased the 

quantum of bond purchases needed to achieve a given degree of monetary stimulus. This is 

because, all else being equal, increased supply of bonds will tend to lower the price of bonds and 

increase their yield. It may also impact the shape of the yield curve, which would contravene the 

Committee’s desired outcomes from the LSAP programme. 

In part, this meant the level of bond purchases required to deliver the desired level of monetary 

stimulus was influenced by the size of total bond issuance (Figure 23). However, LSAP was firmly 

focused on achieving the Committee’s Remit, rather than simply proving an offset to whatever 

quantity of bonds that was issued by Government.  

By late 2020, the Committee’s view was that inflation would fluctuate near the bottom of the target 

range until late in the projection period, although downside risks were easing. The need for 

ongoing monetary stimulus was supported by a number of indicators, including short- to medium-

term inflation expectations, which had fallen significantly below 2% during most of 2020 (Figure 

55).  

‘…we expect an ongoing increase in unemployment as the economy adjusts. 

Consumer price inflation is also projected to remain at the lower-end of the remit 

target range for a period, and inflation expectations remain subdued. The Committee 

agreed that monetary policy will need to remain stimulatory for a long time to meet 

the consumer price inflation and employment remit, and that it must remain prepared 

to provide additional support if necessary.’  November 2020 MPS 
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Figure 23 - Change in outstanding government bonds in NZ and LSAP purchases from February 2020 

Source: RBNZ. 

Note: Change in government bonds is based on nominal and inflation-indexed bonds from the RBNZ Statistical Table 

D30. 

The Implementation of Monetary Policy Was Altered Given Increased Settlement Cash 

From 1999, the Reserve Bank operated a ‘corridor’ system to implement monetary policy.40 Up to a 

certain dollar amount, commercial banks received the OCR on their Exchange Settlement Account 

System (ESAS) balances with the Reserve Bank. If a commercial bank held ESAS balances above 

this amount, they received the OCR less a penalty rate. Similarly, if a bank found themselves with 

insufficient balances at the end of the day, they could borrow from the Reserve Bank at the OCR 

plus a penalty rate.  

The Reserve Bank controls the Settlement Cash Level (SCL). Commercial banks can trade ESAS 

balances between themselves, but cannot raise or lower the total SCL by their actions.  

In this system, the SCL fluctuated around $7 billion and Government cash flows in and out of the 

financial system were offset through Reserve Bank operations aimed at maintaining the targeted 

SCL. Because ESAS balances held above or below mandated credit tiers incurred penalty interest 

rates, banks had an incentive to trade cash in the interbank market, which helped to keep short-

term market interest rates close to the level of the OCR (or within the ‘corridor’).  

The monetary policy response to COVID-19 made it difficult for the Reserve Bank to retain a 

corridor system for monetary policy implementation. By deploying LSAP, the Reserve Bank 

increased cash in the system, which raised the SCL. Had the Reserve Bank retained credit tiers 

while deploying LSAP, short-term market interest rates would have likely traded towards the 

penalty rate, which was set 100 basis points below the OCR. In this environment, it would have also 

been difficult to determine a target SCL.  

Had the corridor system been retained, it would have undermined the OCR, likely pushed inter-

bank interest rates negative, and complicated monetary policy communication.  

  

____________ 

40 See Parekh (2016). 
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On 20 March 2020, the Reserve Bank removed credit tiers on ESAS accounts to support monetary 

policy implementation. This meant that all settlement cash balances were now remunerated at the 

OCR, with no penalty rates imposed. Removing the credit tiers offered additional flexibility to the 

Reserve Bank to keep short-term interest rates anchored near the OCR, regardless of the level of 

settlement cash in the system (so long as it remains above the level deemed sufficient to satisfy the 

liquidity and payment needs of the banking system). This alternative ‘floor’ system for 

implementing monetary policy is commonly used by other central banks.  

Under this system, the Reserve Bank must ensure there is enough settlement cash in the system so 

that short-term market interest rates trade at the OCR. Provided settlement cash does not become 

scarce, the SCL can fluctuate with little impact on short-term interest rates. As such, since the shift 

to the floor system, active management of the SCL has not been necessary and the Reserve Bank 

has only partially smoothed out some of the lumpiest government cash flows that impact the SCL. 

The Committee Became Increasingly Concerned About the Risk of a Severe Recession 

The Committee’s response to the COVID-19 crisis was predicated on severe downside risks to the 

economy. A deep and prolonged economic downturn would see weakening household and 

business finances and declining asset prices that could hamper a recovery. Declining inflation, 

coupled with interest rates that were already very low, would likely make it more difficult for the 

Committee to stimulate the economy.  

With risks to inflation and employment heavily skewed to the downside, the Committee adopted a 

‘least regrets’ approach to its decision-making. The idea was that in a world of uncertainty, the 

Committee would aim for a central scenario but have a bias towards minimising the worst possible 

outcomes that could threaten the Committee’s ability to achieve its Remit. This involved identifying 

the most likely ways the economy could evolve differently to the Committee’s central view, and what 

the Remit implies about the level of ‘regret’ should these risks eventuate.  

The language of least regrets implied a bias in the level and timing of monetary policy moves. In 

September 2021, Deputy Governor Christian Hawkesby made a speech using the metaphor of the 

kotuku to capture the idea of least regrets.41 That is, to take flight (up/down) if necessary; otherwise 

remain cautious and respectful.  

In early 2020, the ‘least regrets’ approach to managing the severe anticipated economic downturn 

meant that the Committee would err on the side of delivering more rather than less stimulus, sooner 

rather than later, thus minimising the risk that the stimulus delivered would turn out to not be 

enough. This view was formed on the basis that if the stimulus provided proved to be too much, the 

Committee has the monetary tools to correct for it. Whereas, if the stimulus proved to be inadequate, 

monetary policy could struggle to lift the economy from a prolonged deflationary contraction.  

____________ 

41 “Kotuku” is the Māori name for the White Heron, which is considered a rare and sacred bird in Aotearoa-New Zealand. 
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‘Members agreed that a ‘least regrets’ monetary policy approach is needed, delivering 

stimulus sooner rather than later, and thus minimising the risk that the stimulus 

delivered turns out not to be enough.’ May 2020 MPS 

In early 2020, some other central banks – such as the Federal Reserve and the Bank of England – 

also outlined in speeches how the risks of doing too little outweighed the risks of doing too much, 

in a very similar manner to the Reserve Bank’s ‘least regrets’ guidance. They were not, however, as 

deliberate and systematic within their monetary policy statements.42  

The Reserve Bank Began Publishing Scenarios and an ‘Unconstrained OCR’ 

The May 2020 MPS presented the first full set of economic forecasts incorporating the impacts of 

COVID-19. Economic uncertainty was pervasive at this time, with key assumptions about future 

mutations of the virus, on-again/off-again lockdowns, and the associated forecasts changing 

markedly between MPSs (Table 4). 

In this environment, the Committee chose to consider a range of scenarios for the economic 

outlook, rather than treating any one scenario as central.43 A similar approach had been used 

during the Christchurch earthquakes, another episode of heightened uncertainty.  

Clearly stating that the Committee did not consider a central projection helped illustrate 

heightened uncertainty in the economic situation, while the ‘least regrets’ approach helped 

communicate the relevance of the different scenarios. Behind the scenes, forecasts were 

deemphasised in the Committee’s discussion making and priority was given to understanding the 

available AMP tools and their implications.  

The May 2020 MPS outlined three economic scenarios. In all scenarios, GDP was forecast to 

contract by at least 20% in the second quarter of 2020, followed by a moderate recovery 

thereafter (Figure 24). This sharp contraction in activity was expected to reduce inflation below 

target and employment below MSE for several years.  

‘The COVID-19 outbreak and the measures taken to contain it have significantly 

reduced economic activity in New Zealand. Households and businesses face lower 

incomes and considerable uncertainty about the future. We estimate the level of real 

GDP to be about 22 percent lower in the June quarter of 2020.’ May 2020 MPS 

____________ 

42 Powell (2020) and Tenreyro (2020).  

43 The speed of the recovery and the duration of heavy restrictions were the core variations across the different economic scenarios 

considered by the Committee. An analysis by the Reserve Bank in the early stages of the pandemic estimated the economic impact 

of the various pandemic containment measures on the New Zealand economy. Estimates ranged from 4% lower output with 

minimal Level 1 restrictions to 37% lower output with severe Level 4 restrictions. The (effectively) closed border alone led to 

immediate reductions in tourism and international education, which combined accounted for approximately 4.5% of GDP (Stannard, 

Steven, & McDonald, 2020) 
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In MPSs between May 2020 and February 2021, the Reserve Bank published an ‘unconstrained 

OCR’ projection to account for the introduction of AMP tools (Figure 25).44 The unconstrained 

OCR differs from the actual OCR in that it attempted to show the broad level of monetary stimulus 

in place, or required in future, in OCR equivalent terms, taking into account the full range of 

monetary policy tools being used.  

Table 4 - Evolution of key Reserve Bank assumptions and forecasts, 2020-2021 

MPS Key Assumptions Key forecasts 

May 2020 Alert Levels 3/4 for 8 weeks 

Alert Level 2 and border closure until 

March 2021 

All restrictions removed in March 2021 

GDP: declines by 23% in 2020Q2 

Unemployment: peaks at 9% 

Inflation: below 1% until late 2022 

Aug 2020 Avoid widespread outbreak of COVID-19 

and at Alert Level 1 or lower from early 

June 2020 

Border restrictions remain until end of 

2021 

GDP: annual GDP falls 5.8% in 2020 

Unemployment: peaks at 8.1% 

Inflation: below 1% until late 2022 

Nov 2020 At Alert Level 1 and border restrictions 

remain in place until the end of 2021 

GDP: annual GDP falls 4.0% in 2020 

Unemployment: peaks at 6.4% 

Inflation: below 1% until late 2022 

Feb 2021 At Alert Level 1 or lower over the scenario 

period 

Border restrictions eased at beginning of 

2022 

GDP: remains around pre-COVID levels 

until late 2021 

Unemployment: peaks at 5.2% 

Inflation: rise to 2.5% in mid-2021 before 

falling below 2% until late 2023 

May 2021 At Alert Level 1 or lower over projection 

period 

Border restrictions (outside of travel 

bubble) eased at beginning of 2022. 

Majority of adults fully vaccinated by end 

of 2021 

GDP: annual GDP growth accelerates to 

3.9% by late 2022 

Unemployment: peak at 5.2% 

Inflation: rises to 2.6% in mid-2021 before 

falling below 2% until mid-2023 

Aug 2021 Predominantly be at Alert Level 1 or lower 

over projection period. 

GDP: annual growth rises to 4.0% in the 

December 2021 quarter 

Unemployment: peaks at 5.3% 

____________ 

44 The methodology for estimating the unconstrained OCR is outlined in Section 3.1.  
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MPS Key Assumptions Key forecasts 

Any COVID-19 outbreaks are assumed to 

be sporadic and quickly contained. 

Wider border restrictions to ease in 2022 

Significant proportion of adults vaccinated 

by end 2021 

Inflation: rises to 4.1% in late-2021 before 

falling within 1-3% range by mid-2022 

Nov 2021 Predominantly at Orange or Green Level 

restrictions over the projection, with 

restrictions becoming less stringent 

towards the latter half of the period 

Border restrictions are expected to begin 

to ease gradually in 2022 

GDP: annual average GDP growth 

peaking at 4.7% in 2022 

Unemployment: employment expected to 

be above, but to return towards, its 

maximum sustainable level over the 

projection horizon. 

Inflation: rises to 5.7% in late 2021 before 

falling within 1-3% range by early 2023 

 

Reserve Bank estimates indicated that the unconstrained OCR needed to achieve the Committee’s 

Remit was negative 1.3% in May 2020, falling to negative 2.4% by early 2021. These estimates 

indicated that significant additional stimulus, over and above the OCR (which was kept at 0.25%), 

was required. Indeed, AMP tools were required to provide at least 150 basis points of OCR 

equivalent monetary stimulus at the time. 

Figure 24 - GDP forecast scenarios, May 2020 MPS (2019Q4 = 100) 

 

Source: Stats NZ, RBNZ estimates. 
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Figure 25 - Reserve Bank (unconstrained) OCR projections, 2020 

 

Source: RBNZ. 

The Committee Expanded the Upper Limit of the LSAP Programme Further…  

By late April 2020, the heaviest public health restrictions eased for the first time – around 5 weeks 

after being implemented – and most non-border restrictions were removed by June. As such, New 

Zealand went from having the heaviest restriction regime in the world to one of the lightest (Figure 

18).45 However, there remained a high degree of uncertainty over if and when restrictions would 

be re-imposed in response to future outbreaks of the virus. There was also no clear indication of 

when an effective vaccine might become widely available, or how the virus itself would evolve.  

Although the economy was forecast to be less negatively impacted by COVID-19 than initially 

thought, and to improve relative to early 2020, the outlook remained highly uncertain. 

Unemployment was forecast to peak at high levels, and one- and two-year ahead inflation 

expectations reached record lows in June 2020, with inflation forecast to remain below-target until 

late 2022 (Figure 55).  

With large downside risks to future employment and inflation, the Committee saw the need to 

provide further stimulus to ensure they achieved their Remit objectives. In April, the Committee 

increased the LSAP limit to $33 billion and broadened the programme to include purchases of 

Local Government Financial Authority (LGFA) debt. In May, the LSAP limit was increased to $60 

billion, and the programme expanded to include New Zealand Government inflation-indexed 

bonds.  

The inclusion of LGFA bonds and New Zealand Government inflation-indexed bonds was 

motivated by market functioning considerations, rather than to provide additional monetary 

stimulus. The market for nominal NZGBs had stabilised somewhat, but there were ongoing 

concerns about liquidity and market functioning in other segments of New Zealand’s debt capital 

markets. In addition, purchasing New Zealand Government inflation-indexed bonds in similar 

____________ 

45 Following a mild outbreak, some moderate restrictions were imposed in Auckland during August, while mild restrictions were placed 

on the remainder of New Zealand. These restrictions were eased by late September/early October as the virus was eliminated again. 
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proportions (relative to market size) to nominal bonds ensured there would be no unintended 

distortion of market implied inflation expectations as a result of the LSAP programme. 

In August 2020, the Committee chose to increase the limit of the LSAP programme to $100 billion, 

which was broadly in line with market expectations at the time. While increasing the limit of the 

LSAP programme does not necessarily result in more bonds being purchased, it can generate an 

“announcement effect” and an “expected future liquidity effect” that influence expected future 

bond prices and yields. In any case, the combination of bond buying and programme limit 

increases over this time provided sufficient monetary stimulus such that financial conditions did not 

substantially tighten in the face of increased government borrowing.  

The provision of liquidity in the markets for New Zealand government and LGFA bonds provided a 

bedrock of stability to allow corporate bond issuance to return to the market and thereby aid in 

the transmission of monetary policy through easing financial conditions to businesses. There was 

also a significant increase in equity capital raising in 2020 which would likely not have been 

possible in an environment where interest rates were not low and stable.  

…and Introduced a Funding for Lending Programme 

As the Committee continued to anticipate rising unemployment and below-target inflation, there 

was an ongoing need to provide further stimulus. At the time of the August MPS, the Committee 

agreed that “any future move to a lower or negative OCR, if complemented by a Funding for 

Lending (FLP) programme, could provide an effective way to deliver monetary stimulus in addition 

to the expanded LSAP if needed.”  

The FLP and a negative OCR were initially seen as a complementary ‘package’ of measures. This is 

because a negative OCR would generate negative interest income for banks on their large ESAS 

balances that existed as a result of the LSAP programme. Banks would also likely not have been 

able to pass on negative interest rates to their deposit customers. There is some evidence to 

suggest that this might have provided a counterproductive outcome to a negative OCR, whereby 

the negative impacts on bank profitably would impinge on capital generation and the ability to 

provide ongoing lending to the economy. Providing FLP funding at the level of the OCR can 

support bank lending by providing an offset to the negative interest income effect of a negative 

OCR.  

Staff determined that the lead time for the financial system to become operationally ready for a 

negative OCR, in additional to the Committee’s own forward guidance that the OCR would remain 

unchanged until March 2023, meant that such a package of tools could not be deployed in 2020. 

However, if deployed initially on a standalone basis, the FLP could still provide additional monetary 

stimulus by lowering bank funding costs, which would thereby be passed through to lower retail 

interest rates. Such schemes had already been deployed as part of the pandemic policy response 

in other jurisdictions such as the United Kingdom, the Eurozone and Australia.  

At its September meeting, the Committee announced that staff had been instructed to prepare a 

Funding for Lending Programme (FLP) for deployment initially on a standalone basis before the 

end of the calendar year. In November 2020, the details of the FLP were announced. It would offer 
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three-year funding to banks priced at the OCR in return for high quality collateral.46 Pricing the FLP 

at the OCR limited the financial risk to the Reserve Bank’s balance sheet as banks pay the same 

interest rate on FLP funding as they receive on their ESAS balances. A term of three years was 

chosen to ensure that the funding qualified as “core funding” for regulatory liquidity purposes and 

could essentially be used to replace some of the more expensive wholesale funding on 

commercial banks’ balance sheets. 

The programme started on 7 December 2020 and ran until 6 June 2022 for the initial allocations, 

and until 6 December 2022 for an additional allocation linked to growth in customer lending. 

When the FLP was introduced, unemployment was forecast to peak at 6.4% and inflation was 

expected to remain below 1% until late 2022. Inflation expectations up to five years ahead had 

dropped below 2%. On balance, there was a strong case for a more accommodative monetary 

policy stance to generate a faster return of inflation to the target midpoint (2%).  

The FLP offered funding up to the equivalent of 4% of a participant bank’s loans, plus 2% for the 

additional allocation. Because the FLP represents a relatively small share of the banks’ total 

funding, the main way in which it transmits more accommodative financial conditions to the 

economy is by reducing, at the margin, competition for other sources of bank funding, such as 

retail deposits and wholesale funding. This gave banks confidence to reduce the interest rates 

facing households and businesses, thereby providing increased monetary stimulus.  

Designing the FLP involved a trade-off between providing certainty to banks and flexibility to the 

Committee. To be effective, FLP funding needed to be of a similar duration to the wholesale 

funding on which banks usually rely for long-term funding. A total two year drawdown window 

was chosen to minimise the risk of a refinancing ‘cliff’ when FLP funding matures. Banks will need 

to refinance their FLP funding using other sources of funding and if many are attempting to do so 

in a short time horizon this can create pressure in funding markets. The maturity of the Reserve 

Bank of Australia’s equivalent Term Funding Facility also needed to be considered as Australian 

and New Zealand banks both source funding from the same wholesale markets. 

The duration and the size of the programme were designed in consultation with banks to ensure 

they could reduce interest rates with confidence that a stable funding source would be available. 

Some banks had expressed a preference for a longer funding duration, such as five years, or a 

longer drawdown window to further reduce the risk of a refinancing cliff. The parameters of the 

programme were chosen to balance these concerns with the need to ensure the programme did 

not run much longer than needed.  Any loss of flexibility to the Committee from the length of the 

programme is partly offset by that the fact FLP is priced at the OCR, which changes in line with 

Committee decisions.  

  

____________ 

46 The programme started on 7 December 2020 and ran until 6 June 2022 for the initial allocations (18 months), and until 6 December 

2022 for the additional allocations (an extra six months). The term for the lending is three years. The size of the programme was 4% 

of eligible participant’s loans plus 2% for the additional allocation (Reserve Bank of New Zealand, 2020a). 
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There were also trade-offs around the design of the FLP’s additional allocation, which incentivised 

credit growth of eligible loans.47 Placing restrictions on eligible loans – for example, to exclude 

mortgage lending given emerging signs of unsustainable house prices – would reduce the 

effectiveness of the programme and could be seen as ‘channelling credit’ to certain parts of the 

economy, which is not the goal of monetary policy. In addition, there is some evidence that 

attempting to target incentives to particular sectors is ineffective at influencing lending in those 

sectors, as ultimately money is fungible.48  

In aggregate, banks used around two thirds of the available initial allocation and by late October 

2022 had used less than half of the additional allocation. The reasons banks did not fully utilise the 

allocation include that some did not have sufficient eligible collateral to pledge in return for the 

funding, or that they preferred not to use the collateral for this purpose. Some banks may have 

chosen to continue to source funding from their traditional sources to ensure that these remained 

open to them on an ongoing basis, noting that FLP is only a temporary facility. 

Some banks chose to draw a link between their FLP funding and specific types of lending. Lending 

to first home buyers, new home builds, and sustainability linked business lending were cited as 

examples of lending provided at lower rates as a result of FLP funding.  

In early 2021, as a negative OCR became operationally feasible, an effective vaccine had been 

developed (though there remained uncertainty about when and to what extent it could be rolled 

out in New Zealand). This changed the global economic outlook as a pathway out of pandemic 

restrictions became visible. The arguments for additional monetary stimulus became more 

balanced and the Committee ultimately decided not to cut the OCR below 0.25%. 

2.3. 2021 to October 2022: Above Target Inflation 

The Economic Context 

The Economic Outlook Improved Significantly Over 2021, Despite Delta  

The domestic economic outlook improved significantly during the first half 2021, as the initial shock 

of the pandemic began to dissipate. Several factors supported the rebound, including reduced 

public health restrictions, significant ongoing monetary and fiscal policy support, and the vaccine 

rollout. Further, the demand for New Zealand exports was strong as trading-partner GDP growth 

recovered – averaging 4.3% during 2021 – due to robust responses from public health, fiscal and 

monetary authorities across the world.  

The virus was effectively eliminated within New Zealand between May 2020 and August 2021, 

except for some small, localised outbreaks (primarily in Auckland). While the virus was not active in 

the community, the Government was able to relax economic and social restrictions, which lifted 

economic activity. Economic activity was robust in the first half of 2021, with quarterly output 

growth averaging nearly 2%. In the second quarter of 2021, annual CPI inflation breached the 

____________ 

47 Eligible loans include gross resident loans and advances to households, non-financial businesses, and non-profit institutions serving 

households. 

48 Havrylchyk (2016). 
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Committee’s target-band – increasing to 3.3% – and unemployment fell back to its pre-pandemic 

rate of 4%.  

The economic outlook continued to improve throughout late 2021, as the global vaccine roll-out 

gained momentum and economic indicators pointed to strong activity levels. A high vaccine 

uptake reduced the likelihood of future restrictions, which improved confidence.  

However, the near-term outlook for global growth weakened in late 2021, due to the spread of the 

Delta variant of the COVID-19 virus, fuel shortages, and rising risks to the Chinese economy. When 

the Delta variant was detected in New Zealand in August 2021, the Government reintroduced 

stringent economic and social restrictions across the country. After two weeks, stringent restrictions 

were removed across much of the country, but remained in place in Auckland, Waikato and 

Northland until November/December, with an Auckland border in place until mid-December.   

‘…the near-term outlook for global growth has weakened somewhat due to the 

spread of the Delta variant, fuel shortages, and rising risks to the Chinese economy. 

Considerable uncertainty exists regarding the longer-run economic impacts of COVID-

19. Global inflation has increased due to ongoing supply bottlenecks, resulting in 

higher costs. These supply disruptions and labour shortages are affecting productive 

capacity…’ October 2021 MPR 

The economy proved relatively resilient to the restrictions imposed in late 2021. During the third 

quarter of 2021, while restrictions were back in place, GDP declined by 3.6%. This decline was 

notably smaller than the GDP fall during the previous period of restrictions in early 2020 (negative 

10% in 2020Q2), reflecting a shorter time in lockdown, increased adaptability of the economy, and 

a greater degree of flexibility in restrictions that were applied.  

Ongoing fiscal support aided demand. The Government reintroduced the wage subsidy scheme 

when heavy restrictions were imposed in late 2021, providing significant support for business and 

household incomes while economic activity was low.  

As Figure 26 shows, household savings increased significantly during the pandemic period, due to 

significant fiscal support and reduced discretionary spending while restrictions were in place. 

Business incomes dropped slightly during early 2020, although government support largely filled 

the temporary drop in operating income (Figure 27). 
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Figure 26 - Savings rate and accumulated household savings 

 

Source: Stats NZ.  

Figure 27 - Business income 

 

Source: Stats NZ, RBNZ estimates. 

Despite these tailwinds to growth, inflation and employment, uncertainty over the economic 

outlook remained pervasive. During 2021, the global vaccine programme was still at a very early 

stage and there were concerns over the likelihood and impacts of new strains of the virus. It was 

also unclear how efficiently the economy could reallocate resources away from the most heavily 

affected sectors, particularly with the expiry of the wage subsidy and the continued absence of 

international tourists.  
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House Price Growth Peaked…   

House prices grew rapidly throughout 2021, with annual house price inflation reaching 30% in mid-

to-late 2021 (Figure 28). Reserve Bank analysis suggested that house prices were above their 

‘sustainable level’ – that is, the level consistent with market fundamentals (Box B).49 Household net 

wealth increased in line with rising house prices (Figure 13), supporting strong demand in the 

economy via a wealth effect. Lending growth accelerated sharply in 2021, following below average 

growth during 2020 (Figure 29). However, as mortgage rates increased, quarterly house price 

growth began to slow, before turning negative from November 2021.  

Figure 28 - House prices 

 

Source: REINZ.  

Figure 29 - Annual change in lending by sector 

Source: RBNZ.  

 

____________ 

49 See Brunton (2021) and Orr (2021). 
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Box B – House Prices in New Zealand: Actual vs ‘Sustainable’ 

House prices in New Zealand experienced exceptional levels of growth over 2020 and 

2021. This led to concerns of a build-up of risk in the housing market, and that house 

prices were deviating from market ‘fundamentals’. As discussed above, a ministerial 

amendment to the Remit in 2021 required the Committee to assess the impact of 

monetary policy decisions on the Government’s objective of supporting more sustainable 

house prices.  

Housing costs are an important social issue for many New Zealanders. Monetary policy 

can affect cyclical aspects of the housing market. However, the structural drivers of the 

housing market that determine long-term trends are not materially influenced by 

monetary policy. A sustainable house price is one that aligns with the outlook of market 

conditions over the medium term. This is largely influenced by structural factors, although 

monetary policy can influence some of the medium-term conditions.  

Importantly, ‘sustainable’ house prices are not the same as ‘affordable’ house prices. 

House prices can align with market fundamentals, but still create undesirable social 

outcomes. For example, restricted land supply can cause prolonged upward pressure on 

house prices as demand for housing increases. This can lead to high house prices that are 

‘sustainable’ given land restrictions, while remaining unaffordable to many.  

Actual house prices – which can be driven by other factors such as sentiment and housing 

market narratives – can deviate from this sustainable level. Such deviations cannot be 

sustained indefinitely, and over time prices realign with market fundamentals. However, 

when actual house prices are significantly above their ‘sustainable’ level, this realignment 

can be disorderly and pose risks to the financial system and broader economy.  

In practice, identifying the sustainable level of house prices is difficult. There are a number 

of dimensions around the housing market to consider: renting versus buying, investing in 

property or an alternative asset, and the role of supply and demand for shelter. The 

Reserve Bank uses a suite of indicators based on different aspects of the housing market 

and uses this to make judgements around how sustainable the current level of house 

prices are. 
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Figure 30 - Median house prices and estimate of the sustainable house prices 

 

Source: From Conway (2022). Based on REINZ and Brunton (2021). 

Note: Data is until May 2022. 

…While Inflationary Pressures Increased Over 2021 and into 2022 

Inflationary pressures continued to strengthen. By the end of 2021, headline inflation was 5.9% – 

significantly above the Committee’s target – and the unemployment rate had fallen to 3.2%. Short-

run inflation expectations were elevated (above 3%), although medium- to long-run inflation 

expectations remained relatively anchored to the target midpoint (Figure 55). All of the Reserve 

Bank’s measures of core inflation were above the target range by the end of 2021 (Figure 8). 

All inflation measures increased further through 2022, with annual headline inflation hitting 7.3% in 

June 2022 before declining slightly to 7.2% in September 2022.  

In part, inflation has been driven by unanticipated global supply shocks beyond the control of the 

Reserve Bank. Russia’s invasion of Ukraine put strong upward pressure on key food and energy 

prices through its direct impact on production and the imposition of associated economic 

sanctions. In addition, ongoing COVID-19 lockdowns in China created bottlenecks in some supply 

chains, increasing shipping delays and elevating freight costs.  

Through the first half of 2022, the NZD exchange rate vis-à-vis the USD depreciated significantly 

as a result of interest rate increases by other central banks, and a deterioration in the global 

economic outlook. A lower New Zealand dollar is expected to further increase inflationary 

pressures by increasing the cost of imported goods.  

Price increases have been widespread and persistent and cannot be explained by temporary or 

international factors alone. By mid-2022, both tradables and non-tradables inflation were above 

6%, reflecting a combination of global and domestic drivers (Figure 5).  
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Both global and domestic restrictions created short-term economic disruptions that caused cost 

pressures and supply-side production constraints. At the same time, aggregate demand remained 

strong, buoyed by fiscal support, low interest rates, strong construction activity, and high demand 

for New Zealand’s exports. These factors boosted demand for New Zealand goods and services at 

a time of disrupted and limited supply. This combination of circumstances accentuated inflationary 

pressures. 

The Monetary Policy Response 

The Committee Recognised the Risk of Persistent Inflation in Early 2021….  

In early 2021, it was unclear whether emerging inflationary pressures would prove to be persistent 

or transitory. However, until mid-2021, measures of core inflation and inflation expectations 

suggested that emerging inflationary pressures were not widespread.  

The extent to which inflation would linger was a key judgement in monetary policy formation – as 

outlined in Section 2 above, the Remit directs the Committee to “discount events that have only 

transitory effects on inflation”. In February and May 2021, the Reserve Bank forecasted that inflation 

would increase to around 2.5% in mid-2021, before falling back below 2% in 2023. However, in 

May 2021, the Committee began reporting of the risk of price changes leading to persistent 

inflation. This was earlier than, or in line with, most external assessments.50 

‘The current pressure on supply chains is assumed to result in a temporary change in 

prices that at least partially reverses as conditions normalise. However, there is some 

risk that the change in prices is more persistent and leads to ongoing inflationary 

pressure.’ May 2021 MPS 

An OCR projection was reintroduced in the May 2021 MPS, replacing the combination of the 

unconstrained OCR and forward guidance that had been in place between May 2020 and 

February 2021. The timing naturally fell at the end of the Committee’s 12-month period of having 

the OCR on hold at 0.25%. A negative OCR also became operationally possible at this time. 

In the restored outlook, the Committee projected the OCR would remain at 0.25% until mid-2022, 

before slowly increasing and returning closer to the neutral OCR estimated at the time at around 

2% by 2024 (Figure 31). This was the first indication from the Committee since the beginning of the 

pandemic of a monetary policy tightening in response to emerging inflationary pressures. 

However, consistent with the ‘least regrets’ framework, the OCR was kept on hold at this time to 

avoid the risks of tightening too soon.  

____________ 

50 The Treasury published a report in May 2021 cautioning that global inflation may be more persistent than central banks expected. In 

June 2021, ANZ signalled that inflation pressures had shifted beyond traditional definitions of 'transitory' and appeared to be more 

persistent. Similar assessments were made by ASB and Westpac in August 2021 that inflation was likely to be more persistent. In April 

2022, following a further spate of lockdowns in China and Russia’s invasion of Ukraine, the IMF reassessed the global economic 

prospects, after which it revised headline inflation higher and forecasted inflation to persist at elevated levels for longer. 
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Figure 31 - Reserve Bank OCR projection, 2021-August 2022 

 

Source: RBNZ estimates. 

…and Slowed Weekly LSAP Purchases to a Stop in July 2021 

The weekly LSAP purchase rate was gradually reduced from $1.35 billion (August 2020) to $200 

million (July 2021), partly in response to changing market conditions (Figure 32). Market feedback 

and internal monitoring suggested LSAP purchases were creating a scarcity in certain securities. 

This was reflected in increased usage of the Reserve Bank’s Bond Lending Facility through which 

market participants could borrow particular bonds that they were unable to source in the market.  

During this period, the Committee kept the maximum size limit of the LSAP programme at $100 

billion. The Committee emphasised that weekly changes in LSAP purchases did not represent a 

change in the stance of monetary policy. This process of gradual weekly purchase reductions 

without an explicit change to the overall size limit of the LSAP programme allowed the purchase 

rate to be reduced without an adverse market reaction; there was no ‘Taper Tantrum,’ as 

previously experienced in the United States, following an earlier withdrawal of the Federal Reserve 

from an asset purchase programme in 2013. 

With slowing weekly bond purchases and reductions in the Government’s borrowing programme 

in 2021, it became evident that the Reserve Bank would not need to purchase bonds up to the 

$100 billion limit on the LSAP portfolio. As the upper limit of purchases indemnified by the Crown 

was 60% of bonds on issue, the upper limit on the LSAP portfolio’s size was effectively determined 

by the size of the Government’s borrowing programme. The Committee emphasised that $100 

billion was a limit, not a target, for the LSAP programme, and did not provide guidance on the 

expected final size of the LSAP programme. 

By mid-2021, uncertainty remained around whether and how observed inflationary pressures 

would play out over the medium term, given offsetting factors like modest wage growth and well-

anchored inflation expectations. However, with increasing domestic capacity pressures and 

growing labour shortages, the Committee agreed that the level of monetary stimulus should be 

reduced to minimise the risk of failing to meet their objectives.  
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By this time, it was becoming less clear that the ongoing use of AMP tools was appropriate and 

necessary, particularly for LSAPs that posed financial risk to the Crown. In July 2021, the Committee 

halted additional bond purchases under the LSAP programme, with peak-level bond holdings at 

just under $55 billion in April 2021 (Table 5). At this stage, markets began pricing in higher interest 

rates, as the end of LSAP purchases was seen as a precursor to increasing the OCR (Figure 22).51 

Figure 32 - Weekly LSAP purchases 

Source: RBNZ. 

Note: RBNZ holding of government debt also includes bonds held for activities other than the LSAP programme, 

although LSAP purchases are the main contributor to this. The RBNZ holding of government debt share is calculated 

using Statistical table D30 and includes nominal bonds and inflation-indexed bonds. 

Table 5 - Total bond purchases under LSAP 

 Purchases 

to March 

2020 

Purchases 

to April 

2020 

Purchases 

to June 

2020 

Purchases to 

December 

2020 

Purchases 

to June 

2021 

NZ Govt. Nominal Bonds $1bn   $7.6bn   $17.3bn   $40.4bn   $50.7bn  

NZ Govt. Inflation-

Linked Bonds 

$-     $-     $0.5bn   $2bn   $2.2bn  

LGFA Bonds $-     $0.4bn   $0.9bn   $1.7bn   $1.8bn  

Total $1bn   $8bn   $18.6bn   $44bn   $54.6bn  

____________ 

51  In July 2021, market pricing for the one-year ahead OCR was 0.3%. By December 2021, this had increased to 1.55 percent. By June 

2022, market pricing for the one-year ahead OCR had increased to nearly 4%.   
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The Committee Began Increasing the OCR from Late 2021…  

From July 2021, the OCR became the primary tool for calibrating the desired level of monetary 

policy stimulus in the economy. The Committee considered increasing the OCR in August 2021 in 

light of above-target inflation (at 3.3% in the June 2021 quarter) and employment at or above its 

maximum sustainable level. However, the night before the release of the August MPS, New 

Zealand moved into Level 4 lockdown restrictions, which was the most stringent setting in the 

COVID-19 Alert System.  

With the increase in Alert Level, and the associated uncertainty about the duration and economic 

impact of the restrictions, the Committee decided to hold the OCR at 0.25%. However, there was a 

strong signal in the tone and messaging of the August MPS that an increase in the OCR was 

forthcoming, and would have occurred had the country not been placed into Level 4. This led to 

increases in wholesale interest rates and a tightening in financial conditions, similar to what would 

have likely occurred had the OCR been increased at the August meeting.  

In October 2021, the Committee lifted the OCR for the first time since the pandemic began – 

increasing it from 0.25% to 0.50%. In November, the Committee increased the OCR by another 

0.25% to 0.75% and signalled a significantly tighter outlook for monetary policy. For the first time 

since the pandemic, the projected peak of the OCR increased above the estimated neutral level of 

interest rates.  

‘...the Committee assessed risks to their price stability and maximum sustainable 

employment objectives as being broadly balanced over the medium term. The 

Committee judged that considered steps in the OCR were the most appropriate way 

to continue reducing monetary stimulus for now.’ November 2021 MPS 

The Committee increased the OCR and further lifted its forward track over the course of 2022. At 

the time of writing (October 2022), the OCR is at 3.5%, following five consecutive 50 basis point 

increases. As a result, retail interest rates across the economy have tightened considerably. At 

present, mortgage rates are significantly above pre-pandemic levels and around double their 

pandemic lows (Figure 33). While time will tell how these actions to tighten monetary policy will 

impact employment and inflation, the Committee remains resolute in achieving its Remit.  



 

 

      

 

67  In Retrospect: Monetary Policy in New Zealand 2017-22     

Figure 33 - Mortgage rates, 2017-2022 

 

Source: RBNZ Income Statement survey, interest.co.nz.  

…and Began to Sell Back Bonds Purchased Under the LSAP Programme in 2022 

The LSAP programme remained on hold throughout the remainder of 2021, while the Committee 

sought staff advice on how to unwind the portfolio. At a high level, two options were considered: 

 A passive unwind, which would involve allowing bonds to mature without re-investing the 

proceeds. To date, this has been the method of unwinding an asset purchase portfolio 

preferred by other central banks.  

 An accelerated unwind, which, in addition to not re-investing maturities, would involve selling 

bonds back to New Zealand Debt Management (NZDM) or the secondary market before 

maturity. 

In February 2022, the Committee decided to pursue an accelerated unwind of the LSAP portfolio 

by selling New Zealand government bonds (NZGBs) to NZDM at a rate of $5 billion per fiscal year, 

in addition to maturities, in order of the longest maturity bonds first. This option best satisfied the 

Committee’s principles for monetary policy.  

Selling NZGBs back to NZDM, rather than in the secondary market, reduced the chance of the 

Reserve Bank unintentionally impairing market functioning, and ensured that there was only one 

Crown entity (the NZDM) providing a supply of NZGBs to the market.  

NZDM were consulted on the sales approach and any impact on net bond supply was 

incorporated into their issuance guidance. The Reserve Bank and NZDM continue to collaborate 

closely to ensure the efficient functioning of the New Zealand government bond market. 

The annual sales volume of $5 billion was set to have minimal impact on monetary stimulus and to 

avoid market disruption. Selling down the longer-duration bonds first while letting the shorter-

duration bonds mature was the fastest way to reduce Crown interest rate risk and restore the 

Reserve Bank’s balance sheet to create future capacity to employ an LSAP or similar tools in the 

future, if required.  
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To date, the exit from LSAP purchases and the subsequent announcement of the plan to wind 

down the portfolio has been orderly. 

The FLP Remains in Place 

Although the improved economic outlook and inflationary pressures of early 2021 saw the LSAP 

programme begin to unwind, the Committee committed to retaining the FLP as a source of 

funding for banks. The initial allocations for the FLP were available to be drawn down by banks 

until June 2022, and the additional allocations will remain available until December 2022. The 

Committee has considered the FLP a commitment between the Reserve Bank and eligible 

participants, so it has not been possible to end the scheme early without damaging the credibility 

and effectiveness of the scheme, or any similar tools, in the future. 

As the Committee considers the total amount of monetary policy stimulus in its decisions, the 

ongoing use of the FLP has not resulted in a materially lower level of total monetary policy 

stimulus than required. This is because when conventional monetary policy is no longer restricted 

by the ELB, the additional stimulus provided by the FLP will generally be offset by a higher OCR 

track.52 

2.4. Lessons learned 

 Agile Committee decision-making: The Committee’s decision-making processes were 

nimble and responsive during the initial response to the pandemic. Over the space of four 

weeks in early 2020, three monetary policy decisions were made in response to the evolving 

situation. Likewise, Reserve Bank staff worked through operational matters in a systematic and 

considered way, leading to a well-controlled operational risk environment and well-

implemented monetary-policy decisions. 

 AMP tools were effective at restoring functionality to the financial system: The response 

of the Committee and the Reserve Bank to the liquidity crisis that emerged in financial markets 

in early 2020 was highly effective, particularly given the environment of heightened 

uncertainty. The LSAP programme successfully restored functionality to financial markets, and 

the FLP provided additional stimulus and supported confidence in the banking system. 

 Worst-case scenarios were avoided: In the early days of the pandemic, the Committee 

eased monetary policy in the knowledge that there could be some ‘policy regret’ in the future, 

depending on how the economy evolved. The downside risks to the economy were judged to 

outweigh the upside risks. This approach was in line with many peer central banks. In hindsight, 

towards the end of 2020, this approach appeared to be warranted, as worst-case scenarios 

were avoided.  

  

____________ 

52 Reserve Bank forecasts also internalise the effect of the FLP on the economy when projecting the OCR track. 
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 A clear understanding of fiscal policy is critical: The Reserve Bank’s forecasts and decisions 

are conditional on government actions. In 2020, new fiscal policy tools were designed and 

rolled out at pace. Understanding the economic effects of these tools is key for monetary 

policy.  

 Monetary policy could have been tightened earlier in 2021: Monetary policy decisions 

were consistent with the economic data available at the time. However, in hindsight, monetary 

policy could have been tightened earlier in 2021. The Committee could have supported an 

earlier tightening of financial conditions through explicitly endorsing a lower volume of weekly 

asset purchases, or reducing the overall size of the LSAP programme, or halting LSAP earlier. 

Likewise, in hindsight, the Committee could have raised the OCR earlier. The Committee was 

relatively cautious in tightening policy given significant uncertainty around the outlook for 

inflation, employment and growth. This cautious approach was in line with many other central 

banks over this period. Importantly, however, beginning the monetary policy tightening earlier 

in 2021 would not have fully offset the strong inflationary impulse stemming from Russia’s 

invasion of Ukraine or the various climate-related supply shocks. 
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Section 3: Assessing the Conduct of Monetary Policy in 

Retrospect 

The previous section gave a running commentary of monetary policy decisions made in the 

context of data available to decision-makers at the time. This section assesses the conduct of 

monetary policy over the five-year review period as a whole. It begins with an assessment of the 

use of additional monetary policy (AMP) tools throughout the COVID-19 pandemic and then 

assesses the conduct of monetary policy more broadly over the review period. 

3.1. Assessing the Effects of Additional Monetary Policy (AMP)  

The goal of monetary policy did not change over the COVID-19 pandemic: to maintain low and 

stable inflation and support maximum sustainable employment. In broad terms, the transmission 

mechanism of monetary policy – the way in which interest rate changes affect spending and 

investment decisions, and eventually inflation and employment – also remained the same over the 

review period.   

What did change was the set of tools used by the Committee to influence interest rates. With the 

OCR at its ‘effective lower bound’ of 0.25%, the Committee was able to further influence interest 

rates through the purchase of Government bonds from the private sector under large scale asset 

purchases (LSAP). Also, to provide additional monetary policy stimulus and ensure commercial 

bank funding remained available so banks could confidently continue to provide credit to their 

customers, the Funding for Lending Programme (FLP) was deployed in late-2020.  

In addition to providing monetary policy stimulus, the use of LSAPs had additional benefits during 

a time of economic and financial stress. Having the Reserve Bank as a known buyer of government 

debt from the secondary market improved liquidity and stabilised prices. This significantly reduced 

the Government’s funding risk, and reduced the liquidity and operational risk in the government 

debt market.   

A comprehensive review of monetary policy needs to consider the appropriate setting of monetary 

conditions (i.e., the level of interest rates); the appropriate choice of instruments used to influence 

monetary conditions, the additional net benefits of these actions on debt market functioning, and 

changes in Crown balance sheet duration, liquidity, and operational risk management. 

The Financial Market Effects of AMP Tools 

The LSAP programme had two general purposes: to provide additional monetary policy stimulus 

(given the OCR was constrained by the ELB) and to improve financial market functioning during a 

time of extreme stress. These two purposes complemented one another: well-functioning financial 

markets help ensure that monetary policy stimulus is transmitted effectively, while additional 

stimulus supports the economy and reduces financial market stress. The FLP also aimed to provide 

additional monetary stimulus by providing a low-cost funding source that directly and indirectly 

reduced banks’ funding costs. 
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AMP Tools Alleviated Market Dysfunction… 

In times of extreme economic stress and uncertainty, financial markets can experience liquidity 

problems as willing buyers of assets become scarce. By acting as a buyer of government bonds, a 

central bank can provide market liquidity and alleviate market dysfunction.  

In New Zealand, ‘bid-ask’ spreads – the difference between buy and sell prices – on government 

bonds increased markedly in March 2020, indicating increased financial market illiquidity and 

dysfunction (Figure 34). Following the LSAP programme announcement in late-March, these 

spreads normalised, indicating that LSAP was effective in alleviating dysfunction in the New 

Zealand government bond market. The restoration of market functioning at this time may have 

also been supported by similar bond buying programmes internationally.  

Liquidity and confidence were also rapidly restored to New Zealand’s broader debt market. For 

example, investment grade corporate bond yields spiked in March 2020 before declining after the 

initial LSAP announcement (Figure 35). Corporate bond yields declined further when the LSAP 

programme was expanded to include Local Government Funding Authority (LGFA) bonds on 7 

April.  

Corporate debt and equity issuance also recovered quickly, as businesses were able and willing to 

acquire market financing as normality returned to pricing. The restoration of financial market 

functioning was critical to the ability of the New Zealand economy to weather the initial period of 

the COVID-19 pandemic.  

Figure 34 - Bid-ask spreads in 2020  

Source: Bloomberg, Reserve Bank estimates. 
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Figure 35 - Bond yields 

 

Source: S&P/NZX bond indices, Bloomberg. 

…and Delivered Additional Monetary Stimulus 

LSAPs 

Following decades of use across many countries, the OCR is a well-understood instrument of 

monetary policy. In contrast, the use of LSAPs to influence interest rates is a relatively new 

development internationally, and was new to New Zealand over the COVID-19 pandemic. This 

entailed new measurement and operational challenges for the Reserve Bank to assess the scale of 

LSAP purchases necessary to achieve the appropriate level of monetary stimulus, and to 

communicate the intentions of the Committee.  

The commencement of the LSAP programme led to lower-than-otherwise interest rates, as desired 

by the Committee. Having the Reserve Bank actively purchase government debt in the market 

increased the price of these debt instruments and, so lowered their yield. This transmitted through 

financial markets as the yield on government bonds is the base (near risk-free) benchmark for 

retail interest rate pricing.  

‘Announcement-day effects’ give an indication of the impact of the LSAP programme on monetary 

conditions. On the day the LSAP programme was announced, 10-year government bond yields fell 

52 basis points (Table 6). The subsequent extensions to the programme saw a further 15 basis 

points decline, for a total effect of 67 basis points. This result is broadly consistent with the 

international experience (Box C). 
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Table 6 - Summary of LSAP announcement day changes in 10-Year Government Bond Yields and 

NZD TWI 

Date Announcement 

Change in 10-year 

Government yields by 

end of day 

Change in NZD TWI by 

end of day 

23 March $30bn - 52 basis points - 0.6% 

13 May $33bn to $60bn - 11 basis points - 1.3% 

12 August $60bn to $100bn - 4 basis points - 0.6% 

Cumulative  -67 basis points - 2.5% 

 

Announcement-day effects are only a partial measure of the total impact of the LSAP programme 

on government bond yields. First, market expectations of future bond purchases under LSAP mean 

that government bond yields were lower than otherwise, in anticipation of future purchases. 

Second, the LSAP programme influenced monetary conditions via the level of the New Zealand 

dollar exchange rate. At the beginning of the LSAP programme in early 2020, the New Zealand 

debt market experienced a sharp reduction in non-resident holdings of government bonds (Figure 

36). As non-residents sold out of bonds and converted their NZD holdings into foreign currency, 

the exchange rate depreciated. In fact, the NZD TWI fell by a cumulative 2.5% on LSAP 

announcement days (Table 6).53  

Figure 36 - Share of total government bonds held by non-residents 

 

Source: RBNZ. 

____________ 

53 See Bernhard & Leong (2022). The authors use three approaches to estimating the impact of AMP tools. The first approach extracts 

unobserved factors from asset price changes in narrow windows around the Reserve Bank’s monetary policy announcements using 

two factors. The second approach is an extension of the first and adds a third factor to derive the change generated by the policy 

announcement. The third approach identifies monetary policy shocks by comparing event and non-event days with a cross-sectional 

approach, to exploit the typical `sensitivity' of each part of the yield curve to monetary policy shocks. 
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The Funding for Lending Programme (FLP) 

In late 2020, the FLP was initiated to provide monetary stimulus by directly reducing the risks and 

associated costs of funding for commercial banks.  

As outlined above, the FLP makes up only a small proportion of total commercial bank funding. 

However, as a stable source of funding priced at the OCR, the FLP acted to reduce market interest 

rates on other sources of bank funding, such as term deposits and bonds (Figure 37). Mortgage 

interest rates also declined, as lower funding costs were passed onto borrowers.  

Mortgage interest rates declined following the FLP announcement, despite an increase in the cost 

of other bank funding channels (Figure 38). Between late 2020 and early 2021, the spread between 

mortgage rates and swap rates fell by around 50 basis points for the one-year and two-year 

terms. Subsequently, net interest margins on bank lending have remained around their historical 

level, consistent with ongoing pass-through of lower funding costs to lenders due to the FLP.54  

More formal empirical work estimates that the FLP caused six-month term-deposit rates to decline 

by 15 basis points and mortgage rates to fall by a similar amount – appropriately adding to 

monetary policy stimulus.55 

The FLP was also important for its effect on confidence. While conditions in global funding markets 

had improved significantly by late 2020, there was still enormous uncertainty associated with the 

pandemic, which meant wholesale funding markets remained fragile. Providing banks with a low-

cost and virtually guaranteed (subject to collateral requirements) form of funding meant they 

could continue to lend and otherwise support customers throughout this highly uncertain time. 

Figure 37 - Interest rates and the cost of funds 

Source: RBNZ, interest.co.nz. 

____________ 

54 See Table 3.1 of the May 2022 Financial Stability Report. 

55 See Nolan and Tong (2022). 
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Figure 38 - Mortgage and swap rates 

 Source: RBNZ, interest.co.nz, RBNZ estimates. 

The OCR-Equivalent Impact of AMP Tools 

Using multiple tools – the OCR and AMP tools – to implement monetary policy creates a challenge 

in communicating the overall stance of monetary policy. This challenge was recognised by many 

central banks globally during the recession following the Global Financial Crisis more than a 

decade earlier.  

One method of combining the various monetary policy tools together into an ‘OCR-equivalent’ 

indicator of monetary stance is to calculate an ‘unconstrained OCR’. The unconstrained OCR is an 

estimate of the level at which the OCR would need to be set to deliver the equivalent stimulus of 

all monetary policy tools combined. The Reserve Bank uses a suite of indicator models to inform 

their view of the unconstrained OCR. 56 Estimates from these models suggest that AMP tools 

added significant additional monetary stimulus, as intended by the Committee (Figure 39).57  

 

The Reserve Bank’s preferred measure of the unconstrained OCR is constructed by producing 

OCR-equivalent estimates of the expected impacts of unconventional monetary policy tools and 

subtracting these from the actual level of the OCR. The resulting estimates are broadly consistent 

with the (preferred) mortgage rate indicator (Figure 39). According to this approximation, at their 

peak influence, the OCR-equivalent stimulus stemming from the use of AMP tools was around 90 

basis points (Figure 40).  

____________ 

56 Some of these models estimate shadow short rates. Shadow short rates feature in a number of academic studies and, in some form, 

have also been used by other central banks around the world. There are different approaches for estimating shadow short rates (or 

unconstrained policy rates). These include shadow rates estimated from term structure modelling approaches (see Krippner (2013) 

and Wu & Xia (2016)) to purely statistical approaches (see Choi & Doh (2016) and Lombardi & Zhu (2018)). 

57 The shadow short rates (SSR1 and SSR2) are OCRs that are consistent with long-term interest rates, given historical relationships. 

Similarly, the mortgage rate regression shows the OCR that would typically be consistent with prevailing mortgage rates, given the 

historical relationship. The principal component measure takes the average of 3-year, 4-year, 5-year mortgage rates and the 5-year 

and 10-year government bond yields, and project the hypothetical OCR that would typically be consistent with this average based 

on historical relationships. 
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Figure 39 - Suite of indicator models 

 Source: RBNZ estimates. 

Figure 40 - The OCR and unconstrained OCR (May 2022 MPS) 

 
Source: RBNZ estimates. 
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The Macroeconomic Effects of AMP Tools  

The unconstrained OCR implies that AMP tools had a peak impact on interest rates equivalent to a 

cut in the OCR of around 90 basis points. Simulating the effects of a 90 basis point cut in the 

Reserve Bank’s core macroeconomic model gives an approximate indication of the 

macroeconomic impacts of AMP tools.  

Within this model, with all else equal, the peak impact of a 90 basis point cut in the OCR would: 

increase the output gap by around 0.6 percentage points, increase annual CPI inflation by around 

0.5 percentage points; and reduce the unemployment rate by around 0.3 percentage points. 

Importantly, these estimated macroeconomic impacts are peak point estimates only and do not 

capture the significant cumulative effects of AMP tools over time.  

In addition, this modelling exercise was done on the basis of a normal ‘steady state’ starting point. 

In contrast, as AMP tools were being deployed, the global economy and financial markets were far 

from a normal ‘steady state’. Instead, the outlook for economic activity was extremely negative in 

early 2020, and financial markets were experiencing stress, illiquidity, and heightened volatility. 

Similarly, the severe dysfunction being experienced in financial markets when AMP tools were 

deployed could have led to higher-than-otherwise interest rates and further depressed economic 

activity. However, the deployment of the LSAP and FLP both helped to ease monetary conditions 

and restore confidence to local financial market participants, commercial businesses and the 

government. However, it is unlikely that the positive impacts of restoring financial market function 

on the real economy are fully reflected in the above estimates. 

More generally, lower interest rates also likely contributed to higher aggregate spending, 

investment, employment, profits, and tax revenue in the economy. Unemployment, business 

failures, welfare expenditure and long-term economic scarring were all lower than otherwise. 

Finally, a full analysis of the real economy impacts of AMP tools should also capture the potential 

for these tools to negatively impact resource allocation in the economy. International research on 

the real impacts of AMP tools points to the potential for these tools to distort asset allocation by 

preventing creative destruction.58 However, in the case of LSAP, this effect is likely to be limited, 

particularly compared to economies in which central banks have intervened to buy a broader 

range of assets, including equities.  

The Effects of AMP Tools on the Crown Balance Sheet 

The analysis in this section thus far has highlighted the benefits of AMP tools in alleviating financial 

market dysfunction, lowering interest rates, and providing economic stimulus during a time of 

extreme uncertainty. It is also important to understand any additional effects AMP tools had on the 

balance sheet risk faced by the Crown, given that LSAPs use Crown financial resources and change 

the nature of risks in the Crown balance sheet.  

____________ 

58 See Favara, Minoiu, & Ander Perez-Orive (2021), Banerjee & Hofmann (2020) and Acharya et al. (2019). 
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By helping to restore financial market confidence and promoting economic activity, AMP tools 

reduced the operational and liquidity risk on the Crown balance sheet. This is often overlooked, 

given that worst-case scenarios were avoided.  

The LSAP Programme Shortened the Duration of Crown Funding 

The LSAP programme also altered the duration risk, or exposure to future interest rate changes, in 

the consolidated Crown balance sheet by replacing fixed-rate funding with floating rate funding. 

When the Reserve Bank purchased government bonds under the programme, it did so by creating 

new settlement cash (Figure 41). There is currently little evidence suggesting that this increase in 

settlement cash has, in itself, contributed to inflationary pressures. Rather the LSAP programme 

largely contributed to inflation through lower interest rates (Box D). 

The goal of the LSAP programme was to lower government bond yields and interest rates more 

broadly in the New Zealand economy to ease financial conditions and achieve the Committee’s 

Remit. If successful, this would increase spending and investment in the economy and thereby 

raise expectations of future interest rates. This would generate a ‘mark-to-market’ loss attributable 

to the LSAP portfolio on the Crown account. This highlights the fact that the Committee did not 

deploy LSAP with a profit motive. Instead, the objective was to help meet the Reserve Bank’s 

monetary policy and financial stability goals.  

When most LSAP purchases were undertaken, market expectations were for interest rates to 

remain low for a long time. Because interest rate expectations have subsequently risen, the 

portfolio of bonds purchased through the LSAP programme carries a mark-to-market negative 

valuation of around $9.5 billion as at 30 September, the bulk of which is unrealised.  

The marked-to-market valuations is the expected future difference between the market yield that 

the Crown would have paid on the bonds and the OCR that the Crown instead pays via the 

Reserve Bank’s settlement cash liabilities.59 This amount is captured by the value of the LSAP 

indemnity (Figure 42). There has also been a smaller realised loss of $190m through the 

programme.60    

____________ 

59 This figure also includes the impact of changes in the term premium, which affect the value of the bonds and would be realised if the 

Reserve Bank sold its bond holdings. 

60 This does not include any losses that have not yet been settled between The Treasury and the RBNZ, which are included in the 

indemnity value reported by the RBNZ. 
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Figure 41 - Stylised depiction of how the LSAP programme affects Crown funding 

Note: CSA is the Crown Settlement Account. ‘Settlement institutions’ balances’ recorded in the Statistical 

table R3 – the Reserve Bank’s analytical accounts – reflects settlement cash held by non-Crown institutions. 
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Figure 42 - Value of the LSAPs indemnity on the Reserve Bank’s balance sheet 

Source: RBNZ. 

The Broader Fiscal Impacts of AMP Tools 

As outlined above, the impact of the LSAP programme on the Crown balance sheet depends on a 

range of factors, including the Crown’s funding costs and the impact of LSAP on economic activity 

(and hence government revenue and spending).61 These factors are much broader than the 

impacts captured in the value of the LSAP indemnity.  

Other contextual issues are also important when reviewing the size and duration of LSAP. The 

LSAP programme was undertaken during a period of rising government debt, as the Government 

looked to shoulder much of the initial economic cost of the pandemic.  

The Government issued $67 billion of debt during the LSAP period, with an average time-to-

maturity of 8.5 years. This pace of government debt issuance influenced the pace of LSAP 

purchases.  

In addition, the funding raised through the government debt issuance was not immediately spent. 

This increased the Crown’s settlement account at the Reserve Bank, which is remunerated at the 

OCR.  As a result, the LSAP programme had to both override the upward pressure on government 

bond yields from the increase in issuance, and to lower interest rates to meet the monetary policy 

goals (Figure 43). The full interest rate offset effect of the LSAP is thus not captured by the 

narrower mark-to-market valuation.  

____________ 

61  See Box D in Busetto et al. (2022) for a description of the impact of the Bank of England’s QE programme on public accounts. The 

authors note that narrow accounting definitions of financial gains or losses on bond holdings do not reflect the total impact of the 

Bank of England’s QE programmes on public sector accounts. In particular, they similarly point to the effects from lower government 

financing costs and economic activity on government tax and spending. 
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Figure 43 - Indicative share of consolidated Treasury/RBNZ funding with less than 1-year repricing 

(%)62 

 
Source: Bloomberg, NZDM, RBNZ, RBNZ estimates. 

Note: See footnote. 

By lowering interest rates, the LSAP programme also enabled the Government to issue bonds at 

lower interest rates during a period of heightened market uncertainty and dysfunction.63 The 

financial impact of this effect is significant given the large debt issuance during the LSAP period.64  

This aspect of the fiscal benefit of LSAP can be approximated by taking the impact of the LSAP 

programme on government bond yields and applying it to each NZGB issued, accounting for the 

issuance date and the term of the bond (Figure 44).65 This provides an estimate of cumulative 

interest savings resulting from lower bond yields.  

This broad estimate suggests an estimated saving on government bond issuance of between $2.2 

billion (using a peak yield curve impact of 50 basis points) and $4.5 billion (using a peak impact of 

100 basis points). The central estimate (using a peak impact of 75 basis points) suggests an 

estimated saving of $3.3 billion. These estimates also do not account for the savings on borrowing 

costs due to the restoration of bond market functioning.  

____________ 

62 This chart relies on various technical assumptions and is only indicative. It includes only New Zealand government securities and 

settlement account balances. This does not include Kainga Ora bonds. ‘Other factors’ includes all other factors, including debt 

issuance and maturity, the passage of time, changes in market values and other influences on settlement cash. This includes the 

impact of Reserve Bank liquidity management operations, the FLP, the Term Lending Facility and LGFA bond purchases, which 

affect settlement cash but are matched by corresponding changes in assets. The contribution of these factors is -0.8 percentage 

points. The LSAP bar excludes LGFA bond purchases. ‘Change in CSA’ is the change in the Crown Settlement Account (CSA) 

between February 2020 and July 2021, and is assumed to reflect a higher-than-otherwise value of >1 year bonds outstanding. 

63 The Government has a range of exposures to interest rates aside from NZGB issuance costs. However, this section focuses on 

savings on NZGBs issued through COVID-19. 

64 In the case of the United States, research from the Federal Reserve found that, even when ignoring employment and inflation effects 

from their LSAP programme, the net fiscal benefit to the Federal government remained marginally positive in large part due to the 

benefits from reduced government borrowing costs. See Clouse et al (2013). 

65 This time profile is based on the time profile of our estimate of the OCR-equivalent impact of all AMP instruments, as shown in 

Figure 40. As it is difficult to separate the OCR-equivalent impact over time of LSAPs alone, this time profile will be affected by the 

other AMP instruments. The yield curve impact is also assumed to be constant across bond terms. 
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Figure 44 - Estimate of how AMP influenced interest rates over time 

 

 Source: Reserve Bank estimates. 

Higher real economic activity from the LSAP programme would also lift consumption, employment 

and incomes – all of which contribute to higher Government tax revenue and/or lower welfare 

spending.  

As noted earlier, the use of AMP tools is estimated to have increased inflation through lower 

interest rates. To the extent that it takes time for nominal expenditures to adjust for inflation, it is 

likely that the portion of inflation arising from the LSAP programme provided short-term support 

to the fiscal position. An increase in the price level can also reduce the real value of the 

Government's stock of debt, and make the nominal value of outstanding debt smaller relative to 

the government’s revenue or the economy’s GDP. 

Overall Fiscal Effects of the LSAP Programme 

The LSAP programme generated fiscal costs as interest rates rose. However, in terms of the 

Crown’s finances, these direct mark-to-market losses have been offset by: reduced borrowing 

costs and the fiscal impacts of higher nominal and real economic activity than otherwise (Table 7). 

The mark-to-market fiscal position of the LSAP would only be positive now if the programme had 

failed to sufficiently support economic activity.  

The overall impact of the LSAP programme on ex-ante Crown financial risk depends on (a) the 

interest-rate sensitivity of Crown funding, and (b) the counterfactual duration of Crown funding 

without the LSAP programme.  

In practice, the appropriate funding mix for the Crown is complex and incorporates a much wider 

set of objectives than simply reducing the volatility in the Crown’s net income. Other objectives 

include minimising funding costs, diversifying the investor base for New Zealand Government 

Securities, and supporting the development and functioning of financial markets.66  

____________ 

66 See the New Zealand Debt Management (2022) for a summary of the funding strategy for Government debt. 
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Note that many of the Crown balance sheet funding effects result in a transfer of wealth between 

people. For example, higher taxes and lower government spending now can mean lower 

government debt and taxes or higher spending in future. Determining how, and whether, these 

transfers translate into economic costs or benefits depends on many complex assumptions that are 

beyond the scope of this Review. 

Table 7 - The effects of monetary stimulus delivered via AMP tools (LSAP and FLP)  

 Financial markets Real economy Fiscal 

Impact can be 

measured 

Lowers interest rates 

(LSAP & FLP) 

 Shortens Crown balance 

sheet duration 

Generates marked-to-

market losses given a 

higher OCR 

Reduces debt servicing 

costs via lower govt. 

bond yields  

Impact can be 

estimated 

 Increases output and 

inflation. Reduces 

unemployment.  

Increases govt. tax take 

and reduces welfare 

expenditure 

Impact  is difficult to 

quantify 

Corrects financial 

market dysfunction 

(LSAP) 

May distort resource 

allocation 

Reduces govt. real debt 

(via higher inflation) 
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Box C – International Evidence of the Impact of AMP on Interest Rates 

Research on the use of asset purchase programmes in other advanced economies 

suggests that asset purchases equivalent to 10% of GDP reduces government bond yields 

by around 50 basis points on average, with a range between 20 and 130 basis points 

depending on the study and economy.67 Another study has found that, based on a set of 

37 studies, the effect of asset purchases on government and corporate bond yields ranged 

from slightly positive to reductions of more than 100 basis points.68 

The New Zealand experience with LSAP is consistent with these estimates of the impacts of 

asset purchases programmes on government bond yields. The initial purchase limit of the 

LSAP programme was around 9% of GDP. By June 2021, the total value of bonds 

purchased was around 15% of GDP, while the value of the total limit on LSAP purchases 

was around 30% of GDP.69 The changes in 10-year government bond yields on LSAP 

announcement days translates into a 58 basis point fall in yields per 10% of GDP of bond 

purchases with the initial programme, and a 45 basis point decline per 10% of GDP with the 

total amount purchased.70  

Other studies estimate how much you would need to reduce the policy rate to get the 

same amount of stimulus as an asset purchase programme. There is a wide variation in 

estimates produced through this policy-rate equivalence approach in the international 

literature. For example, one study suggests that providing the same stimulus as a 25 basis 

points cut in the policy rate requires government bond purchases of 1.5% of GDP.71 

However, other studies suggest that bond purchases equivalent of 10% of GDP provide 

stimulus equivalent to a 25 basis points cut in the policy rate. 

The international literature on term lending programmes generally suggests that they are 

effective at raising real economic activity and inflation, by reducing bank funding costs. For 

example, a Bank of England study of its 2012-2014 term lending programme found that the 

scheme was effective at reducing bank-funding spreads, which lifted GDP by up to 0.8 

percentage points and inflation by up to 0.6 percentage points.72 

The RBA implemented a term funding facility during the pandemic with similar design 

features and principles to the FLP. This similarly contributed to a fall in banks' funding costs, 

which has led to lower borrowing costs in Australia.73 

____________ 

67  Gagnon (2016) provides a survey of research on the impacts of QE in the United States, Unitied Kingdom and the euro area. 

68  Bank for International Settlements (2019). 

69  Given the volatility in GDP over this period, the level of bond purchases as a percentage of GDP is quite dependent on the time 

period chosen. 

70  Or around 22 basis points per 10% of GDP of bond purchases announced (as opposed to actually purchased). 

71  See Gagnon and Sack (2018).  

72  See Churm, Joyce, Kapetanios, & Theodoridis (2015). 

73  See Kent (2021). Guttmann, Lawson, & Rickards (2020) also illustrate how AMP tools can provide stimulus to the Australian economy. 
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Box D – Settlement Cash and Inflation 

When the Reserve Bank purchases bonds under the LSAP programme and extends loans 

through the FLP, it credits settlement cash balances that commercial banks hold with the 

Reserve Bank. There is, however, currently little evidence suggesting that a higher 

monetary base has contributed to inflationary pressures.74  

Changes in how central banks implement monetary policy over the 1980s and 1990s have 

meant that the amount of ‘broad money’ – a more accurate representation of the money 

in the economy that is available to households and businesses – is no longer directly 

influenced by the monetary base. 

Prior to these changes, the monetary base acted as a constraint on bank lending. At this 

time, central banks controlled the level of base money and imposed rules around base 

money holdings relative to broad money creation so as to influence bank lending (known 

as ‘reserve requirements’).  

In New Zealand, the Reserve Bank has not used this approach to monetary policy for 

decades. Instead, commercial banks may hold a range of liquid assets to meet their 

liquidity needs. As such, broad money is now largely influenced by bank lending. Because 

changes to the monetary base no longer, by themselves, materially change the incentives 

for bank lending, the monetary base does not directly influence the amount of broad 

money in the economy (Figure 45).  

Figure 45 - Monetary base and broad money 2001-2022, both in NZ$ billion  

Source: RBNZ. 

The volume of commercial bank lending is determined by several factors, including 

customer demand for loans, banks’ appetite for risk, and prudential requirements on 

banks’ assets and funding. While AMP tools have supported bank funding and liquidity 

positions, there is currently little evidence that these are directly impacting lending activity 

over and above their impact on interest rates. 

As AMP tools wind down, the level of settlement cash will decline to a lower level. It is not 

expected that this reduction in settlement cash will have a material impact on the 

economy.  
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3.2. Assessing Monetary Policy Over the Review Period 

This section assesses the broad conduct of monetary policy over the five-year review period as a 

whole.   

Monetary Policy Settings and the Mandate 

Were the monetary policy decisions made by the Governor from 2017 to 2018 and by the 

Committee from 2019 to 2022 consistent with the objectives of price stability and supporting 

maximum sustainable employment (MSE)? Answering this question requires more than simply 

assessing inflation and labour market outcomes relative to target.  

First, monetary policy is forward-looking, given that the real economy and inflation respond to 

changes in policy interest rates with long and variable lags. Because central banks do not have 

perfect foresight, unanticipated events influence how inflation and employment outcomes evolve 

over the medium term. Second, central banks have flexibility around the speed at which they aim 

to return inflation to target, so as to avoid unnecessary instability in the economy, or to discount 

events expected to have only transitory inflationary effects.  

Monetary policy Actions Were Consistent with Inflation Returning to Target in the Medium 

Term… 

Reserve Bank forecasts over the review period show that future inflation was always expected to 

settle within the 1-3% target range (Figure 46). While some forecasts showed a slower return to 

target than others (Figure 47), the Governor and the Committee have, on average, set monetary 

policy such that forecast inflation returned to the target midpoint.  

Figure 46 - Annual CPI inflation projections 

 

Source: Stats NZ, RBNZ estimates. Projections and data as at the August 2022 MPS. 

____________ 

74 This box draws on material from Silk (2022). 
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Figure 47 - Time expected for annual CPI inflation to return to target 

 

Source: RBNZ estimates. 

Note: The forecasts end after 13 quarters. The graph does not display where in the target band inflation already was at 

the beginning of the forecast period. 

…and with Supporting Maximum Sustainable Employment 

Unlike the inflation target, which has a specified numerical range in the Remit, it is more difficult to 

assess whether Reserve Bank’s labour market forecasts were consistent with the objective of 

supporting MSE. As recognised in the Committee’s Remit, MSE is not directly measurable and is 

largely determined by non-monetary factors affecting labour market structure and dynamics.  

The Remit directs the Committee to “consider a broad range of labour market indicators to form a 

view of where employment is relative to its maximum sustainable level”. The Reserve Bank has 

explored 44 indicators of MSE to capture a detailed view of the labour market. These indicators 

capture four interrelated aspects of the labour market: labour supply, labour demand, labour 

market tightness, and wage growth.  

These measures are derived from both formal econometric models using aggregate 

macroeconomic data, and more granular information on various segments of the labour market.75 

To assess how close the labour market is to MSE, the Reserve Bank compares how labour market 

indicators have evolved over time, with reference to the strength of these indicators in December 

2019 when employment was considered to be around its maximum sustainable level (Figure 48).  

____________ 

75 See Culling, Price & Robinson (2019). 
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Figure 48 - MSE indicator suite (May 2022 MPS) 

 

Source: NZIER, Stats NZ, MBIE, ANZ Bank, RBNZ estimates. Based on data available at the May 2022 MPS. 

Note:  The Reserve Bank uses a range of indicators when assessing MSE and regards the December 2019 quarter as a 

period when this selection of indicators pointed to employment being at MSE. However, current outturns should not be 

directly compared to December 2019 quarter as the level of MSE is likely lower. The vertical lines on the left and right-

hand sides represent the lowest and highest data outcomes since 2000. An orange dot to the right of a black dot means 

that the latest data outcome was stronger than in the December 2019 quarter. 

The Reserve Bank defines MSE as the highest level of labour utilisation that can be maintained over 

time without generating an acceleration in inflation. This is akin to the concept of the Non-

Accelerating Inflation Rate of Unemployment (NAIRU) that is well established in the academic 

literature. For this review, it follows that the NAIRU can be considered a theoretical summary of 

MSE in the unemployment space.  

Since 2018, successive MPSs have forecast that unemployment will move towards the level 

consistent with MSE in the medium term (Figure 49). This is in line with the requirement in the 

Remit that monetary policy supports MSE.  



 

 

      

 

90  In Retrospect: Monetary Policy in New Zealand 2017-22     

Figure 49 - Unemployment projections 

 

Source: Stats NZ, RBNZ estimates. 

The Reserve Bank’s Forecasts were Relatively Good Overall…  

To some extent, it is not surprising that Reserve Bank’s  inflation forecasts return to the 2% target 

midpoint, and the unemployment forecasts revert to a level close to the estimates of MSE 

respectively. It is the nature of the Reserve Bank’s forecasting framework that these variables return 

to equilibrium over time (Box A).76  

More interesting is the degree to which these forecasts were credible and reasonable. Because 

monetary policy operates with long and variable lags, the Reserve Bank’s forecasts are a crucial 

input into the Committee’s decision-making.  

Bohm and Sing (2022) have conducted a comprehensive review of the Reserve Bank’s forecasts 

from 2002 to 2021. They found that, for the most part, the Reserve Bank responded reasonably to 

new information. In particular: 

 Reserve Bank forecasts outperform forecasts generated from a naïve statistical model (AR(1) 

model), though this outperformance diminishes at longer forecast horizons.  

 Reserve Bank forecasts for inflation, unemployment, and GDP are statistically unbiased over 

the forecast horizon.  

 For the most part, the Reserve Bank has corrected a historical tendency to underestimate the 

trade-weighted index exchange rate by shifting to the assumption of ’flat forecasts‘.77  

 In general, the Reserve Bank has tended to overestimate short-term interest rates, and to 

underestimate house prices.  

____________ 

76 See also Austin & Reed (2017) and Kamber et al (2016). 

77 See Reid (2016) and Lees (2016). 
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…But May have Misjudged Movements in the Neutral Interest Rate….  

The Reserve Bank’s tendency to over-estimate short-term interest rates may reflect uncertainty in 

calculating the neutral interest rate. As noted above, the neutral interest rate is the rate at which 

monetary policy is neither expansionary nor contractionary. It is determined by inflation 

expectations, and long-run global savings and investment behaviours. The neutral rate is not 

directly observable and estimates are prone to uncertainty and revisions in light of new data.  

If, while easing the OCR, the Governor or the Committee perceived the neutral interest rate to be 

higher than it actually was, then monetary policy settings would likely be less stimulatory than 

intended. While the OCR remained below neutral from 2016, there were times – particularly during 

2017 and 2018 – when ex-post analysis indicates that the neutral OCR was falling further than 

policy-makers believed to be the case at the time. As a result, monetary policy was, in effect, 

somewhat tighter than intended. This may have contributed to the subdued inflation that New 

Zealand experienced through the first half of the review period.  

….and the Impact of Fiscal Policy During the Onset of COVID-19 

Not surprisingly, Bohm and Sing (2022) find that the Reserve Bank’s forecasting performance 

deteriorates during crisis periods, particularly over the COVID-19 pandemic. However, MPS 

forecasts over the pandemic were in the ballpark of forecasts from other agencies.  

For example, Figure 50 shows how Reserve Bank forecasts for unemployment and annual CPI 

inflation for 2021Q4 evolved through time in comparison to forecasts from New Zealand’s major 

commercial banks. As is apparent from the figure, the swift recovery of economic activity from late 

2020 surprised all forecasters. Better-than-expected health outcomes enabled a faster 

normalisation of activity, and international demand for New Zealand’s goods exports was also 

relatively strong.  

Household and business balance sheets were also more resilient than anticipated from 2020. This 

was largely due to the effectiveness of the Government’s wage subsidy scheme. The efficacy of this 

scheme in keeping people attached to the labour market and supporting household incomes was 

underestimated by the Reserve Bank and other forecasters over 2020. This may be because 

historical estimates of fiscal spending multipliers have been small, and in the past, fiscal policy has 

faced long decision and implementation lags.  

In contrast, the fiscal response to COVID-19 was implemented rapidly. As new data emerged, and 

the effectiveness of the wage subsidy became apparent, the unemployment forecasts for late 2021 

were progressively revised downwards.  

Because aggregate demand was expected to be severely constrained during the pandemic, 

inflation forecasts made in 2020 for late-2021 were decidedly weak, and close to the lower end of 

the target band. However, the combination of higher wage pressures in a tightening labour 

market and COVID-related bottlenecks in global supply chains, lifted actual inflation in New 

Zealand, leading to a series of upward revisions to the inflation forecast across all forecasters.  
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Figure 50 - Unemployment and inflation forecasts for 2021Q4 

Unemployment rate  CPI inflation 

  

Note: The shaded area shows the range of the commercial banks forecasts. For each MPS listed on the horizontal axis 

and correspondingly for the commercial banks’ forecasts, the forecast for 2021Q4 is presented. The black bold horizontal 

line is the outturn for 2021Q4. 

In line with the Reserve Bank, the International Monetary Fund (IMF) and the OECD also projected 

higher unemployment and lower inflation for New Zealand during 2020-21. These forecasts were 

also revised progressively as the pandemic continued. 

Even though forecasts for unemployment and overall economic activity improved over the 

pandemic period, considerable uncertainty prevailed about the speed of the global vaccine roll-

out, the efficacy of the vaccines, and the likely impacts of the virus on supply chains and the labour 

market.  

Figure 51 shows that economic uncertainty in New Zealand rose to very high levels during 2020-21, 

and remained above its historical average until almost the end of the review period. Elevated 

uncertainty was a key reason why the Committee persevered with highly stimulatory monetary 

policy. Relatively easy monetary conditions, even as it supported economic activity, contributed to 

higher house prices and stronger inflationary pressures.  
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Figure 51 - The New Zealand economic uncertainty (NEU) index after the Global Financial Crisis 

 

Note: The NEU index is constructed by Sense Partners using text-analytical methods. It measures the percentage of 

articles in the New Zealand media that includes terms related to economic uncertainty. The sample period begins in 

1995. See Sense Partners (2020). 

Judging the Persistence of Inflation in Real Time has been Difficult 

In line with previous PTAs, the Committee’s Remit includes a requirement to set monetary policy 

with a medium-term focus by discounting events that have only transitory effects on inflation.  

Because interest rates take time to influence inflation, monetary policy should not attempt to offset 

temporary inflation shocks, such as the first-round impacts of increases in fuel prices or changes to 

the Goods and Services Tax. Responding to these types of shocks would create unnecessary 

volatility in activity, the exchange rate, and interest rates. 

During the first half of 2021, the Committee considered that inflationary pressures emerging from 

international sources were likely to be transitory. For much of 2021, central banks globally 

struggled to determine whether global inflationary pressures were likely to be transitory or more 

persistent. This assessment was complicated by repeated pandemic-related shocks and the 

repercussions of the war in Ukraine in 2022. Like the Reserve Bank, none of the other main 

forecasters in New Zealand foresaw the strong inflation increases that have occurred since early 

2022.  

As early as May 2021, the Committee began reporting on the risk of relative price changes leading 

to persistent inflation. This was earlier than most other agencies that made similar assessments.78 

However, the Committee only stopped assuming inflationary pressures would be temporary in 

November 2021, and explicitly stated that price pressures were expected to persist in February 

2022. 

____________ 

78 See footnote 50 on page 63. 
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The Committee responded to the risk of persistent inflation pressures by reducing monetary policy 

stimulus sooner than many peer central banks. It agreed to halt additional asset purchases under 

the LSAP programme by 23 July 2021 and raised the OCR by 25 basis points in October 2021. In 

doing so, it became the first Anglosphere country to raise its official policy rate in response to 

elevated inflation pressures (Figure 52).  

Figure 52 - Anglosphere central bank policy rates over the COVID-19 era 

 

Source: RBNZ, Bank of England, Federal Reserve, Reserve Bank of Australia, Bank of Canada. 

Note: The figure presents monthly averages of the policy rates from January 2020 through October 2022. For the United 

States, the upper limit of the target range of the federal funds rate is used. 

Price Stability and Employment Objectives were Not Conflicted Over the Review Period 

Adding the objective of supporting MSE in 2018 formalised the Reserve Bank’s existing strategy of 

stabilising real economic activity in targeting inflation. Recent research has found that, even prior 

to the MSE amendment, monetary policy had responded to changes in both economic activity and 

inflation in a similar way to the Federal Reserve, which has had dual objectives since 1977.79 

In the long term, returning inflation to target is consistent with employment being at its maximum 

sustainable level. It follows that the best contribution monetary policy can make to supporting MSE 

is to set policy such that inflation is low and stable.  

However, in the short to medium term, situations could arise in which monetary policy faces a 

trade-off between maintaining price stability and supporting MSE. For example, inflation could 

increase for reasons that have little to do with the underlying level of demand in the economy, 

such as an increase in global oil prices.  

Such ‘cost-push’ shocks can reduce output and employment while putting upward pressure on 

inflation. If policy-makers respond by tightening monetary policy to reduce inflation, output and 

employment outcomes may suffer even more. Conversely, if inflation was to fall below target 

____________ 

79 See Jacob & Wadsworth (2018). 
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because of declining global inflation while economic activity was expanding, looser monetary 

policy could cause the economy to overheat.  

Overall, during the period in which MSE has featured in the Reserve Bank’s objectives (2018 to 

2022), there has been no obvious trade-off between the inflation and employment objectives 

specified in the Remit. Table 8 shows that inflation and employment generally moved in similar 

directions over the review period, implying little trade-off for monetary policy in achieving its 

objectives. 

Table 8 - Trade-offs between the employment and inflation objectives for monetary policy 

Time period Employment outlook Inflation outlook Committee decision 

2018 ⇨ around its maximum 

sustainable level 

⇩ inflation below target 

mid-point 

Kept the OCR at an 

expansionary level 

2019  ⇩ global economic activity continued to weaken, 

expected to lower employment and inflation 

Continued to reduce OCR 

to meet employment and 

inflation objectives 

Early 2020 ⇨ at or slightly above its 

maximum sustainable 

level 

⇨ consumer price inflation 

was close to the 2 mid-

point of the target range 

Agreed that low interest 

rates remained necessary 

to keep employment and 

inflation around target 

March 2020 ⇩ global economic disruption caused by COVID-19 was 

expected to lower employment, and inflation  

Reduced the OCR to a 

record low level of 0.25%, 

and introduced AMP  

Mid-2021 to 

present 

⇨ at or above its 

maximum sustainable 

level 

⇧ near-term consumer 

price inflation was expected 

to rise above its target 

range due to higher oil 

prices, supply shortfalls, 

and rising transport costs 

Agreed that the OCR 

would need to be 

progressively increased 

Economic Volatility was Low Until the Pandemic… 

The Committee’s Remit requires it to not cause unnecessary instability in output, interest rates, and 

the exchange rate. This requirement was also specified in the 2018 PTA.80 It is difficult to define 

“unnecessary” economic instability. While excessive instability in output, interest rates, and the 

exchange rate would be inefficient, some volatility in these variables is ‘necessary’ and unavoidable 

when changing interest rates to achieve the primary goals of monetary policy. 

Since inflation targeting began in New Zealand, output, interest rates, and the exchange rate were 

at their least volatile between 2017-2019 (Table 9). Not surprisingly, economic volatility increased 

____________ 

80 See Bollard & Karagedikli (2006) for more on the trade-offs between inflation and output volatility, and why the Reserve Bank has 

regard to macroeconomic volatility. 
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following the outbreak of COVID-19. Note, however, that volatility of GDP growth – which is a 

useful summary indicator of economic instability – was in line or lower than that observed for other 

Anglosphere countries during the review period (Figure 53).  

Monetary policy could meet its primary targets more quickly at the expense of creating more 

economic volatility, and vice-versa. Figure 54 shows that over history, including the review period, 

the OCR has usually been left unchanged in monetary policy decisions. When the OCR has been 

changed over a tightening or an easing cycle, small increments have been preferred to large 

changes. Smoother moves in the OCR have helped to avoid unnecessary interest rate instability.  

Monetary policy has limited ability to affect the exchange rate beyond the near term, and there 

can be significant costs in attempting to stabilise the exchange rate.81, 82 The Reserve Bank has an 

exchange rate intervention policy that is only invoked in exceptional circumstances to lean against 

the peaks and troughs of the exchange rate cycle.83 Such intervention has not been necessary over 

the review period. 

Table 9 - Interest rate, output, and exchange rate volatility 

Note: Volatility is measured by the standard deviation. Exchange rates are BIS effective exchange, interest rates are two-

year swap rates, and GDP is measured with the expenditure approach, seasonally adjusted, year-on-year growth 

(Source: Haver Analytics). 

____________ 

81 See Monetary Policy Handbook. 

82 The evidence in the literature is mixed. Audzei and Brázdik (2015) report that exchange rate volatility responds to monetary policy 

actions, though is more affected by shocks unique to the exchange rate. West (2003) found that monetary policy could decrease 

exchange rate volatility in New Zealand, at the cost of creating more output, inflation, and interest rate volatility. 

83 The Reserve Bank’s exchange rate intervention policy is being updated to reflect the new Foreign Reserve Coordination Framework. 

Time period Interest rate volatility GDP volatility Exchange rate (real, 

effective) volatility 

1990s - 2.7% 6.9% 

2000s 2.3% 2.2% 10.8% 

2010s 1.1% 1% 5.3% 

2017-2019 0.4% 0.4% 3.4% 

2017-2022Q1 0.9% 4.7% 3.6% 

https://www.rbnz.govt.nz/-/media/554aa55d4689465d9b72fade2bdce76a.ashx
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Figure 53 - GDP growth volatility in the Anglosphere countries  

Source: Haver Analytics. 

Note: Standard deviations computed from annual percentage changes in real expenditure GDP during 2017Q1-2022Q2  

Figure 54 - Size of changes to the OCR 

 

Source: RBNZ. 

Long-Run Inflation Expectations are Anchored and Monetary Policy Remains Credible  

Explaining and justifying monetary policy decisions is imperative if central banks wish to remain 

credible and legitimate. In the long run, central bank credibility is supported by monetary policy 

decisions that are demonstrably unbiased and effective. If the public believes the Reserve Bank has 

the will and capability to manage inflation over the medium term, monetary policy will need to 

react less forcefully to shocks than it would otherwise. 
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An indicator commonly used to assess central bank credibility is the extent to which inflation 

expectations – particularly long-term expectations – are anchored to the central bank’s inflation 

target. This is because actual inflation is influenced by inflation expectations, as well as movements 

in aggregate demand.84  

If inflation expectations are well anchored at the target rate, monetary policy can move inflation to 

target with less volatility in the real economy. It has been suggested that, prior to the pandemic, 

the decline in New Zealand’s inflation rate, inflation volatility, and output volatility may be partly 

explained by enhanced monetary policy credibility.85 

Figure 55 shows that the one-year ahead survey measure of expected inflation is relatively volatile, 

and shows a higher correlation with actual inflation. The one-year and the two-year expectation 

measures rose rapidly between 2021 and mid-2022, along with headline inflation. The longer the 

horizon over which expectations are formed, the more they appear to sit around the 2% mid-point 

of the medium-term target inflation range. The 10-year ahead measure has been steady around 

the 2% inflation target. 

Figure 55 - Inflation expectations in New Zealand  

                                      

Source: RBNZ survey of expectations (businesses). 

The stability of longer-term inflation expectations is also reflected in Figure 56, which presents the 

‘perceived target focus’. This is a model-based estimate of the point at which inflation expectations 

converge to in the long run. The perceived target focus has shifted over time as the target band 

has been adjusted, and as the 2% mid-point target was introduced. Towards the end of the review 

period, as inflationary pressures gained strength, the perceived target focus has risen to slightly 

above 2%. However, it remains within the range of movements seen previously, and within the 

target band for inflation (1-3%). This indicates that longer-term inflation expectations remain 

anchored. 

  

____________ 

84 See Karagedikli & McDermott (2016). 

85 See Buckle (2018). 
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A survey recently commissioned by the Reserve Bank also raised questions about the likelihood of 

inflation returning to the target band by 2024.86 The survey (from a representative sample of 1,000 

people) showed that the majority had little or no confidence in the Reserve Bank’s ability to bring 

inflation within the target band by 2024.  

  

____________ 

86 See RBNZ (2022). 
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Table 10 lists reasons cited by survey respondents as to why inflation is unlikely to be back in the 

target range by 2024. The final column of the table records the Reserve Bank’s responses to each 

of the respondents’ concerns. 

The inflation expectations data in Figure 55 are drawn from surveys of businesses, which are price-

setters. The survey results in   
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Table 10 are consolidated from the views of a broader cross-section of society, who may not have 

closely followed the Reserve Bank’s track record of stabilising inflation.  

In any case, both sources question the Reserve Bank’s ability to contain inflation over the next one 

to two years. Somewhat reassuringly, longer-term inflation expectations, which are better 

measures of central bank credibility, remain close to the Reserve Bank’s inflation target. 

Figure 56 - Perceived target focus 

 

Source: RBNZ estimates. 

Note: The perceived target focus is based on a yield curve modelling-type approach that allows us to assess whether 

expectations are anchored at the 2% target in the medium term. The blue line shows that expectations are converging to 

a point slightly above 2%. See Lewis (2016). 
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Table 10 - RBNZ (2022) survey results 

Reason Examples Response 

External reasons Global factors continuing (COVID-

19 restrictions, the war in Ukraine, 

supply shocks, influences of 

trading partners). 

Government spending, debt, and 

policy (e.g. COVID-19 restrictions, 

supermarket duopoly). 

Factors outside of the Reserve Bank’s control will always 

impact short-term expectations and uncertainty will 

always be an issue for the Committee as external events 

affect the stance of monetary policy.  

Being transparent as to the ‘why’ of policy making draws 

focus to the conditionality of the decisions and is 

therefore important in influencing credibility. The volume 

of communication surrounding external factors has been 

strong. Recent MPSs have given focused attention to 

risks to the global outlook arising from uncertainty. 

Lack of trust 

and/or 

understanding  

Perception that inflation is too out 

of control to rein in, particularly 

without causing instability.  

Lack of trust in the Reserve Bank 

or understanding of the 

mechanisms used to reduce 

inflation. 

In the past communication has been targeted at a far 

more technical audience than the general public. The 

website refresh, Committee handbook, tiered approach 

to the MPS, more publications intended for the public, 

and OIA request procedures all work to strengthen 

public trust, transparency, and understanding. This 

process is ongoing. 

Reserve Bank’s 

decision making 

The Reserve Bank is acting too 

late. 

Objectives other than inflation 

targeting have distracted the 

Reserve Bank from its price 

stability objective. 

Times of uncertainty are inherently difficult to respond to. 

Context at the time of decisions (e.g. a nation-wide 

lockdown a day prior to an expected OCR increase in 

August 2021) can be looked through in hindsight but is 

an important factor at decision time. RBNZ has been 

considered a leader in monetary policy tightening 

globally. 

Supporting MSE is a Reserve Bank objective and cannot 

be discounted without legislative changes.  

Monetary Policy has Consistently Shown Regard for the Financial System…  

The Committee must have regard to the soundness and efficiency of the financial system, while 

pursuing its primary objectives.87 Monetary policy can affect financial system stability in many ways. 

For example, sudden interest rate increases can stress the balance sheets of borrowers, low 

interest rates can contribute to the build-up of financial imbalances, and the use of AMP tools can 

have wide-ranging impacts throughout the financial system.  

____________ 

87 Financial system soundness and efficiency is about the continuity in the provision of financial services and ensuring that a 

combination of regulatory and commercial incentives supports the efficient allocation of credit, risk, and financial services. Financial 

system soundness and efficiency can be impeded if financial institutions fail. However, the failure of a large financial institution is not 

the only risk. Soundness and efficiency are compromised whenever overall market conditions disrupt the provision of financial 

services or weaken competitive incentives. 
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Housing market dynamics can also contribute to instability. Because of the shock of the pandemic, 

house prices were expected to fall by around 9% over 2020. Instead, house prices increased 

rapidly over the second half of 2020, with increased monetary stimulus likely to have played a key 

role.  

‘We expect lower population and household income growth to cause house prices to 

fall, despite lower construction activity, lower interest rates, and the easing of loan-to-

value ratio restrictions. Our baseline scenario assumes house prices will fall by around 

9 percent over the remainder of 2020.’ May 2020 MPS 

The rapid acceleration of house prices from already elevated levels took forecasters by surprise. 

Extremely high house prices can pose financial stability risks.88 The Committee recognised that in 

most instances, prudential policy is more effective in limiting financial stability risks from rising 

house prices than monetary policy.89 The balance of views in the academic literature suggests that 

the output and employment costs of setting interest rates higher than otherwise to reduce risks to 

financial stability from high house prices outweigh the benefits.  

…Including Through use of AMP Tools  

The LSAP programme was designed to deliver additional monetary stimulus and correct 

dysfunction in financial markets. The size of LSAP was limited in order to avoid disrupting the 

markets of the assets purchased.90 LGFA bonds were added to the programme to support the 

reopening of corporate bond markets more generally.91 

The introduction of the FLP in late 2020 aimed to provide certainty to financial institutions planning 

their funding needs, and to lower the financial system’s funding costs.92 Throughout 2020, the 

timeline for implementing negative interest rates was delayed to support bank resilience.93  

These monetary policy actions complemented other steps taken by the Reserve Bank to maintain 

the ongoing provision of credit to the economy, and to promote financial stability. For example, 

dividend payments were put on hold, the core funding ratio was relaxed from 75% to 50%, LVR 

restrictions were removed on all residential mortgage lending, and the bank capital review was 

delayed.94 The monetary and prudential policy initiatives from the Committee and the Reserve 

____________ 

88 See Deghi et al 2020. 

89 See May 2021 MPS. Papers which consider both macro-prudential tools and monetary policy tools together tend to find that when 

macro-prudential tools are available, monetary policy is best focussed on inflation and employment or output (Brandao-Marques et 

al 2020). See Dunstan (2014) for a more detailed discussion on the interaction of monetary and macro-prudential tools. There is also 

scope for macro-prudential tools and monetary policy to co-ordinate where required. For example, if the inflation outlook is below 

target, the Committee would likely need to loosen monetary policy. This could precipitate credit and asset prices growth, potentially 

contributing to a build-up of financial imbalances. In this case, macro-prudential policy could be used in tandem to mitigate some of 

the risks from these financial imbalances. 

90 See Hawkesby (2020). 

91 See Hawkesby (2020). 

92 See RBNZ (28 February 2022). 

93 See RBNZ (7 May 2020). 

94 See RBNZ Financial Stability Report (November 2020). 

https://www.rbnz.govt.nz/-/media/7d01edbdffdc495b998c25faa40ef78c.ashx
https://www.rbnz.govt.nz/monetary-policy/monetary-policy-tools/funding-for-lending-programme
https://www.rbnz.govt.nz/-/media/project/sites/rbnz/files/monetary-policy/ump/may-2020-letter-to-banks-negative-interest-rates.pdf?sc_lang=en&hash=4454E3074A0EF0EDE9CE5C35FD50818F
https://www.rbnz.govt.nz/hub/publications/financial-stability-report/financial-stability-report-for--november-2020
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Bank, in addition to the Government’s fiscal programme, helped the financial sector, firms and 

households to dedicate their resources to responding to the pandemic.  

In December 2020, as house prices accelerated and financial stability again appeared under threat, 

the Reserve Bank began consulting about re-instating loan-to-value ratio (LVR) restrictions on 

high-risk lending. These restrictions came into effect from 1 March 2021.95 Soon after, the 

Committee stopped increasing monetary stimulus, beginning with a halt on further LSAP 

purchases in July 2021. 

The Committee has Assessed the Impact of Monetary Policy on the Housing 

Market 

Since April 2021, the Remit has required the Committee to assess the effect of monetary policy on 

the Government’s policy to support sustainable house prices.96 Although this new clause does not 

require the Committee to consider house price sustainability in its policy decisions, it has 

reinforced the need for the Reserve Bank to research how monetary policy affects the sustainability 

of house prices, and to discuss it during monetary policy deliberations.  

Over the review period, Reserve Bank staff have dedicated substantial effort to understanding the 

housing market, particularly the effects of monetary policy and interest rates.97 A key way in which 

monetary policy influences activity is via mortgage lending rates and their flow-on effects on 

residential construction and household wealth through changes in house prices.98 However, the 

impact of interest rates on house prices critically depends on housing supply: in a more flexible 

market, higher housing demand stimulates a larger and faster response in home building, 

dampening the impact on prices.99  

House prices were already very high relative to incomes before the rapid acceleration in 2020. 

Along with supply constraints in the New Zealand housing market, the long-run decline in global 

real interest rates was key in pushing the house prices-to-income ratio higher.100  

The Committee recognises the two-way interaction between the housing market and monetary 

policy. Housing market dynamics influence monetary policy decisions to the extent that they affect 

price stability and MSE. On the other hand, the stance of monetary policy also impacts the housing 

market through its effect on aggregate demand. The Committee assesses and communicates the 

impact of monetary policy on the housing market, including the sustainability of house prices, by 

using:  

  

____________ 

95 RBNZ (11 November 2020). 

96 Specifically, subclause 2(2)(d) of the Remit states the Committee shall “assess the effect of its monetary policy decisions on the 

Government’s policy set out in sub-clause (3).(3) The Government’s policy is to support more sustainable house prices, including by 

dampening investor demand for existing housing stock, which would improve affordability for first-home buyers.” 

97 See Brunton (2021), Bernhard, Graham & Markham (2021), Aguiar-Carvalho, Baker & Farquharson (2022), Brunton & Jacob (2022), 

Chadwick & Nahavandi (2022), Chadwick, Dasgupta & Jacob (2022), Fitchett & Jacob (2022) and Housing Technical Working Group 

(2022). See Conway (2022) for an overview of the Reserve Bank’s recent research on the New Zealand housing market. 

98 See Monetary Policy Handbook. 

99 See Chadwick, Dasgupta & Jacob (2022). 

100 See Brunton & Jacob (2022) and Housing Technical Working Group (2022). 

https://www.rbnz.govt.nz/hub/news/2020/11/further-regulatory-steps-to-promote-cashflow-confidence-and-stability
https://www.rbnz.govt.nz/-/media/554aa55d4689465d9b72fade2bdce76a.ashx
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 Central economic forecasts: Given the prominent role of the housing market in New 

Zealand, the economic forecasts produced by Reserve Bank staff internalise the relationships 

between house prices and the economy, including the role of construction costs and rents in 

driving consumer price inflation, and the effects of changes in housing wealth on consumption 

demand. 

 Risks and uncertainty assessments: Unsustainable house prices can threaten financial 

stability and economic growth, as demonstrated through the experience of the GFC. In setting 

monetary policy, the Committee also considers the risks associated with house prices to the 

extent that they affect the balance of risks to its economic forecasts, or the soundness and 

efficiency of the financial system.  

Reserve Bank Communications have Evolved Over Time 

The MPS was reviewed in 2018 to ensure it engaged effectively with: financial markets, economic 

analysts, businesses, journalists, government, and the general public. As a result of this review, the 

MPS was restructured, with high-level discussions of the policy assessment and key judgements 

provided in chapters 1 and 2, followed by content aimed at the traditional technical audience. A 

visual summary of the OCR stance, as well as the supporting macroeconomic reasoning, were 

produced as ‘snapshots’ alongside the MPS. 

The MPS was reviewed again in 2019. A Special Topics section was introduced, highlighting the 

content of Committee discussions for a broader pool of readers. For example, in the Special Topics 

section of the August 2019 MPS, weaker global conditions, drivers of low business investment, and 

weak nominal wage growth were discussed in detail.  

These changes were motivated by changes in the decision-marking structure – from the ‘single 

decision maker’ model in 2018 to the Committee in 2019 – and change in the monetary policy 

mandate. The addition of the objective to support MSE prompted significant growth in labour 

market research at the Reserve Bank, and MPSs began presenting more content on labour market 

dynamics. 

Similar changes can also be seen in the MPS content that is related to other aspects of the 

mandate. Figure 57 shows that finance-related topics have received steady attention in MPSs, even 

before the GFC. Since then, references to finance-related themes have mostly remained at 

elevated levels.101 This indicates a clear regard for the financial system, even though the references 

may not necessarily be specifically related to soundness and efficiency. 

On the other hand, discussions of the housing market have featured prominently in MPSs, 

particularly in the period around the GFC. 102 The frequency peaked around 2013, trended down, 

before increasing from around 2019. 

____________ 

101 Words related to the financial sector include the following and their variations: 'financial',  'banks', 'systemic risk',  'contagion',   

'bubble', 'misalign', 'credit', 'insurer', 'hedge fund', 'investment fund', 'securities', 'lever', 'capital', 'derivative', 'off-balance', 'special 

purpose vehicle', 'payment system', 'settlement system', 'deposit', 'loan', 'currency',  'collateral', 'exchange rate', 'liquid', 'debt', 'TWI', 

'bond', 'swap', 'volatility', 'uncertain'. 

102 Words related to the housing market include the following and their variations: ‘home’, ‘first-home’, ‘consents’, ‘residential’ (often 

‘residential investment’), ‘construction’, ‘building’. Exclusion: ‘household’.  
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Figure 57 - Percentage of words related to the financial system and housing in Chapters 1-2 of the 

MPS (1997-2022)  

 

Source: RBNZ estimates. 

Note: A five-quarter moving average has been fitted over the data. 

The tradition of senior Reserve Bank leaders speaking to the wider public on monetary policy-

related issues continued during the review period. Speeches and media interviews support 

transparency, often complementing and enriching the narrative provided in the MPS. They are 

particularly useful at clarifying the thinking behind policy frameworks and strategic choices for 

diverse communities, which may stretch beyond financial market participants. The speeches given 

during the review period have dealt with different aspects of monetary policy, including strategy, 

tools, transmission and changes to the monetary policy mandate. Table 11 lists the monetary 

policy-related speeches given at domestic and international forums over the review period.  

Table 11 - Speeches related to monetary policy given during the review period 

Category Speaker (year) 

Macroeconomic environment and monetary 

policy implications 

Wheeler (2017); McDermott (2017b); Spencer 

(2017);  Hawkesby (2019a); Hawkesby (2020); Orr 

(2019b); Orr (2020a); Orr (2020b); Orr (2020c); Orr 

(2022) 

Monetary policy formulation McDermott (2017a) 

Monetary policy framework McDermott and Williams (2018); Orr (2019a); 

Hawkesby (2019c); Silk (2022) 

Monetary policy strategy Hawkesby (2019b); Hawkesby (2021) 
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Category Speaker (year) 

Sustainable house prices and monetary policy Orr (2021); Conway (2022) 

 

The outlook for the OCR presented in the MPS plays a central role in the monetary policy 

communications framework in New Zealand. It is the outcome of continuous and rigorous analysis 

of the current and expected future states of the New Zealand economy, and the internal debate 

that it informs. The projection summarises the Committee’s best estimate of the future trajectory of 

the OCR necessary to achieve the economic objectives of price stability and supporting MSE. 

Changes in the OCR projection between MPSs indicate how the stance of monetary policy shifts as 

new information becomes available.  

One metric to assess the efficacy of communicating the OCR outlook, is the alignment of changes 

in the projected OCR path between MPSs, and the changes in financial market expectations.103 If 

the Reserve Bank communicates effectively and financial markets are able to anticipate the policy 

implications, markets should then respond to information from new economic data as it occurs, 

rather than waiting for an announcement from policymakers. 

Figure 58 shows the change in one-year ahead market expectations for 90-day interest rates 

between the MPSs compared to the change in the Reserve Bank’s own one-year ahead interest 

rate forecasts. The series are reasonably well aligned, including over the COVID-19 pandemic. This 

indicates that, the Reserve Bank’s communication on the monetary policy outlook has been 

effective.  

Figure 58 - Changes in one-year ahead interest rates between Monetary Policy Statements 

Source: RBNZ estimates. 

____________ 

103 See Hawkesby (2019b). 
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Communicating the Employment Objective has been Challenging 

The objective for monetary policy in the 2018 PTA was to “…contribute to supporting maximum 

sustainable employment within the economy”. The 2019 Remit stipulates that monetary policy 

should ‘support maximum sustainable employment’, while explicitly acknowledging that this is not 

directly measurable and is affected by non-monetary factors in the labour market. In accordance 

with the Remit, the Committee uses a range of indicators to inform its assessment of MSE (Figure 

48).  

The lack of precision and measurability of the employment objective stands in contrast to the 

precision of the inflation target. The language requiring monetary policy to maintain ”future annual 

CPI inflation between 1 and 3 percent over the medium term”, is generally interpreted to imply 

returning annual CPI inflation to the target band in the second half of a three-year horizon.  

MSE is affected by, among other things, demographics, the match between workers’ skills and 

firms’ needs, and labour market policy. Most of these factors are independent of monetary policy. 

The suite of indicators that support the Reserve Bank’s assessment of MSE is wide, but imperfect, 

and judging whether the labour market is above or below MSE remains challenging.  

The survey that was recently commissioned by the Reserve Bank, earlier cited in the context of 

monetary policy credibility, found that almost three-quarters of the representative sample had not 

heard of MSE before. The Committee continues to refine its processes around assessing and 

communicating MSE. 

3.3. Lessons Learned 

 LSAPs supported market functioning and provided monetary stimulus:  The LSAP 

programme was successful in restoring market functioning and put significant downward 

pressure on government bond yields and the exchange rate during the pandemic. It was also 

instrumental in working to correct financial market dysfunction. In line with international 

evidence, Reserve Bank research suggests the LSAP programme was effective at reducing 

long-term interest rates by 50 to 100 basis points. However, the additional effect of each 

expansion of the upper limit of the LSAP programme appears to have reduced over time. 

 The FLP lowered interest rate costs:  Reserve Bank research suggests the FLP was effective 

at reducing bank-funding costs and retail interest rates by at least 10 to 20 basis points, and 

likely more. While pass-through from funding costs to mortgage rates appeared slow, and the 

transmission channel involves some uncertainty, mortgage rates likely declined by 10 to 20 

basis points over time due to the FLP.  

 The FLP could have been more flexible: An effective FLP requires a long time-commitment 

to ensure that banks have confidence that a stable funding source is available. Since activity 

improved much faster than anticipated, in hindsight the FLP could have been designed with 

more flexibility. For example, the inclusion of an early termination clause with reasonable 

notice in the event of changed economic conditions may have been included, although such 

an amendment could potentially reduce the effectiveness of the FLP.  
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 AMP tools increased economic activity and inflation, consistent with monetary policy 

objectives: While AMP tools contributed to the Committee’s objectives, given a high level of 

uncertainty over the strength of the transmission channels, these impacts are difficult to 

accurately measure.  

 The inflation and employment outlook has been consistent with the Committee’s 

targets:  Over the review period, the Reserve Bank forecast that future inflation would settle 

within its target range, and since 2018, that employment would be at its maximum sustainable 

level in the medium term. 

 The Committee’s inflation and MSE objectives have not been in conflict: During periods 

when the inflationary outlook was weak, employment was not above its maximum sustainable 

level. During periods when there were strong inflationary pressures, employment was 

considered above its maximum sustainable level. 

 Prudential policy is the best way to limit financial stability risks the housing market: As 

house prices rose, the Committee recognised that in most instances any associated financial 

stability risks should be dealt with through prudential policy rather than monetary policy. Over 

the review period, the Reserve Bank has undertaken a large amount of research around the 

impact of monetary policy changes on house prices. 

 Providing credible and clear communication are critical in monetary policy 

implementation: Clearly explaining and justifying monetary policy decisions is imperative in 

retaining credibility. Relatively stable long-run inflation expectations indicate strong Reserve 

Bank credibility. Some aspects of the Reserve Bank’s work – such as supporting maximum 

sustainable employment – appear to not be well understood by the public, suggesting an 

ongoing need for strong communications.  
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Conclusion 

This paper reviews and assesses the formulation and implementation of monetary policy in New 

Zealand from 2017 through 2022. Over this period, monetary policy was assigned the additional 

objective of supporting employment at its maximum sustainable level, and the single decision-

maker model was replaced by the Committee.  

The New Zealand economy entered the review period following a prolonged expansion after the 

Global Financial Crisis and with very low inflation. Soon after its inception in 2018, the Committee 

was confronted with a global public health crisis that triggered the most abrupt and deepest fall in 

economic activity in modern history.  

At the time, the New Zealand economy was facing enormous downside risks. In response, the 

Committee lowered the OCR to a historic low of 0.25%, and initiated the use of AMP tools for the 

first time in New Zealand’s economic history.  

As activity rebounded, war in Ukraine broke out in early 2022. This worsened supply-chain 

bottlenecks and added to inflationary pressures. By mid-2022, headline CPI inflation in New 

Zealand was well above the Committee’s target band.  

The Committee, and the wider Reserve Bank, have learned a great deal from the experience of 

supporting the New Zealand economy during the pandemic, Russia’s invasion of Ukraine, and the 

macroeconomic uncertainty that these events have brought to bear. The lessons learned over the 

review period have been wide-ranging.  

Of course, lessons are only useful to the extent that they lead to future improvements. With this in 

mind, and to conclude this review and assessment, nine areas for improvement, based on the 

Reserve Bank’s experience in formulating and implementing monetary policy over the past five 

years, are listed in the Executive Summary.  

The Reserve Bank embraces continuous refinements in its policy frameworks, analysis, and actions. 

These improvements will support the Committee in continuing to fulfil its Remit, and in maximising 

the Reserve Bank’s contribution to economic well-being in New Zealand.  
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Appendix A: The Monetary Policy Committee Charter and Remit  

Monetary Policy Committee Charter 

The MPC is responsible for formulating monetary policy directed at achieving the economic 

objectives of price stability and support of maximum sustainable employment, as set out in Section 

8 of the Reserve Bank of New Zealand Act (1989) (the Act) and in accordance with the Remit. This 

charter aims to facilitate effective decision-making by the MPC and ensure transparency of these 

decisions and the decision-making process, to aid the effectiveness of monetary policy and hold 

the MPC accountable. 

1) Decision-Making 

a. MPC members are tasked to abide by the code of conduct and engage constructively with 

each other to achieve informed and timely monetary policy decisions. The MPC’s decision-

making is enhanced by embracing diverse opinions that reflect, for example, members’ unique 

personal and professional experiences and educational backgrounds. Members will respect 

each other’s contributions and embrace any difference in view as a benefit of a diverse 

committee. 

b. The MPC will seek consensus in decision-making. This is to ensure that the MPC engages in in-

depth discussions and a true exchange of perspectives regarding monetary policy strategy—

including consideration of the expected time taken to achieve operational objectives, any 

trade-offs that arise, and communication of this strategy—before specific decisions are taken. 

c. When consensus cannot be reached, specific policy decisions will be determined by a simple 

majority vote as described in Clause 44 of Schedule 2 of the Act (which includes that the 

Governor, as chairperson, has a casting vote if required). 

2) Transparency and Accountability 

a. The MPC will publish each monetary policy decision promptly on our website. The announced 

decision of the MPC will include a summary record of the MPC meeting that includes an 

overview of the economic outlook, the risks and policy options discussed, any material 

differences of view or judgement and an unattributed record of any vote taken. 

b. On a quarterly basis, the announced decision will also be accompanied by a Monetary Policy 

Statement that will, in addition to the requirements set out in Section 15C of the Act: 

ii. explain how the MPC has sought to meet the requirements of Section 2(2) in the remit 

iii. when inflation outcomes and/or expected inflation outcomes are outside of the target 

range, explain the reasons for this 

iv. explain how the current monetary policy decisions contribute to supporting maximum 

sustainable employment within the economy 

If the MPC decides that we should intervene in financial markets, it shall also consider whether 

prompt publication of decision details would impede the achievement of the intervention's purpose. 
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If so, the MPC may withhold such details until it deems that publishing them is no longer likely to 

create such impediment. 

3) External Communication 

a. The MPC’s communications—both collective and individual—should contribute to the overall 

effectiveness of the monetary policy decision, the public’s understanding of monetary policy 

and the accountability of the MPC. 

b. The Governor (or another member of the MPC with the Governor’s permission) will be the sole 

spokesperson for the official announcement of the decision. 

c. In any public remarks regarding the MPC’s policy strategy and decision, members are to draw 

on the MPC’s official communications and on the Governor’s media conference remarks where 

appropriate. Any non-public remarks on monetary policy or the economic outlook must be 

consistent with the MPC’s official communications to avoid providing, or appear to be 

providing, new information to a subset of individuals. An MPC member who wishes to publicly 

express his or her view around the balance of risks and/or economic outlook may, but should 

do so with respect for other members and the MPC as a whole. Members are to consult with 

the MPC within a reasonable timeframe in advance of any public communication, refrain from 

characterising the individual views of other MPC members, and ensure such communication is 

publicly advised in advance and on the record (on our website) in real time. 

d. Given financial market sensitivities, MPC members must refrain from any public 

communications relevant to monetary policy following receipt of MPC briefing papers and 

prior to the decision being announced. 

Remit for Monetary Policy Committee 

1) Monetary Policy Objectives 

Under Section 8 of the Act, the Reserve Bank, acting through the Committee, is required to 

formulate monetary policy with the goals of maintaining a stable general level of prices over the 

medium term and supporting maximum sustainable employment. 

2) Operational Objectives 

1. For the purpose of this remit, the Committee’s operational objectives shall be to: 

(a) keep future annual inflation between 1% and 3% over the medium term, with a focus on 

keeping future inflation near the 2% midpoint. This target will be defined in terms of the 

All Groups Consumers Price Index, as published by Statistics New Zealand 

(b) support maximum sustainable employment. The Committee should consider a broad 

range of labour market indicators to form a view of where employment is relative to its 

maximum sustainable level, taking into account that the level of maximum sustainable 

employment is largely determined by non-monetary factors that affect the structure and 

dynamics of the labour market and is not directly measurable. 
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2. In pursuing the operational objectives, the Committee shall: 

(a) have regard to the efficiency and soundness of the financial system 

(b) seek to avoid unnecessary instability in output, interest rates and the exchange rate 

(c) discount events that have only transitory effects on inflation, setting policy with a 

medium-term orientation 

(d) assess the effect of its monetary policy decisions on the government’s policy set out in 

subclause (3). 

The government’s policy is to support more sustainable house prices, including by dampening 

investor demand for existing housing stock, which would improve affordability for first-home 

buyers. 
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Appendix B: Selected Economic Data, New Zealand 2017-2021 

 2017 2018 2019 2020 2021 

GDP1 3.9 3.5 2.4 0.3 3.1 

GDP per capita 1.9 1.7 0.4 -1.2 2.7 

CPI 1.6 1.9 1.9 1.4 5.9 

Core inflation2 1.4 1.7 2 2.2 3.8 

Unemployment rate 4.5 4.4 4.1 4.9 3.2 

Wage growth3 3.3 3.8 2.5 4.6 4.1 

House prices4 3.9 2.6 4.4 16.9 28 

Exports to GDP 29.1 29.1 28.9 25.8 23.8 

Housing lending growth5 5.9 6.1 7 8.3 10.5 

TWI6 -5 -0.4 -2.9 2.2 1.9 

Trading partner GDP 3.9 3.3 2.8 0.2 4.3 

OCR 1.75 1.75 1 0.25 0.75 

 

Notes 

1. Real Production GDP, annual percent change 

2. Sectoral factor model 

3. Quarterly employment survey average hourly earnings, annual percent change 

4. CoreLogic house price index, annual percent change 

5. Annual growth rate 

6. Annual growth to 31 December  
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Appendix C: Timeline of Pandemic from a Monetary Policy 

Perspective (2020) 

Jan-27 Border restrictions imposed on travellers who had been in China in previous 14 days 

Feb-28 First COVID-19 case detected in New Zealand 

Mar-14 Government announced that anyone entering New Zealand must self-isolate for 14 days 

(except those arriving from the Pacific) 

Mar-16 OCR reduced from 1.% to 0.25%, with forward guidance it will remain at that level for 12 months 

Mar-17 Government announced initial COVID-19 stimulus package of $12.1 billion 

Mar-19 Government closed the border to all travellers except New Zealand citizens and permanent 

residents 

Mar-21 Government announced its first iteration of the Alert Level System 

New Zealand is immediately moved up to Alert Level 2 (for two days) 

Mar-23 LSAP scheme of up to $30 billion announced by RBNZ 

Mar-23 New Zealand moved up to Alert Level 3 (for 2 days) 

Mar-25 New Zealand moved up to Alert Level 4 (for 33 days) 

Apr-7 LSAP limit increased from $30 billion to $33 billion 

Apr-27 New Zealand moved down to Alert Level 3 (for 16 days) 

May-13 New Zealand moved down to Alert Level 2 (for 26 days) 

May-13 LSAP limit increased from $33 billion to $60 billion 

May-14 Government released Budget 2020, which included a $50 billion Covid-19 stimulus package  

Jun-8 New Zealand moved down to Alert Level 1 

Aug-12 LSAP limit increased from $60 billion to $100 billion and RBNZ indicates preparations for FLP 

and negative OCR 

Nov-11 FLP announced with implementation date of Dec-7 
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