
Why New Zealand can't outsource employment policy to its central bank

Written by The Conversation

Following on campaign promises , the coalition government in New Zealand is moving quickly
to mandate the Reserve Bank of New Zealand focus on “ ma
ximising employment
”. 

But as we’ve seen in Australia and elsewhere, changing a central bank’s mandate to include
employment is unlikely to change policies in the face of economic booms and busts.

The bank’s current mandate  is to maintain “price stability”. In practice, this means it adjusts its
benchmark interest rate up or down with the goal of keeping
inflation between 1% and 3%
. 

Read more: Should central banks have a &lsquo;representative of the poor&rsquo;?

An explicit numerical target range (1-3%) for inflation is the key element of the Reserve Bank of
New Zealand’s current mandate. New Zealand was the first country in the world to adopt such
an approach to monetary policy back in 1989 . 

Dozens of other countries have followed suit. Australia  and Canada  were early adopters of
inflation targeting, and the 
United States
and 
Japan
adopted it more recently.

A surprising resilience, but now what?
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http://www.stuff.co.nz/national/politics/91374148/labour-to-add-full-employment-to-reserve-banks-price-stability-mandate
http://www.reuters.com/article/us-newzealand-economy-finmin/new-zealand-finance-minister-says-new-rbnz-governor-must-take-on-dual-mandate-idUSKBN1DG0EY?il=0
http://www.reuters.com/article/us-newzealand-economy-finmin/new-zealand-finance-minister-says-new-rbnz-governor-must-take-on-dual-mandate-idUSKBN1DG0EY?il=0
https://www.rbnz.govt.nz/about-us
https://www.rbnz.govt.nz/monetary-policy
https://www.rbnz.govt.nz/monetary-policy
https://theconversation.com/should-central-banks-have-a-representative-of-the-poor-85992
https://www.rbnz.govt.nz/research-and-publications/speeches/2002/speech2002-01-05
https://www.rba.gov.au/inflation/inflation-target.html
https://www.bankofcanada.ca/rates/indicators/key-variables/inflation-control-target/
https://www.reuters.com/article/us-usa-fed-inflation-target/in-historic-shift-fed-sets-inflation-target-idUSTRE80O25C20120126
https://www.boj.or.jp/en/announcements/release_2013/k130122b.pdf
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The most striking feature of inflation targeting is that no country that adopted it has
subsequently abandoned it, although some countries, like Japan , have struggled to hit their
target. 

This resilience stands in contrast to the apparent fragility of all other rule-based approaches to
monetary policy, the most prominent being a gold standard  or fixed foreign exchange rates.

John Maynard Keynes famously called the gold standard a “ barbarous relic ” because it led
central banks to slavishly target the price of gold at the cost of high unemployment. Likewise,
following the global financial crisis, some economists have criticised inflation targeting and
suggested central banks should focus more on 
financial stability
. 

The New Zealand government’s push for a greater focus on maximising employment seems to
echo these critiques.

So is the imminent reform of the Reserve Bank Act in New Zealand a watershed moment for
inflation targeting? Will New Zealand, the first country to adopt inflation targeting, also become
the first domino to fall as inflation targeting eventually joins the gold standard in the dustbin of
history?

The short answer is no. 

Keep moving, nothing to see here…

Inflation targeting is likely to persist and the practice of monetary policy in New Zealand is
unlikely to change much at all following the reform of the Reserve Bank Act .

Crucially, the New Zealand government is seeking a dual mandate for monetary policy - it will
include both a numerical target for inflation as well as maximising employment. 
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https://tradingeconomics.com/japan/inflation-cpi
https://www.investopedia.com/terms/g/goldstandard.asp
https://en.wikiquote.org/wiki/John_Maynard_Keynes
https://www.bis.org/publ/work354.htm
http://www.legislation.govt.nz/act/public/1989/0157/latest/DLM199364.html
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This would put the New Zealand central bank in the same club as the Reserve Bank of
Australia  and the United
States Federal Reserve
. These banks already have dual mandates, and, essentially, they behave pretty much the same
as the Reserve Bank of New Zealand behaves now. 

Read more: Central banks can deliver on a &lsquo;divine coincidence&rsquo; &ndash; but
Glenn Stevens is not a miracle worke

The reason inflation targeting central banks behave similarly regardless of their mandates is the
so-called “ divine coincidence ” of monetary policy.

Because inflation is typically high when unemployment is low and vice versa (a phenomenon
known as the Phillips Curve  - another Kiwi contribution to macroeconomics), a central bank will
usually want to move interest rates in the same direction in response to changes in inflation and
the unemployment rate. 

Specifically, higher unemployment and lower inflation means interest rates are cut, while lower
unemployment and higher inflation means interest rates are raised.

Consistent with this divine coincidence, current acting Governor of the Reserve Bank of New
Zealand Grant Spencer has said  that the central bank already considers employment when
setting monetary policy and the reforms wouldn’t make much of a difference.   

Aims, hopes, dreams… reality

New Zealand Prime Minister Jacinda Ardern has said  she would like to see the unemployment
rate, currently at a nine-year low of 4.6%, fall below 4%. 
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https://www.rba.gov.au/monetary-policy/
https://www.rba.gov.au/monetary-policy/
https://www.chicagofed.org/research/dual-mandate/dual-mandate
https://www.chicagofed.org/research/dual-mandate/dual-mandate
https://theconversation.com/central-banks-can-deliver-on-a-divine-coincidence-but-glenn-stevens-is-not-a-miracle-worker-50072
https://theconversation.com/central-banks-can-deliver-on-a-divine-coincidence-but-glenn-stevens-is-not-a-miracle-worker-50072
https://theconversation.com/central-banks-can-deliver-on-a-divine-coincidence-but-glenn-stevens-is-not-a-miracle-worker-50072
https://www.investopedia.com/terms/p/phillipscurve.asp
http://www.nzherald.co.nz/business/news/article.cfm?c_id=3&amp;objectid=11942051
https://www.nbr.co.nz/article/jacinda-ardern-unemployment-should-be-below-4-jw-p-209177
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Her finance minister, Grant Robertson, quickly clarified  that, although low unemployment was a
government aim, the central bank would not be given a “numerical target”.

The lack of a numerical target is key. Without any formal target the Reserve Bank of New
Zealand can determine what level of unemployment is consistent with stable inflation (which co
uld change over time
due to demographic and other structural changes in the economy).

Read more: In a world of low rates, what else can the RBA and central banks do?

Responsibility for issues such as youth unemployment should be taken by the government and
not deferred to or placed on the central bank. The New Zealand Labour Party’s plan to provide
free tertiary education
is one example of how this might be done, although the details and its effects remain to be
seen. 

The central bank really only has one blunt instrument - a short term interest rate - that it needs
to use to achieve its inflation target goal. 

So the main practical implication of the planned reforms is that the government is clearly
signalling it will appoint a new governor who places more weight on employment in making
decisions. But this would always be expected given a Labour Prime Minister and could have
been done under the current mandate.

Despite inflation targeting’s resilience, history suggests it is likely to be discarded or altered
beyond recognition at some point in the future. Perhaps it will be replaced by price level
targeting  or nom
inal GDP targeting
. But it is unlikely this will happen in New Zealand first and certainly isn’t happening now.
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https://www.bloomberg.com/news/articles/2017-10-29/rbnz-reform-could-potentially-lower-rates-finance-minister-says
https://www.vox.com/2014/11/14/7027823/nairu-natural-rate-unemployment
https://www.vox.com/2014/11/14/7027823/nairu-natural-rate-unemployment
https://theconversation.com/in-a-world-of-low-rates-what-else-can-the-rba-and-central-banks-do-61981
http://www.labour.org.nz/tertiaryeducation
http://www.labour.org.nz/tertiaryeducation
http://voxeu.org/article/inflation-targeting-vs-price-level-targeting
http://voxeu.org/article/inflation-targeting-vs-price-level-targeting
https://www.economist.com/blogs/freeexchange/2011/10/monetary-policy-3
https://www.economist.com/blogs/freeexchange/2011/10/monetary-policy-3


Why New Zealand can't outsource employment policy to its central bank

Written by The Conversation

James Morley receives funding from Australian Research Council. He is an Academic Fellow of
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Read more http://theconversation.com/why-new-zealand-cant-outsource-employment-policy-to
-its-central-bank-87522
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