TE TAI OHANGA
Reference: 20210067 THE TREASURY

25 May 2021

$9(2)(a)

Dear $9(2)()

Thank you for your Official Information Act request, received on 25 February 2021.
You requested:

I'd like to request the following under the OIA please: All research, advice and
correspondence, including with the Finance Minister's office, pertaining to today's
announced change in the RBNZ's MPC remit.

On 12 March 2021, the Treasury contacted you in order to clarify the scope of your
requests. Your request was amended to exclude all process or administrative emails
from its scope.

On 16 March 2021, the Treasury contacted you to inform you that, under section 15A
of the Official Information Act, the time limit for deciding on your requests had been
extended by an additional 40 working days.

Information being released

Please find enclosed the following documents:

Item Date Document title Proposed Action

1. 23 November | Email — RBNZ monetary policy remit (internal Release in part
2020 Treasury email)

2. 23 November | Email — Monetary policy remit (from Treasury to Release in part
2020 Minister of Finance’s office)
2020 prices/monetary policy (internal Treasury email)

4. 24 November | Email —foreign central bank remits (internal Treasury | release in full
2020 email)

5 24 November | Email —foreign central bank remits (internal Treasury | release in full
2020 email)
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6. 24 November | Email — financial stability in central bank remits — Release in full
2020 international comparisons (internal Treasury email)
7. 24 November | Email —RE: Letter (emails between Treasury and the | Release in part
2020 Minister of Finance’s office)
8. 27 November | Email — RE: Advice on RBNZ options to address Release in part
2020 housing (internal Treasury email)
9. 18 January Email - FW: [In confidence] Near term actions for Release in part
2021 agreement/information (emails between Treasury and
Reserve Bank)
10. 18 January Email — email (internal Treasury email) Release in part
2021
11. 20 January Email — RE: Readout from MoF - Treasury Report: Release in part
2021 requiring the Reserve Bank to have regard to house
prices (emails between Treausry and the Minister of
Finance's office)
12. 28 January Email - quick update on joint work (email between Release in part
2021 Treasury and the Reserve Bank)
13. 28 January Email - MPC Remit (email between Treasury and the | Release in full
2021 Reserve Bank)
Attachment — MPC Remit
14. 29 January Email - MPC Remit (email between Treasury and the | Release in full
2021 Reserve Bank)
15. 30 November | Email — Re: Summary of catch-up on RBNZ and Release in full
2020 housing (internal Treasury email)
16. 12 January Email — Monetary policy remit — sensitive (internal Release in part
2021 Treasury email)
25 November | Attachment to above email — RBNZ Morning Markets | Release in part
2020 Report — Wednesday 25 November 2020 (email)
17. 13 January Email — RE: adding house prices to the RB remits Release in part
2021 (internal Treasury email)
18. 26 November | Email — RE: House prices and the RBNZ's Remit - Release in full
2020 Damned if they do, damned if they don't (internal
Treasury email)
19. 13 January Email — RE: Media Release: Reserve Bank's Release in part
2021 response to Minister of Finance (internal Treasury
email)
20. 15 January Email — Draft Treasury Report: requiring the Reserve | Release in part
2021 Bank to have regard to house prices (email between

Treasury and the Minister of Finance’s office)

Attachment to above email — Requiring the Reserve




Bank to have regard to house prices (Draft Treasury
Report)

21. 18 January Email — RE: Sign out in moto Release in part
2021
22. 26 January Email — RE: Readout from MoF — Treasury Report: Release in part
2021 requiring the Reserve Bank to have regard to house
prices (email between Treasury and the Minister of
Finance'’s office)
Attachment to above email — Unconventional Release in full
Monetary policies and inequality (internal note)
23. 28 January Email — Draft timetable of options for 68B and remit Release in part
2021 (email between Treasury and the Minister of
Finance'’s office)
Attachment to above email — Timetable of options for Release in full
s68B and remit
24. 28 January Email — RE: RBNZ Tsy Alternative Monetary Policy Release in part
2021 catch up (email between Treasury and the Reserve
Bank)
25. 3 February Email — RE_Consultation timeframes — joint report on Release in part
2021 RB housing objectives (email between Treasury and
the Reserve Bank)
26. 4 February Email — Expiry of replacement remit (email between Release in part
2021 Treasury and the Reserve Bank)
27. 4 February Email — For review — DRAFT Treasury Report on Release in part
2021 Housing Policy and the Reserve Bank (email between
Treasury and the Reserve Bank)
28. 4 February Email — RE: For review by tomorrow morning TR on Release in part
2021 Housing policy and the Reserve Bank (internal
Treasury email)
29. 5 February Email - RE: [IN CONFIDENCE] Working together Release in part
2021 (email between Treasury and the Reserve Bank)
30. 5 February Email — RE: Talking Points (email between Treasury Release in part
2021 and the Minister of Finance’s office)
Attachment to above email — Speaking points for oral
item at Cabinet on housing measures
31. 5 February Email — LEG process for Replacement Remit (email Release in part
2021 between Treasury and the Minister of Finance’s

office)




32.

8 February
2021

Email — RE: TSY Bag: Treasury Report T2021/155:
Housing objectives for the Reserve Bank (email
between Treasury and the Minister of Finance’s
office)

Release in part

33. 10 February Email — RE: Draft remit format (email between Release in part
2021 Treasury and the Minister of Finance’s office)
34. 11 February Email — Housing Policy and Cabinet paper and advice | Release in part
2021 re wording of 68B direction (email between Treasury
and the Minister of Finance’s office)
35. 12 February Email — RE: Draft email: TSY and RBNZ feedback on | Release in part
2021 s68B wording (email between Treasury and the
Reserve Bank)
36. 12 February Email — Talking Points for Cabinet papers on Housing | Release in part
2021 (email between Treasury and the Minister of
Finance'’s office)
Attachment to above email — Speaking points for
Cabinet, Monday 15 February on housing measures
37. 15 February Email — RE_Replacement charter (email between Release in part
2021 Treasury and the Reserve Bank)
38. 15 January Email — RE: Treasury Report: requiring the Reserve Release in part
2021 Bank to have regard to house prices (internal
Treasury email)
39. 17 February Email — RE: TSY Bag: Treasury Report T2021/295: Release in part
2021 Replacement remit for the Monetary Policy Committee
& Draft Cabinet Paper: Reserve Bank of New Zealand
(Replacement of Remit for Monetary Policy
Committee) (email between Treasury and the Minister
of Finance’s office)
40. 18 February Email — RE_Heads up — Cabinet paper to be Release in part
2021 circulated at COP (email between Treasury and the
Reserve Bank)
41. 19 February Email — Replacement MPC remit: talking points for Release in part
2021 Cab (email between Treasury and the Minister of
Finance'’s office)
Attachment to above email — Speaking points for
Cabinet, Monday 22 February on Revised MPC Remit
42, 19 February Email — RE: Revised LEG paper re remit/advice on Release in part
2021 announcement timing (email between Treasury and
the Minister of Finance’s office)
43. 23 February Email — Timing of announcement/next steps with Release in part

2021

gazettal (email between Treasury and the Minister of




Finance'’s office)

44, 4 February
2021

Email — For the meeting with RBNZ (internal Treasury
email)

Release in part

I have decided to release the relevant parts of the documents listed above, subject to
information being withheld under one or more of the following sections of the Official
Information Act, as applicable:

o advice still under consideration, section 9(2)(f)(iv) — to maintain the current
constitutional conventions protecting the confidentiality of advice tendered by
Ministers and officials,

o certain sensitive advice, under section 9(2)(g)(i) — to maintain the effective
conduct of public affairs through the free and frank expression of opinions,

o advice which is subject to legal professional privilege, under section 9(2)(h).

o direct dial phone numbers of officials, under section 9(2)(k) — to prevent the
disclosure of information for improper gain or improper advantage.

Direct dial phone numbers of officials have been redacted under section 9(2)(Kk) in
order to reduce the possibility of staff being exposed to phishing and other scams. This
Is because information released under the OIA may end up in the public domain, for
example, on websites including Treasury’s website.

Some information has been redacted because it is not covered by the scope of your

request. This is because the documents include matters outside your specific request.
We have also excluded material that is included elsewhere in our reply to your request.

Information publicly available

The following information is also covered by your request and is publicly available on
the Treasury website:

Iltem | Date Document Description Website Address

1. 7 December 2020 Treasury Report: T2020/3529 https://www.treasury.govt.nz/sites/
Outline of measures to moderate default/files/2021-04/tax-housing-
house price growth 4380109.pdf

2. Appendices B & C: Combined
housing measures A3s

3. 15 January 2021 Treasury Report: T2021/11 https://www.treasury.govt.nz/sites/
Requiring the Reserve Bank to default/files/2021-04/tax-housing-
have regard to house prices 4403769.pdf

4. 10 February 2021 Treasury Report: T2021/241 https://www.treasury.govt.nz/sites/
Housing policy and the Reserve default/files/2021-04/tax-housing-
Bank: Draft Cabinet paper 4415550.pdf




5. 15 February 2021 Cabinet Paper: CAB-21-SUB- https://www.treasury.govt.nz/sites/
0018 Housing policy and the default/files/2021-04/tax-housing-
Reserve Bank 4428344.pdf

6. Annex 1: Current remit for the
Monetary Policy Committee

7. Annex 2: Section 68B direction on
government policy

8. 17 February 2021 Treasury Report: T2021/295 https://www.treasury.govt.nz/sites/
Replacement remit for the default/files/2021-04/tax-housing-
Monetary Policy Committee 4417903.pdf

9. 25 February 2021 Treasury Report: T2021/388 https://www.treasury.govt.nz/sites/
Technical update to the MPC default/files/2021-04/tax-housing-
Charter 4421412 .pdf

10. Annex: Monetary Policy
Committee Charter

Accordingly, | have refused your request for the documents listed in the above table
under section 18(d) of the Official Information Act:

o the information requested is or will soon be publicly available.

Some relevant information has been removed from documents listed in the above table
and should continue to be withheld under the Official Information Act, on the grounds

described in the documents.

Information to be withheld

There are additional documents covered by your request that | have decided to
withhold in full under section 9(2)(h) and 9(2)(g)(i) of the Official Information Act.

In making my decision, | have considered the public interest considerations in section
9(1) of the Official Information Act.

Please note that this letter (with your personal details removed) and enclosed
documents may be published on the Treasury website.

This reply addresses the information you requested. You have the right to ask the
Ombudsman to investigate and review my decision.

Your sincerely

F]
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/ /q . & f L
,-‘“’{‘—L‘.:_/Q.MJE ! t)'{/i

Renee Philip

Manager, Macroeconomic and Fiscal Policy















mailto:bryan.chapple@treasury.govt.nz
mailto:jozef.citari@treasury.govt.nz

























































mailto:renee.philip@treasury.govt.nz
mailto:Natalie.Labuschagne@parliament.govt.nz
mailto:Bryan.Chapple@treasury.govt.nz
mailto:Caralee.McLiesh@treasury.govt.nz
mailto:Andrew.Rutledge@treasury.govt.nz
mailto:James.Beard@treasury.govt.nz
http://www.legislation.govt.nz/act/public/1989/0157/latest/whole.html#DLM199894
http://www.legislation.govt.nz/act/public/1989/0157/latest/whole.html#DLM202454
http://www.legislation.govt.nz/act/public/1989/0157/latest/whole.html#DLM199898
http://www.legislation.govt.nz/act/public/1989/0157/latest/whole.html#DLM199897
http://www.legislation.govt.nz/act/public/1989/0157/latest/whole.html#DLM199894
http://www.legislation.govt.nz/act/public/1989/0157/latest/link.aspx?id=DLM31483#DLM31483
http://www.legislation.govt.nz/act/public/1989/0157/latest/whole.html#DLM200006

Dear Adrian,

 

I am writing to you to seek the Reserve Bank’s view on a potential change to the Remit of the Monetary Policy Committee. I am concerned that the recent rapid escalation in housing prices is not consistent with the Government’s economic objective set out in the MPC Remit which states:	Comment by Renee Philip [TSY]: Some risk this sounds as though the MPC isn’t meeting the remit. An alternative framing might be to tie this to the challenges the MPC is facing following the large and unusual shock that is COVID – where we are seeing house prices rise while unemployment is increasing and general price inflation is low. Given these circumstances, it might be useful to clarify the remit to help the MPC’s decisions to be consistent with the Government’s economic objective

“The Government’s economic objective is to improve the wellbeing and living standards of New Zealanders through a sustainable, productive and inclusive economy. Our priority is to move towards a low carbon economy, with a strong diversified export base, that delivers decent jobs with higher wages and reduces inequality and poverty”. 

Housing price instability is harmful to our aims of reduced inequality and poverty, and is also likely to negatively impact the Government’s aim of creating a more productive and inclusive economy. This is particularly the case where investments in the economy are increasingly being made in the existing housing stock, rather than in other more productive assets. 

House prices are influenced by more than monetary policy. In addition to the changes suggested here, the Government has a wide ranging work programme aiming to improve housing affordability.

I am also aware that the MPC is also making increasing use of alternative monetary policy by making interventions into financial markets to support the economy as a consequence of the current COVID-19 related global slowdown. The new alternative monetary policy tools that are now being used by the Monetary Policy Committee are being used to an extent not expected at the publication of the February 2019 Remit. I believe it is right that we consider how these tools might be impacting on the housing market - with particular regard to housing price inflation.  

I want to make clear that I am not proposing any change to the overall objectives of the MPC Remit, nor the operational objectives themselves. I remain committed to upholding the operational independence of the MPC for setting formulatingof monetary policy by the MPCto help achieve the Government’s objectives. My proposed changes are to Section 2b. In particular, I am seeking your views on the following proposed change: 	Comment by Renee Philip [TSY]: The word formulating comes from description of the MPC’s role in the Act

b) In pursuing the operational objectives, the MPC shall:

i. Have regard to the efficiency and soundness of the financial system;

ii. Seek to avoid unnecessary instability in output, interest rates, the exchange rate, and house prices; and

iii. Discount events that have only transitory effects on inflation, setting policy with a medium-term orientation

I would welcome your views on the value of this change, including any alternative proposal that meets our concerns. I would also welcome your views on any other changes that the Bank could make in achieving the sustained moderation in house prices that we have both sought. I look forward to your response to the above proposal. The Government is planning to make this change (if agreed) soon, and so I would request that you gave it your earliest possible consideration. 

I want to finish by thanking you and the MPC for your role in providing stability and support through the difficult period of COVID-19. I have appreciated the collaborative way that you have approached your task, and I look forward to continuing to work that way. 





Yours Sincerely. 





Hon. Grant Robertson

Minister of Finance 
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	IN-CONFIDENCE

		Measure

		Description

		Housing market impacts

		Fiscal and distributional effects

		Administration   

		Wider efficiency and equity impacts

		Treasury recommendation 



		Macro-prudential tools (indirect measures that may moderate house price growth and reduce investor demand) 



		Provide input through the RBNZ’s consultation process on its LVR decision

		RBNZ is proposing to re-introduce the LVR restrictions (no more than 5% of banks’ new lending to investors can be to those with less than 30% deposit; and no more than 20% of lending to owner occupiers can be to those with less than 20% deposit). MoF could write to (or engage informally with) the RBNZ seeking additional restrictions on investors if he is still concerned about the calibration of LVRs (e.g. the RBNZ could require investors to have a 40% deposit).



		Primary purpose of LVRs is to mitigate rising systemic risks associated with housing market. Investor lending is riskier as investors have higher default rates and incentives to exit the market quicker than owner occupiers. 



Reintroducing LVR restrictions could dampen house price inflation but effects may be marginal (approx. 1-2% impact on prices). Banks are already reapplying LVR restrictions on investors ahead of the RBNZ decision, so any additional impact would be minimal. 

		Reinstating LVRs may limit the ability of first home buyers to enter the market if they have fewer savings and do not meet the 20% deposit requirements. However, higher LVR restrictions on investors would benefit first home buyers by reducing investor demand for housing.



This may have unintended impacts on rental prices, but the effect is expected to be small. Over time there may be some reduction in the supply of rental property, in line with a relative shift from investor to owner occupier purchases. However, it may also reduce demand for rental properties as some renters become property owners. 

		Low administrative costs. 

Under the MOU which governs the use of macro-prudential tools, the RBNZ Governor alone makes the decision, but is required to consult MoF and the Treasury beforehand. 

RBNZ has signalled that LVR restrictions will be re-introduced by 1 March 2021.  



		LVRs can affect the wider economy via their impact on house prices and housing wealth, which in turn influences both consumption and residential investment. 



The overall economic impact of reinstating LVRs is uncertain, but may reduce consumption and residential investment. Any impact is likely to be minor given the expected small impact on house prices.



LVRs can also support financial system efficiency through dampening the pace of future housing credit and house price growth. However effects are likely to be marginal. 



Reinstating LVRs could incentivise higher LVR lending to shift to non-bank sector, but overall the size of the sector is too small to significantly impact the stability of the financial system.

		We support the RBNZ reintroducing LVRs, and it could be worth the Minister suggesting additional restrictions on investors if desirable.

(Note we haven’t done the work to know if it is, we are providing feedback to the RBNZ on its draft consultation document, and can confirm this recommendation next week)



		Invite the RBNZ to consider introducing other macro-prudential tools such as debt-to-income (DTI) ratios

		DTIs limit the total amount of debt of the borrower as a ratio to gross income, commonly set at 4-5x of borrowers’ income. DTI restrictions could complement the LVR policy by further mitigating housing credit risk. 

		The primary purpose of a DTI limit is to mitigate the effects of a future housing crisis. A DTI limit reduces credit growth during a housing boom and also reduces the severity of the decline in house prices and economic growth in a downturn, as fewer households would be forced to sharply constrain their consumption or sell their house.



It could also reduce the level of house prices and consumption slightly. 

DTIs have a more durable impact than LVRs as the degree of constraint wouldn’t change after a sharp increase in house prices (whereas LVRs have less impact on existing homeowners who have more equity).



However, banks already have debt-to-income serviceability requirements in their internal credit assessments so any effect would likely be small. 

		DTI restrictions will constrain credit availability for some borrowers, which could also impact on credit demand and house price inflation. The size of the impact would depend on the design of any limit. 



While it constrains some households from being homeowners, it is also expected to raise the homeownership rate by disproportionately affecting investors. 

		Relatively low administrative costs. 

The RBNZ is required to develop any new macroprudential tools in consultation with the Treasury and MoF. The RBNZ has previously considered introducing this additional tool. 

The RBNZ estimates administrative costs should not be large as the RBNZ already collects DTI data for risk monitoring purposes and banks already maintain home loan origination policies. 

		As above, DTIs can influence consumption and residential investment in the broader economy. There may be a small negative impact on consumption in the short term, but could be outweighed by an increase in the resilience of households to worsening economic conditions, and reduce the likelihood they need to sell property during a downturn.

		Could consider progressing in the medium-term, but any additional benefit is likely limited by the banks’ existing practices which already take DTI’s into account in their individual loan origination policies.



		Exercise section 68B power to direct the RBNZ to give regard to a Government Policy

		The Minister has the power to direct the RBNZ to have regard to a Government policy that relates to its (prudential) functions. 



However the RBNZ only needs to ‘have regard’ to a direction, it is not required to follow it. 

		May have limited impact as a standalone measure, but it could be useful in influencing the RBNZ’s direction of travel on specific macro-prudential tools (e.g. LVR and DTI restrictions) and encouraging the RBNZ to align the calibration and objectives of their tools more closely with government policy on housing. 

		No direct fiscal or distributional impacts. However it could contribute to the RBNZ’s calibration of macro-prudential policy in a way that favours first home buyers more strongly. 

		Relatively low administrative costs. This power has never been used to date. The Minister must consult with the RBNZ before giving a direction, and set this out in a written statement signed by the Minister. 



It needs to be presented to the House of Representatives and gazetted as soon as practicable after it is given.

		No direct impacts on efficiency and equity. May contribute to aligning RBNZ macro-prudential tools more closely with broader government objectives. 

		This is likely to be less effective given that MoF has already sent a letter setting out his expectations, so his policy direction on housing is already clear to the RBNZ overall.










Overview of common macro-prudential tools used by central banks

(Note: this is a quick overview based on initial research from OECD and IMF information, we have not undertaken a proper assessment of the viability of each tool and their impacts)

		Type of tool

		Description

		Impacts and risks

		Which countries use these tools?



		Core funding ratio 

(Lender side Liquidity tool)

		Banks are required to maintain a core funding ratio of 75% where core funding is retail deposits and wholesale deposits with maturities over 1 year. The  aim of this policy to reduce liquidity mismatch between bank assets (including housing loans) and financing. 

		A higher ratio drives higher funding costs for banks, which affects overall lending costs. 

		NZ: RBNZ temporarily lowered ratio to 50% from 75% to support liquidity in the system. 



		Minimum capital ratio (Lender side capital tool)

		Set floors for the ratios of different measures of capital (core equity, equity, core Tier 1, Tier 1, total capital) over risk-weighted assets. A central part of the prudential policy framework. Broad tool aimed at ensuring resilience of banks. 

		Unlikely to have significant impacts on housing market but impacts on overall lending costs.

		Most. NZ banks are well-capitalised relative to overseas banks.



		Mortgage risk weights (Lender side capital tool)

		[bookmark: _GoBack]Increase in risk weights for lending for mortgages which would require banks to hold more capital for mortgage lending, making it a slightly less attractive form of lending than it currently is. Main purpose is to protect the resilience of banks and financial system, but won’t have much impact on individual borrowers. 

		Similar limiting effects on credit and house prices as tightening LVR caps, but residential construction declines more strongly – so tighter risk weights appear to slow down both GDP and consumption. 

		There is a considerable international variability in residential mortgage risk weights. They range from 5.25 through to 80% with a median risk weight of 17%. NZ banks are around the median. 



		Loan to value ratio

(Borrower side asset based tool)

		LVRs limit the mortgage amount relative to the value of the property. Limit borrowers’ exposure to housing indebtedness. 

		Effective in containing the build up of credit risk, and tighter LVRs are associated with lower risk of severe downturns. However the denominator (house valuations) gets inflated during a housing bubble which lessens the effectiveness of the LVR tool during a prolonged housing boom. 

		NZ: refer to previous slide

Sweden: LVR 85% 

Canada: LVR 90% for homes above CAD$0.5m

Norway: 85% (60% for loans secured on secondary homes in Oslo)



		Debt to income ratio (DTI)

(Borrower side tool)

		DTIs limit the total amount of debt of the borrower as a ratio to gross income, commonly set at 4-5x. DTIs can work as a speed limit, so that banks are able to deal with borrowers in special cases.

		Helps to constrain credit-asset price cycle. Appropriate if house prices rise sharply further. Reduce likelihood of loan defaults in event of a sharp increase in interest rates or negative shock to borrower income. 

		Ireland: no more than 20% lending above 3.5x gross income,

UK: no more than 15% of lending above 4.5,

Norway: no more than 10% lending above 5



		Debt servicing to income ratio (DSR)

(Borrower based tool)

		DSRs limit housing debt servicing costs as a ratio to disposable income. In some countries, DSRs are based on total rather than only housing debt servicing costs. 

		More complicated than DTIs and may require additional supporting rules and data collection. Necessary to specify how interest rates should be assumed to evolve. 

		France: 30%, Canada: 40%, Hong Kong: 50% for owner occupiers; 40% for investors 

Singapore: 60% 
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The remit for the Monetary Policy Committee

Reserve Bank of New Zealand



The Government’s Economic Objective 	Comment by Christian Hawkesby: Update to 2021 Government Economic Objective



The Government’s economic objective is to improve the wellbeing and living standards of New Zealanders through a sustainable, productive and inclusive economy.  Our priority is to move towards a low carbon economy, with a strong diversified export base, that delivers decent jobs with higher wages and reduces inequality and poverty.



Context



Monetary policy plays an important role in supporting the Government’s economic objective. The Reserve Bank of New Zealand Act 1989 (the Act) requires that monetary policy promote the prosperity and wellbeing of New Zealanders, and contribute to a sustainable and productive economy. Monetary policy contributes to public welfare by reducing cyclical variations in employment and economic activity whilst maintaining price stability over the medium term.



This remit is issued by the Minister of Finance to the Monetary Policy Committee (MPC) under Clause 3, Schedule 1 of the Act.

1)	Monetary Policy Objectives

a) Under Section 8 of the Act the Reserve Bank, acting through the MPC, 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

a) For the purpose of this remit the MPC’s operational objectives shall be to: 

i. keep future annual inflation between 1 and 3 percent over the medium term, with a focus on keeping future inflation near the 2 percent mid-point. This target will be defined in terms of the All Groups Consumers Price Index, as published by Statistics New Zealand; and 

ii. support maximum sustainable employment. The MPC 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.

b) In pursuing the operational objectives, the MPC shall:

i. have regard to the efficiency and soundness of the financial system over the medium-term;

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

iii. discount events that have only transitory effects on inflation, setting policy with a medium-term orientation; and .

iv. outline how they have given effect to i-iii above, including any potential material impact the Government’s Economic Objectives or the Bank’s financial stability objectives. 

v. 

vi. 

vii. 

viii. 

ix. 



Agreed by











Hon Grant Robertson		Adrian Orr

Minister of Finance		Governor of the Reserve Bank of New Zealand 
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Treasury Report: 
Requiring the Reserve Bank to have regard to house prices


		Date:  

		15 January 2021  

		Report No:

		T2021/11



		

		

		File Number:

		MC-1-1-1-2





Action sought


		

		Action sought 

		Deadline 



		Hon Grant Robertson
Minister of Finance




		Agree to the recommendations with respect to requiring the Reserve Bank to consider house prices in the formulation of monetary and financial policy

		15 January 2021





Contact for telephone discussion (if required)

		Name

		Position

		Telephone

		1st Contact



		Neil Kidd
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Treasury Report:  Requiring the Reserve Bank to have regard to house prices


Executive Summary


On 24 November 2020, you wrote to the Governor of the Reserve Bank (the Bank) to consult on a proposed change to their monetary policy remit, specifically whether to require the Monetary Policy Committee (MPC) to “seek to avoid unnecessary instability in house prices” whilst pursuing their operational objectives. The Bank’s response indicated that they would prefer that consideration of house prices be explicitly required in their forthcoming financial policy remit, and possibly by issuing a section 68B direction, instead of their monetary policy remit. This report provides the Treasury’s advice on your proposed change and the Bank’s alternative.


We consider that there is more potential to deliver your housing objectives by issuing a section 68B direction or through an addition to the forthcoming financial policy remit.

Compared with monetary policy, there is less conflict between financial policy objectives and your broader objectives around housing affordability and house prices. The objectives are more likely to complement each other in many regards. Whilst it is still unclear how much of an impact a secondary, “have regard to” requirement would have on Bank decision making, there is the potential that a house price requirement could encourage the Bank to go further in using some of their financial policy tools than they would from considering housing as solely a financial stability issue.


If you wish to strengthen the Bank’s role in relation to house prices, we recommend that you issue a direction under section 68B of the current Reserve Bank Act. This allows you to direct the Bank to have regard to a specific government policy when formulating financial policy. The effect of any section 68B direction could be carried over into the financial policy remit after the passage of the Reserve Bank of New Zealand Bill. An alternative to issuing a section 68B direction is to consult the Bank on a draft financial policy remit now, but this would only come into force after the passage of the Reserve Bank of New Zealand Bill.  


The proposed change to the monetary policy remit could be a useful signal to send that you expect the MPC to consider the broader impacts of their decisions. However, the primacy of the MPC’s economic objectives of stable inflation and sustainable employment mean the impact on house price inflation is likely to be limited.

The way in which the MPC considers house prices probably does not align with the broader concerns you have about high house prices. The MPC largely considers house prices to the extent that they are important for their economic objectives of price stability and maximum sustainable employment. Adding a requirement for the MPC to have regard to house prices is a useful signal that you expect some of the broader impacts of high house prices to be considered when formulating monetary policy. 

However, we would not expect the addition of a requirement to have regard to house prices to have a significant impact on monetary policy decisions. Using monetary policy to reduce house price growth requires tighter monetary policy, which, all else equal, leads to lower inflation and higher unemployment. In the current economic context, if monetary policy were used to moderate house price growth, it would likely come at the expense of the MPC’s primary economic objectives. Given that the proposed requirement to consider house price instability would be secondary to the MPC’s economic objectives, the MPC is unlikely to adjust policy in any substantial way and the impact on house price inflation is likely to be limited. To some extent, this is also true of some existing requirements in the MPC’s remit. For example, the requirement to “seek to avoid unnecessary instability in interest rates” would, at times, conflict with the primary objectives and likely be given relatively less weight. 

If you wish to include a reference to house prices in the monetary policy remit, we think the wording you proposed in your letter to the Governor is the best option.

We have considered the alternatives identified by your office but consider that these risk representing your concerns about house prices as solely a financial stability or macroeconomic stability issue, rather than representing your broader concerns about house prices. We also considered an update to the specification of the Government’s economic objective set out in the remit but think that this would carry less weight than requiring the Bank to “have regard to” house prices. Finally, we considered specifying a housing affordability consideration, rather than a house price consideration, in the monetary policy remit but think this could be difficult to capture in a clear way, given that interest rate changes have different impacts on housing affordability for different groups. 

If you wish to proceed with changing the monetary policy remit and/or issuing a section 68B direction or commencing work on the future financial policy remit, we recommend you:


· Direct Treasury to consult with the Bank on the wording for either a section 68B direction or for the future financial policy remit that would best enable them to contribute to your housing objectives. 


· Write to the Governor indicating your decision on the monetary policy remit. An order in Council is then required to implement the change.


We are also aiming to provide you with some further advice in February on options for Ministerial involvement in the future Deposit Takers Act, for example in the setting of standards for bank regulation, that could progress your broader government objectives.


Recommended Action


We recommend that you:


a agree 

i. to proceed with work on a section 68B direction for the Bank to have regard to a government policy on housing in relation to its financial stability functions and consult with the Bank before issuing a direction 

Agree/Disagree

or


ii. to consult the Bank on a draft financial policy remit before the Reserve Bank of New Zealand Bill is passed, including a requirement for the Bank to have regard to the Government’s housing policy objectives


Agree/Disagree

b indicate if you wish to proceed with amending the monetary policy remit as proposed in your letter of 24 November


Yes/No

If yes:


c agree to write to the Governor setting out your decision on adding a house price consideration to the monetary policy remit

Agree/Disagree

d note the Treasury will provide you with a draft Cabinet paper proposing the change for your agreement

e note that further advice on the appropriate level of Ministerial involvement in financial policy under the future Deposit Takers regime will be provided to you in February. 


Ben Gaukrodger

Acting Manager, Macroeconomic and Fiscal Policy


Hon Grant Robertson

Minister of Finance

Treasury Report:  Requiring the Reserve Bank to have regard to house prices


Purpose and Background

1. This report sets out some considerations in adding house prices to the monetary policy remit and forthcoming financial policy remit, and provides advice on what the wording of any change to the monetary policy remit should be.

2. This advice follows from your 24 November 2020 letter to the Governor of the Reserve Bank (the Bank) that consulted on a change to their monetary policy remit. Your proposal was to require the Monetary Policy Committee (MPC) to “seek to avoid unnecessary instability in house prices” whilst pursuing their operational objectives. The Bank replied that, amongst other things, they would prefer that consideration of house prices be explicitly required in their forthcoming financial policy remit, and possibly by issuing a section 68B direction, instead of their monetary policy remit.

Analysis


3. The MPC and the Bank, when setting monetary and financial policy, already considers house prices and housing costs to an extent. However, the way in which they consider them probably does not align with the broader concerns you have about high house prices. 


4. Housing costs – for example, rents, maintenance and the cost of construction of a new house – enter into the measure of the Consumer Price Index (CPI) that the Bank target. However, the CPI does not include house prices directly, and it gives little weight to the cost of land (there is no measure of the cost of land for owner-occupiers in the CPI - the homeownership component only includes the cost of the building).  Since land has been the main component of the increase in house prices over recent decades, these exclusions may mean the CPI gives an incomplete picture of housing inflation for policy purposes. 


5. Residential lending is an important channel for the transmission of monetary policy, which provides another lens through which the Bank will consider house prices. Importantly though, the MPC considers housing costs, and to a lesser extent house prices, to the extent that they affect the MPC’s economic objectives as opposed to being given weight as they affect broader government objectives. Similarly, for financial policy, the Bank are not required to consider the impact that house prices have on broader government objectives, only financial policy objectives. 


Including a house price consideration in the monetary policy remit


6. The Reserve Bank Act allows you to specify, in the remit for the MPC, a requirement for the MPC to have regard to one or more matters in connection with seeking to achieve an economic objective.

7. Requiring the MPC to have regard to house prices when formulating monetary policy has the potential to better align the MPC’s decision making with your broader objectives. In the short-term, it is possible that requiring the Bank to have regard to house price stability might result in slightly higher interest rates and lower house prices than otherwise. Whether this is welfare enhancing would depend on the benefits of greater house price stability outweighing any costs that might arise from marginal impacts on the Bank’s primary economic objectives.

8. However, we would not expect that the MPC would be able to have a significant impact on house prices in the long-run. Persistently higher interest rates than warranted by the MPC’s economic objectives are likely to be costly. The primacy of the MPC’s economic objectives of stable inflation and sustainable employment mean the impact on house price inflation is likely to be limited. 


9. As the Reserve Bank set out in their response, monetary policy is a cyclical tool: it aims to adjust interest rates relative to their structural level (the level of interest rates that are neither stimulatory nor contractionary).  Over time, a large reduction in the structural level of interest rates has contributed to rising house prices. The MPC have little control over the structural level of interest rates: they set the OCR (or use alternative monetary policy tools) to influence interest rates relative to this structural rate in order to manage the economic cycle. 

10. Attempting to use monetary policy to change the long-run level of house prices would require a persistently higher level of interest rates than warranted by the MPC’s economic objectives. At most, we would expect that the MPC would only mitigate the extremes of the interest rate cycle. Even then, if that entailed significant trade-offs with their economic objectives, then the requirement to have regard to house prices is unlikely to result in a significantly different monetary policy stance. This is likely to be the case presently, where there is a risk of further high house price growth but unemployment is elevated and CPI inflation is below the midpoint of the target band.

11. This is likely to be true for other, existing requirements in the MPC’s remit too. For example, the MPC is currently required to “seek to avoid unnecessary instability in output, interest rates, and the exchange rate”. At times, this requirement will be complementary to the MPC’s primary objectives and at times in conflict. When it is in conflict, the MPC likely do not place significant weight on it – or they consider that the instability in output, interest rates and the exchange rate is necessary, not unnecessary. 

12. Finally, there is a risk that requiring the Bank to have regard to house price instability creates uncertainty as to the MPC’s commitment to their economic objectives. It could come at the cost of higher expected interest rates – for example, following your letter to the Governor, market expectations of interest rates for the 3rd quarter of 2021 shifted up by 9 basis points and the NZD/USD exchange rate by +0.7 per cent.

What wording would the requirement take?


13. What wording to choose depends on what government objective you are aiming to achieve when requesting the MPC to have regard to house prices. For example, if you were concerned with the impact that monetary policy might have on levels of inequality, then house prices would only capture one part of that impact and ignore other impacts such as broader asset prices and any offsetting impacts from low interest rates e.g. higher than otherwise employment for those on the margins of the labour market. Having said that, house prices will capture some aspects of the wealth inequality generated by high house prices, which create a large transfer of wealth towards property owners. 


14. We understand there are three main options that have been identified by your office to require the Bank to have regard to house prices. These are marked up as potential additions to the monetary policy remit in bold below. 

“In pursuing the operational objectives, the MPC shall:


i. have regard to the efficiency and soundness of the financial system, as well as the stability of house prices (option 1);


ii. seek to avoid unnecessary instability in output, interest rates, house prices and the exchange rate (option 2);


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


iv. give consideration to the effect of monetary policy decisions on house prices and the potential associated risks to macroeconomic stability (option 3)”

15. Our preference is for option 2, to “seek to avoid unnecessary instability in house prices”. It places house prices alongside unnecessary instability in output, interest rates and the exchange rate, which are some of the other potentially negative economic impacts that could be generated as the MPC pursue their economic objectives. That the wording would be to seek to avoid unnecessary instability helps to further clarify that this is a secondary objective – presumably there would be times when the MPC considered that house price changes were a necessary consequence of meeting their economic objectives. 

16. Option 1 risks making consideration of the stability of house prices more of a financial stability consideration, whereas your letter to the Bank makes it clear that your concern with regard to house prices is broader than just financial stability. Option 3, “to give consideration to the effect of monetary policy decisions on house prices” does not make it clear what you want to happen to house prices, and the bank already consider the effect of monetary policy on house prices to the extent it impacts on their operational objectives. It also makes house prices a consideration with respect to macroeconomic stability, as opposed to your broader considerations. Our second preference would be option 1, rather than option 3. 


17. In addition, we understand there has been a proposal that instead of a requirement to have regard to house prices, that house prices could instead be added to the Government economic objective that is specified in the remit. We think that adding a reference to house prices to the Government economic objective would carry less weight than adding an additional requirement to the remit. 

18. A final alternative would be something that more explicitly specified the outcome that you are trying to achieve e.g. have regard to housing affordability, perhaps for specific groups. However, it might be that the objective is complicated to specify, given that you will have concerns about a number of different groups e.g. prospective first home buyers, recent buyers with large mortgages, as well as any flow on impacts on the rental market. It would be necessary to specify what groups you wanted to improve housing affordability for, as interest rates are a blunt tool and they would have different impacts on affordability for different groups.

Including a house price consideration in the formulation of financial policy

19. There is less likely to be a conflict between financial policy objectives and a requirement to consider house prices when setting financial policy, compared with the trade-off involved for monetary policy. More often, reducing house price growth will reinforce financial stability. Financial policy tools can also be more targeted to specific sectors of the housing market e.g. residential investors, in contrast to interest rates, which are quite a blunt tool. 

20. Section 68B of the Reserve Bank of New Zealand Act allows you to issue a direction to the Bank to have regard to a government policy that relates to the Bank’s financial policy functions. If you wish to proceed with a section 68B direction, you will need to consult with the Bank before giving a direction. This will need to be set out in a signed written statement, presented to the House of Representatives and published in the Gazette. The effect of any section 68B direction could be carried over into the financial policy remit after the passage of the Reserve Bank of New Zealand Bill.


21. Whilst choosing similar wording as for the monetary policy remit could be an option, section 68B refers to “a government policy”, which the Bank would be required to have regard to. Given the potential for financial policy tools to provide a more targeted approach in certain areas (for example on LVR settings), it would be important to consider exactly how to specify the government policy the Bank should have regard to and how the Bank would interpret any direction in carrying out its financial policy functions.


22. An alternative to issuing a section 68B direction is to begin consulting the Bank on the forthcoming financial policy remit. The financial policy remit will set out matters the Bank board should have regard to when pursuing the financial stability objective. However, this would only come into force once the Reserve Bank of New Zealand Bill is passed.

23. If you prefer this option, we can begin a process with the Bank of drafting a financial policy remit for your agreement before the Bill is passed, which includes a request for the Bank to have regard to the Government’s housing policy objectives. This could be modelled on the sample financial policy remit (Annex 1), which already includes a reference to housing affordability (T2020/88 refers).  


Next Steps


24. As you have already consulted the Bank on the change to the MPC’s monetary policy remit, if you are minded to proceed, no further consultation is necessary. However, we would recommend a letter be sent to the Reserve Bank informing them of your decision. This could also set out your decision on the section 68B direction or the future financial policy remit and that you would like to work with them to consider how best to articulate this. If you agree, we can draft the letter. 


Ministerial involvement in financial policy under the Deposit Takers Act

25. In the future Deposit Takers Act (DTA) regime, there will also be a new process for how financial policy is developed and implemented. The Treasury and the Reserve Bank are currently considering the role of the Minister in financial policy decisions under the DTA (including standards for bank regulation). We are aiming to provide you with some advice in February on options for Ministerial involvement, for example in the setting of standards for bank regulation, that could progress broader government objectives.


Annex 1: Sample Financial Policy Remit


The Reserve Bank of New Zealand Act 2021 requires the Minister of Finance to issue the Reserve Bank with a Financial Policy Remit. This sets out matters the Reserve Bank must have regard to when pursuing the financial stability objective, and when applying the purpose statements and decision making principles in the Deposit Takers Act (DTA) and the Insurance (Prudential Supervision) Act 2010 (IPSA). 


The Reserve Bank’s role


The Government recognises the important role the Reserve Bank plays in regulating and supervising deposit takers and insurers, and the overarching goal of the prudential framework to protect and promote a stable New Zealand financial system. A stable financial system with sound and strong regulated entities is an important prerequisite for sustainable economic growth.


The Government also recognises that risk-taking is essential to well-functioning markets, and ultimately the efficiency and growth of the New Zealand economy. The prudential regime cannot and should not seek to guarantee a zero rate of failure for regulated financial institutions. The Government expects the prudential regime to contribute to a low incidence of failure of regulated entities, while fostering a competitive, innovative and inclusive financial system. Where failures do occur, the Government expects these to be managed in a way that minimises the disruption to depositors, policyholders, the financial sector and broader economy.

The Government’s economic plan


This Government is focused on addressing long term economic challenges to New Zealand. This is with a view to building an economy that is more: 



· productive;


· sustainable; and 


· inclusive. 


The Government’s economic plan sets out four priorities and the eight key economic shifts that are required to transition the economy. The Reserve Bank must have regard to the relevant aspects of Economic Plan and specific priorities as set out below. 


Building a more productive economy 

Open banking


I note the work currently being undertaken by the Ministry of Business, Innovation and Employment (MBIE) on open banking. This Government considers that open banking can deliver competition, efficiency and innovation across the financial services sector. The Reserve Bank must have regard to ongoing developments in this area and the Government’s desire to see this work progress when pursing the financial stability objective.   


Housing affordability


This Government is working towards improving housing affordability and supply. This includes a commitment to ensuring that more low and middle income New Zealanders are able to buy a home. A comprehensive programme of work is taking place designed to deliver improved housing affordability. The Reserve Bank must have regard to the Government’s priorities in this area, along with the associated policy programme, when considering the adoption and implementation of macro-prudential tools to achieve financial stability.   

Small business


The Government supports continuing access to finance for small to medium enterprises. When pursuing the financial stability objective, the Reserve Bank must have regard to the impact on small business finance. This includes taking into account the New Zealand Small Business Strategy and related initiatives. I note in particular the principles relating to competition and avoiding unnecessary compliance costs, and request that the Reserve Bank take into account this Government’s desire to enable the development of the small business sector in New Zealand. 


Building a more sustainable economy 

Climate change

I acknowledge the work the Reserve Bank has undertaken to identify and manage the financial stability risks associated with climate change. I note the Government’s continued focus on transitioning to a climate resilient, sustainable and low-emissions economy.


The Reserve Bank must continue to take into account the risks to financial stability associated with climate change. The Reserve Bank must also take into account the risks associated with climate change when giving effect to the legislative purposes requiring the promotion of public confidence in the financial system, and the maintenance of a sound and efficient insurance sector. 


More generally, the Reserve Bank must also have regard to New Zealand’s climate change programme. In particular, the Reserve Bank should take into account the work currently being undertaken by the Ministry for the Environment and MBIE on the design of a climate related financial disclosure regime. In particular, the extent to which this may contribute to promoting public confidence in the financial system and the insurance sector.

Affordable and available property insurance contributes to resilience

The Government supports measures that promote a sound and efficient insurance industry that contributes to New Zealanders’ resilience to unforeseen events. In particular, this Government has an interest in ensuring that property insurance appropriately contributes to New Zealanders’ long-term resilience to all natural disasters, including earthquakes. The extent to which property insurance contributes to resilience will change if the number of underinsured or uninsured properties materially changes. Accordingly, this government is looking to pursue policies that ensure that property insurance is affordable and available. The Reserve Bank must have regard to these government policies when carrying out its functions, including the impact of insurer solvency standards on competition dynamics and compliance costs in the insurance sector, and the implications for the affordability and availability of building insurance generally. 


New Zealand’s emergency management plan

The National Disaster Resilience Strategy was published in April 2019. I note that the strategy highlights the importance of the ability of infrastructure to function in adverse conditions and to quickly recover after an event. This includes banking and financial services. 


The Reserve Bank must have regard to continuing work on developing New Zealand’s resilience and ability to respond to emergencies. This includes building the resilience of critical infrastructure and managing insurance risks. This must be taken into account when pursing the legislative purposes in the DTA and IPSA. 


Conduct and culture review

This government continues to support measures that ensure the public can have confidence in our financial system and insurance sector. I acknowledge the work done by the Reserve Bank and the Financial Markets Authority on the review of the conduct and culture in New Zealand’s retail banks and life insurers. The Reserve Bank must continue to have regard to work being undertaken across government to strengthen public confidence in New Zealand’s financial system and insurance sector. This includes an in-principle decision to strengthen director and executive accountability, following recent reforms in Australia. 

Building a more inclusive economy 


Financial inclusion


I recognise the work the Reserve Bank has been doing with the finance sector and the Council of Financial Regulators on financial inclusion. Increased competition in the retail and commercial banking sectors supports the Government’s desire to create a more inclusive economy. The Reserve Bank must have regard to this Government’s focus on improving financial inclusion, particularly among low income and rural communities. When assessing regulatory interventions and the relative risk posed by small deposit-takers, the Reserve Bank must have regard to this Government’s willingness to tolerate a degree of regulatory risk in order to ensure the ongoing viability of these institutions.


Regional Economic Development


The Government is committed to supporting thriving and sustainable regions. This includes ensuring that regional communities have access to banking and insurance facilities. The Reserve Bank should have regard to the Government’s aim to enhance economic development opportunities in the regions, improve social inclusion and participation, and to build resilient communities. In this context, the need to avoid unnecessary compliance costs is noted, including compliance costs that may have an impact on regional services. 

Annex 2: Current monetary policy remit


The Government’s Economic Objective

The Government’s economic objective is to improve the wellbeing and living standards of New Zealanders through a sustainable, productive and inclusive economy. Our priority is to move towards a low carbon economy, with a strong diversified export base, that delivers decent jobs with higher wages and reduces inequality and poverty.


Context

Monetary policy plays an important role in supporting the Government’s economic objective. The Reserve Bank of New Zealand Act 1989 (the Act) requires that monetary policy promote the prosperity and wellbeing of New Zealanders, and contribute to a sustainable and productive economy. Monetary policy contributes to public welfare by reducing cyclical variations in employment and economic activity whilst maintaining price stability over the medium term. 


This remit is issued by the Minister of Finance to the Monetary Policy Committee (MPC) under Clause 3, Schedule 1 of the Act. 


1) Monetary Policy Objectives

Under Section 8 of the Act the Reserve Bank, acting through the MPC, 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

For the purpose of this remit the MPC’s operational objectives shall be to:

i. keep future annual inflation between 1 and 3 percent over the medium term, with a focus on keeping future inflation near the 2 percent mid-point. This target will be defined in terms of the All Groups Consumers Price Index, as published by Statistics New Zealand; and


ii. support maximum sustainable employment. The MPC 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.


 In pursuing the operational objectives, the MPC shall:

i. have regard to the efficiency and soundness of the financial system;


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


iii. discount events that have only transitory effects on inflation, setting policy with a medium-term orientation.
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[SEEMAIL][SENSITIVE]



 



Hi Caralee,



 



You asked Renee how other central banks are required to take into account financial stability in their monetary policy considerations.



 



In summary, of the central banks we’ve looked at, Norway and Australia probably go the furthest in acknowledging that there should be some flexibility to the inflation target to allow for financial stability considerations. In other central banks, some of the remits (e.g. UK) make reference to the need for financial stability and others (e.g. US) have published papers discussing how financial stability is a consideration in the committee’s policy decisions - these tend to be subordinate to the price stability objective (as the ECB explicitly sets out). To state the obvious, the greater focus on financial stability tends to sit in the financial policy remit, as there is generally considered to be less of a trade-off with other objectives in using macroprudential policy tools to target financial stability. 



 



My reading of all this is that the current requirements on the RBNZ “to have regard to the efficiency and soundness of the financial system” are in line with international comparators – albeit perhaps not going as far as Australia or Norway. What would be different about the current proposal for the RBNZ to consider house prices (specifically in the context of the government’s broader objectives with respect to inequality, productive capacity etc) is that house prices are not being considered from solely a financial stability perspective, wherein consideration of financial stability could be done to further the Bank’s other objectives – at least in the long-run e.g. if financial stability were a longer-term risk to output and employment stability. 



 



As such, there could be more of a trade-off between giving consideration to house prices (from a distributional perspective) and the Bank’s objectives on price stability and maximum sustainable employment. That the Bank just needs to “have regard to” house price stability significantly lessens the trade-off in that it is a subordinate consideration (but also risks it not having the desired effect on house prices). I think it would be useful for the Bank to think quite broadly as to whether there are other changes to their frameworks that would allow them to maintain a focus on delivering price stability and maximum sustainable employment whilst also taking pressure off the housing market (to deliver distributional goals, not just financial stability ones) – for example, it could be that other parts of the framework e.g. giving a direction under section 68B (to have regard to a government objective in the setting of prudential policy) could be considered as well as changes to the monetary policy framework. 



 



…



 



*	Norway: The Norges Bank’s objectives are set out by law and by regulation. The regulation states that Inflation targeting shall be forward-looking and flexible so that it can contribute to high and stable output and employment, and to counteracting financial imbalances. Norges Bank notes that to some extent, monetary policy can contribute to counteracting the build-up of financial imbalances and thereby reduce the risk of sharp economic downturns further ahead. If there are signs that financial imbalances are building up, the consideration of high and stable output and employment may in some situations suggest keeping the policy rate somewhat higher than would otherwise be the case. The regulation and supervision of financial institutions are the primary means of addressing shocks to the financial system

*	Australia: Their statement on the conduct of monetary policy says “they (the RBA and the Government) agree that an appropriate goal is to keep consumer price inflation between 2 and 3 per cent, on average, over time. This formulation allows for the natural short-run variation in inflation over the economic cycle and the medium-term focus provides the flexibility for the Reserve Bank to set its policy so as best to achieve its broad objectives, including financial stability.”

*	UK: The Act sets out the monetary policy objectives as price stability and “subject to that, to support the economic policy of Her Majesty’s Government, including its objectives for growth and employment.” The monetary policy remit states that “The government’s economic policy objective is to achieve strong, sustainable and balanced growth. Price and financial stability are essential pre-requisites to achieve this objective in all regions and sectors of the UK economy.”

*	US: The Fed’s monetary policy objectives do not make reference to any financial stability consideration. They publish a ‘statement on longer-run goals and monetary policy’ strategy which states… “Moreover, sustainably achieving maximum employment and price stability depends on a stable financial system. The Committee’s policy decisions reflect its longer-run goals, its medium-term outlook, and its assessments of the balance of risks, including risks to the financial system that could impede the attainment of the Committee’s goals”.

*	Euro area: There is nothing in the monetary policy section of the on Treaty of the Functioning of the European Union on financial stability. An overview of the ECB’s monetary policy states that “Regarding the ECB’s monetary policy, the contribution to financial stability is subordinated to the objective of price stability. This assignment reflects the view that the maintenance of price stability is ultimately the best contribution monetary policy can make in support of financial stability.” 



 



Happy to look at more if you have some specific ones in mind?



 



Neil Kidd | Principal Advisor, Macroeconomic & Fiscal Policy | The Treasury



Tel: +64 4 890 7203 | Neil.Kidd@treasury.govt.nz



   



CONFIDENTIALITY NOTICE [SEEMAIL]



The information in this email is confidential to the Treasury, intended only for the addressee(s), and may also be legally privileged. If you are not an intended addressee:



a. please immediately delete this email and notify the Treasury by return email or telephone (64 4 472 2733);



b. any use, dissemination or copying of this email is strictly prohibited and may be unlawful. 



 






Source: IMF Intendent evaluation of the IMF work on UMP impacts 

file:///C:/Users/dimaioM/Downloads/ump-bp05-the-risks-side-effects-of-ump-an-assessment-of-imf-views-analysis.pdf 



UNCONVENTIONAL MONETARY POLICIES AND INEQUALITY 

Portfolio and labor income channels 

6. It has long been recognized that monetary policy actions have distributional effects (Greenspan, 1998). Expansionary monetary policy, i.e., lowering of policy interest rates, lowers interest incomes, other things equal. At the same time, it also raises labor incomes by reducing unemployment and bringing about a recovery of the economy. Depending on their asset positions and labor force status, households can be affected differentially through these portfolio and labor income channels. The presumption, supported by some empirical evidence, has been that for the vast majority of households, the latter effect dominates and moreover that the gains in labor income are fairly evenly distributed (Romer and Romer, 1999). Thus, conventional expansionary monetary policy is generally believed to decrease income inequality. Moreover, since the monetary easing is usually reversed in a year or two as the economy recovers, the policy is considered not to have a permanent impact on the distribution of income, i.e., there is little impact on wealth inequality from conventional monetary policy. 

7. Though similar channels operate in the case of UMP, there have been concerns that UMP may be more prone to raising inequality. The nature of the portfolio channel may be somewhat different with UMP than with conventional monetary policy. On the one hand, the cut in policy interest rates to zero and even to negative values—and the forward guidance to hold rates low for an extended period of time—lowers interest incomes on fixed-income assets, which tend to be held by older, retired people often with limited alternatives.[footnoteRef:1] This point was emphasized in a 2013 study by McKinsey Global Institute, which shared that “younger households that are net borrowers” had benefited from UMP. On the other hand, with UMP, central banks are rather explicitly trying to push up the prices of risky assets (e.g., equity prices and house prices), which have larger shares in the portfolios of higher-income households. Critics have argued that this effect can be substantial and can even offset the equalizing impact of UMP through the labor income channel. Moreover, by leading to a persistent increase in the prices of risky assets, UMP may also have led to an increase in wealth inequality, not just income inequality, in part because UMP have persisted for much longer than a conventional monetary policy cycle.  [1:  4 Note, however, that in countries with negative interest rates, banks have typically chosen to protect retail customers by not applying negative rates to their deposits (Honohan, 2019).
] 


8. Central banks undertaking UMP have been open to considering the possibility that their effects on income and wealth distribution may be less benign than in the case of conventional monetary policy (Fontan, Claveau, and Dietsch, 2016). In particular, central banks acknowledge that encouraging some risk-taking, and raising asset prices in the process (particularly benefiting wealthy households) is an important part of the transmission channel from UMP to the economy. However, they argue that while this channel taken in isolation might raise inequality, the beneficial—and fairly evenly distributed—gains in labor income from economic recovery are also likely to have been substantial, given the depth of the recession. Haldane (2018) argues that had UMP not been undertaken, the distributional consequences would have been worse. Central banks also recommend that to the extent that there are adverse distributional consequences on some segments of the population, these would be better addressed through fiscal policy rather than by scaling back UMP. 

Empirical evidence 

9. The evidence on the impacts of UMP on income and wealth inequality is mixed. This is not surprising given the lack of a commonly accepted framework for analysis of such effects, the numerous ways in which inequality can be measured, the heterogeneity in household portfolio and labor force composition across countries (and even over the course of the decade), and differences in the timing and specifics of UMP programs. Nevertheless, a number of credible studies do find some evidence of an increase in inequality from UMP. At the same time, these studies do not generally provide evidence on what inequality would have been if UMP had not been carried out or if alternate policies had been adopted; hence, they do not offer a rebuttal of central banks’ argument that the counterfactual would have been worse. 

10. Key studies, many of them carried out by central banks, on the link between UMP and income inequality include the following: 

I. United States: Montecino and Epstein (2017) decompose changes in households’ net income (total income minus interest payments on debt) between 2010 and 2013 into changes coming from employment and returns on various financial assets. They find that while employment changes and mortgage refinancing tended to narrow income inequality, these impacts were outweighed by the increase in inequality from realized equity returns. Using estimates from the literature on the impact of QE on the different 37 components, they conclude that the Fed’s UMP led to modest increases in inequality over this period.5 

II. United Kingdom: Bunn, Pugh, and Yeats (2018) compare the actual change in income components of U.K. households between 2008 and 2014 with their hypothetical values had the BoE kept its monetary policy as in 2008 before the GFC. While UMP had a positive overall impact on aggregate household income, the upper part of the income distribution benefited from a larger increase than the lower part; in fact, the bottom decile percent are estimated to have lost out from the loosening of monetary policy. Mumtaz and Theophilopoulou (2017) also find that quantitative easing worsened income inequality in the United Kingdom, in contrast to the effects of conventional monetary policy easing. 

III. Japan: Saiki and Frost (2014) estimated UMP’s effects on income inequality based on Japanese household survey data spanning from 2008 to 2013. They find that the use of UMP significantly widened income inequality in Japan, mostly through higher realized capital gains for the households at the top of the income distribution. Saiki and Frost (2018) revisited their initial study on a longer time span and confirm their initial results. Using a similar measure for QE on an extended sample (2002–17), TaghizadehHesary, Yoshino, and Shimizu (2018) confirm Saiki and Frost’s results.6 

IV. Euro area: Empirical findings on the distributional impact of UMP in the euro zone have only recently started to emerge. In contrast to the literature cited above for the other countries, these studies tend to conclude that the ECB’s UMP have or will lead to a decrease in income inequality. Some rely on the assumption that an equalizing impact through the labor market will eventually materialize and offset an initial increase in inequality due to lower interest incomes (Bundesbank, 2016). Others translate UMP into a decline in shadow policy interest rates, an assumption likely to understate the impact of the portfolio balance channel—and the consequent increases in asset prices—which are a key transmission channel of UMP (Lenza and Slacalek, 2018). 

11. The impact of UMP on wealth inequality is particularly difficult to assess, given greater challenges in measuring wealth than income. Nevertheless, there is suggestive evidence: 

· The Bank of England (2012) notes that their UMP programs pushed up the prices of equities—of which 40 percent are held by the top 5 percent richest households—by at least as much as it has pushed up the price of the government bonds they bought. 

· Adam and Tzamourani (2016) study the distributional consequences of asset price increases for euro area households. They find that gains from bond price increases have been spread evenly across households, leaving wealth inequality largely unchanged. In contrast, equity price increases largely benefited the top of net wealth (and income) distribution, and thus increased wealth inequality. House price increases display a hump shaped pattern over the net wealth distribution, with the poorest and richest households benefiting least. 

· Domanski, Scatigna, and Zabai (2016) explore the impact of QE in different advanced economies using household survey data. They find that, while low interest rates and rising bond prices have had a negligible impact on wealth inequality, rising equity prices have been a key driver of inequality. Higher housing prices have only partly offset this effect. 

· Dobbs and others (2013)7 examine the distributional effects and risk of QE and ultra-low interest rates in the United States, the United Kingdom, and the euro zone. They provide suggestive evidence that ultra-low interest rates have produced large distributional effects on both incomes and wealth in different segments of the population in advanced economies through changes in interest income and interest expense and through gains in house prices.
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Speaking points for oral item at Cabinet on housing measures

Background and objectives

1. Next week the Mister of Revenue, the Minister of Housing and I will bring a paper to Cabinet setting out measures that we propose to take to reduce demand in the housing market to support more sustainable house prices and create additional opportunities for first home buyers.

2. [bookmark: _GoBack]In particular they will target the speculative investment that has helped drive the price increases affecting all prospective homeowners in recent years.

3. To help coordinate many policy areas and future Cabinet papers relating to housing we will also propose a set of strategic policy objectives for the housing market covering our objectives on both the demand and supply side. 

4. [bookmark: _Hlk63415501]The Minister of Housing will bring a package to promote land development and additional housing supply as part of Budget 2021. Taken together, these are one part of a comprehensive package that we can implement now, before we undertake the resource management reforms required to provide for our housing needs.

Tax measures

5. The first measure that we will propose is to extend the bright-line test from five years to twenty years for properties acquired after the announcement. 

6. That will mean that investor owners of property who sell that property within twenty years would have to pay income tax on the gains that they make. 

7. We will also need to consider other changes to the bright-line rules, for example on how we define a main-home, so they are fit for purpose for the extended period. We are considering those issues and will bring recommendations to Cabinet.

8. The second measure that we will propose is that we agree, in-principle, to restrict mortgage interest deductions. That will mean that investor landlords will be able to deduct less, or none of, their interest costs from their income before they calculate income tax.

9. The Minister of Revenue and I are considering the key design issues we should announce and will come to Cabinet with recommendations next week. That includes whether we should deny all or just a share of mortgage interest deductions, and whether it should only apply prospectively.

10. We will still need to consult on the implementation of this measure and other design issues after announcement, ahead a final Cabinet decision. 

11. By reducing investor demand, these measures should take some heat out of the housing market and create additional opportunities for first-time buyers. 

12. There are risks, such as potential upwards pressure on rents, which is why it is important that this is the first part of a broader housing package.

13. Given the risk that these tax changes could reduce incentives to build new homes, particularly rental homes, we will also recommend to Cabinet next week whether or not we should exempt early investors in new build homes from these measures.

Macro/Reserve Bank Measures

14. The third measure will be to require the Reserve Bank to consider government housing policy when it is fulfilling both its financial stability and its monetary policy duties. 

15. I intend to issue a direction to the Bank under section 68B of the RBNZ Act that it must have regard to the Government’s housing policy objectives in relation to its financial policy functions. 

16. I will also be seeking agreement to a change in the monetary policy remit, which sets out the Monetary Policy Committee’s operational objectives for monetary policy. This revised remit will:

· set the expectation that the MPC comprehensively understands the effects its decisions have on the Government’s housing objective, while it is pursuing its economic objectives, and

· provide transparency and assurance about how the MPC understands these effects.

17. These changes follow my letter to the Governor in late 2020 seeking his views on requiring the MPC to “seek to avoid unnecessary instability” in house prices through the remit. 

18. Upon receiving the Governor’s response, I asked the Treasury and the Bank jointly to identify options for a section 68B direction and to replace the remit. The changes I will be taking to Cabinet reflect that advice from officials.  

19. I am not changing anything regarding the Bank’s primary objectives of maintaining a sound and efficient financial system, and price stability and maximum sustainable employment in conducting monetary policy. These changes are about elevating the prominence that the Bank and the MPC will give to housing affordability when pursuing those primary goals. 

20. Alongside this third measure, I am also inviting the Bank to provide further advice on whether debt-to-income limits (DTIs) should be added to the Bank’s macroprudential toolkit. 

21. The Treasury has been relatively supportive of the addition of a DTI tool in the past. However officials recommended (and I have agreed) that more information is needed before a firm view of the merits of DTIs now can be reached, particularly in light of the upcoming section 68B direction. 

22. I have also asked the Reserve Bank to provide advice on whether there are any stability risks associated with interest only mortgages, and whether any restrictions may also take into account any government policy direction issued under section 68B.
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Treasury Report: Housing policy and the Reserve Bank

Date: 5 February 2021 Report No: T2021/155
File Number: MC-1-1-1-2

Action sought

Action sought Deadline
Minister of Finance (Hon Grant Agree the direction to be issued Tuesday 9 February, to inform
Robertson) under section 68B of the Reserve Cabinet paper drafting for 15
Bank of New Zealand Act 1989. February.

Agree to the policy intent for a
replacement remit that incorporates
the Government’s housing policy.

Contact for telephone discussion (if required)

Name Position Telephone 1st Contact
Elle Hughes Analyst, Macroeconomic and | +64 4 917 6108 N/A v
Fiscal Policy (Wk) (mob)
Renee Philip Manager, Macroeconomic +64 4 917 6046 +6421329561
and Fiscal Policy (wk) (mob)

Minister’s Office actions (if required)

Return the signed report to the Treasury.
Refer this report to the Associate Ministers of Finance.

Enclosure: Yes (attached)
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Treasury Report: Housing policy and the Reserve Bank

Executive Summary

Over the coming months, the Government will consider a range of policies to support better
housing outcomes for New Zealanders.

This report provides advice on exercising two levers you have to influence housing
outcomes:

i. Directing the Reserve Bank (‘the Bank’) to have regard to a government policy
objective relating to housing affordability when formulating financial policy, under
section 68B of the Reserve Bank Act (‘the Act’); and

. Requiring the Reserve Bank’s Monetary Policy Committee (MPC) to assess and
communicate the impacts of its decisions on government policy objectives relating to
housing affordability.

A previous report provided initial advice on requiring the Bank to have regard to house prices
[T2021/11 refers]. This report responds to your subsequent request that the Treasury work
with the Reserve Bank to identify specific options and jointly recommend wording. The Bank
has been consulted on this report and its preferences are indicated in the report.

The Treasury and the Bank expect these options would have a modest impact on
housing affordability, particularly in relation to monetary policy. The options in this
report elevate the prominence the Bank and the MPC give to housing affordability, but may
not lead to materially different decisions. The proposed measures will not lead the Bank and
the MPC to take decisions to promote housing affordability if they are not consistent with
their primary objectives. Therefore, these limitations highlight the importance of the other
initiatives the Government is considering to promote better housing outcomes.

Section 68B direction

Section 68B of the Act empowers you to direct the Bank to have regard to a government
policy that relates to the Bank’s registration and supervision functions under the Act. Section
68B is intended to be used to highlight government policy priorities that the Bank must have
regard to when pursuing its financial stability mandate and statutory purposes. The Bank
would then be required to ‘have regard to’ the specified government policy. It does not
change the nature of the Bank’s functions or require the Bank to implement a government
policy.

This report identifies three options for expressing a Government Policy on housing, which
could then be expressed in a section 68B direction.

o Option 1: To have regard to the Government policy on the desired overall level of
house prices, i.e. “to support more sustainable house prices”. This is the Reserve
Bank’s strongly preferred option.

o Option 2: Option 1, plus the Government’s specific policy objective regarding first home
buyers, i.e. “to support more sustainable house prices by dampening investor
demand for existing housing stock in order to allow more opportunities for first
home buyers”. This is the Treasury’s preferred option.

o Option 3: To have regard to the Government’s entire policy objective on housing, which
includes the above, as well as broader factors such as ‘safe, warm and dry’ housing.
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The Treasury’s preference is for Option 2 because it achieves the overall objective of
communicating the Government’s housing priorities. In addition, unlike Option 1, this would
justify a differential approach to investors than owner-occupiers. It is also more specific — and
therefore potentially more effective than — Option 3, and also has lower legal risk.

The Bank’s strong preference is for Option 1. This option most accurately represents the
Bank’s role in supporting the Government’s housing objective. It would require the Bank to
assess and have regard to whether house prices are within some range of ‘fair value’ and
whether there are shorter-term portfolio investment house price drivers related to expected
capital gains. The Bank thinks that this option would reduce the risk of setting unrealistic
expectations about the Bank’s ability to address issues around the balance between owner
occupiers and property investors, which are better addressed with other Government
policies. In practice, this would require an assessment of whether house prices are within
some range of ‘fair value’. This includes looking for signs of shorter-term portfolio investment
drivers related to expected capital gains, such as a significant rise in the share of houses
purchased by property investors or an unwarranted fall in rental yields.

Replacing the remit

In terms of the monetary policy remit, the Treasury and the Bank jointly recommend that you
seek a new remit that requires the MPC to assess how its monetary policy decisions affect
the Government’s housing objectives, which would be specified by reference to the section
68B direction. This change would require the MPC to both assess and communicate the
effects of monetary policy on the Government’s housing objectives. However, it would not
alter the monetary policy objectives and the MPC would retain autonomy over whether and
how its monetary policy decisions take account of potential housing consequences. We
recommend that any replacement remit expire in 2024.

Debt-to-income ratios

This report also recommends that you ask the Bank to provide further advice on debt-
to-income ratios (DTIs). This follows from the Bank’s 9 December 2020 request that the
Government allow it to make use of tools such as DTI limits. The Treasury’s previous view on
DTls — that we are relatively supportive of the addition of DTls to the Bank’s macroprudential
toolkit as a way of promoting financial stability and reducing the risk of boom-and-bust
economic cycles — largely still stands. However, to form a firm view on the merits of DTIs, we
recommend that you ask the Reserve Bank for more information on the DTI settings that
might be implemented, particularly in light of the upcoming section 68B direction.

Next steps

The annexes include a draft section 68B direction and a draft replacement remit. The
Treasury proposes that both matters be considered at Cabinet on 15 February, alongside
proposals relating to tax changes to moderate house price growth. The Treasury anticipates
that any new section 68B direction could be issued following 15 February, with any new
monetary policy remit issued after the release of the Reserve Bank’s Monetary Policy
Statement on 24 February.
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Recommended Action

We recommend that you:

a

Note that the Government housing policy objectives are being considered in a parallel
report [T2021/103 refers], and we have taken the proposed policy wording as given in
this report.

Section 68B direction

b

Agree to issue a section 68B direction on government policy
Agree/disagree

Agree wording for the section 68B direction to require the Reserve Bank to have
regard to:

1. Government policy “to support more sustainable house prices” (the Reserve
Bank’s strongly preferred option)

Agree/disagree
(or)
2. Government policy “to support more sustainable house prices by dampening

investor demand in order to allow more opportunities for first home buyers” (the
Treasury’s preferred option)

Ag rEE/d-Isa-g-r-ee I would like to slightly alter the wording to say "to support more sustainable house prices, including by dampening..."

(or)

3. The entire Government policy objectives on housing (see body of this report and
T2012/103)

Agree/disagree

Provide feedback on the attached draft section 68B direction.

Monetary policy remit

e

Agree to seek to implement a replacement remit that incorporates the Government’s
housing policy (Treasury and Reserve Bank joint recommendation),

Agree/disagree

Note that the Treasury and Reserve Bank have identified wording that both parties are
content with, and that PCO would then draft the remit,

Agree that the replacement remit should reflect the policy intent to:

Treasury:4414750v1 SENSITIVE Contains legally privileged material 4
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a.  Setthe expectation that the MPC, while it is pursuing its economic
objectives, comprehensively understands the effects its decisions have on
the Government’s housing objective, and

b.  Provide transparency and assurance about how the MPC understands
these effects.

Agree/disagree-

h Note that, if section 2B of the remit requires the MPC to assess its impact on the
Government’s housing objective, the charter will consequentially require the MPC to
publicly explain how it has sought to assess its impact on that objective,

i Agree that the replacement remit should expire on 14 February 2024,
Agree/disagree
Debt-to-income ratios

i Invite the Reserve Bank to provide further advice on introducing limits on debt-to-
income ratios.

Yes/no while noting that my default position is not to agree to their introduction.

Next steps

k Note that there are timing risks relating to the PCO drafting and certification of a new
remit, and the Treasury will undertake to provide an update on timing next week, and

Agree that the Treasury will draft a letter for you to send to the Bank to inform the Bank

of your decisions, and request further advice from the Bank on DTI ratio restrictions,
and

Agree/disagree
m  Refer this report to the Associate Ministers of Finance (Woods and Parker).

Refer/do not refer

Renee Philip
Manager, Macroeconomic and Fiscal Policy

Hon Grant Robertson
Minister of Finance

08/02/2021
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Treasury Report: Housing policy and the Reserve Bank

Purpose of report

1.

This report responds to your request for further advice on options to direct the Reserve
Bank of New Zealand (‘the Bank’) and its Monetary Policy Committee (MPC) to have
regard to the Government’s strategic objectives for housing.

This report seeks your decisions on options to support Government economic
objectives for housing by:

a Formulating a Government policy objective that relates to the Bank’s functions to
maintain a sound and efficient financial system, and directing the Bank to have
regard to that Government policy, under section 68B of the Reserve Bank of New
Zealand Act 1989 (‘the Act’), and

b  Replacing the MPC remit with one that requires the MPC to assess the impact of
monetary policy on the Government’s housing objective.

Following your decisions, the Treasury will prepare a draft Cabinet paper for 15
February, seeking Cabinet agreement to:

a Issue a direction to the Bank under section 68B of the Act, and
b Recommend that the Governor-General replace the MPC remit.

This would enable you to announce intended changes before the next Monetary Policy
Statement is released on 24 February. The section 68B direction would come into
effect after it is issued. The new remit would not come into effect until after being
agreed by the Executive Council and issued by the Governor-General. It may be
subject to the 28-day rule which means it would not come into effect until 28 days after
being notified in the Gazette. This timeframe would be consistent with the MPC
operating under the new remit for its decision in May.

Context

5.

The Government is considering a range of policies to support better housing
outcomes for New Zealanders. Access to affordable housing is a significant and
growing concern for New Zealanders. The current state of the housing market creates
significant societal inequities, and cuts across a number of the Government’s other
goals.

On 24 November 2020, you wrote a letter to the Governor of the Bank that
consulted on a replacement of their monetary policy remit. Your proposal was to
require the MPC to “seek to avoid unnecessary instability in house prices” whilst
pursuing their operational objectives. The Bank replied that, amongst other things, it
would prefer that consideration of house prices be explicitly required in their
forthcoming financial policy remit, and possibly by issuing a section 68B direction under
the Act, instead of their monetary policy remit.

A previous report provided initial advice on requiring the Bank to have regard to
house prices [T2021/11 refers]. The Treasury advised that there is potential to deliver
your housing objectives by issuing a section 68B direction or through an addition to the
forthcoming financial policy remit. This is because there is less likely to be a conflict
between financial policy objectives and a requirement to consider house prices when
setting financial policy, compared with the trade-off involved for monetary policy. More
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often, moderating house price growth will reinforce financial stability. Financial policy
tools can also be more targeted to specific sectors of the housing market e.g.
residential investors, in contrast to interest rates, which are quite a blunt tool.

Your proposed change to the monetary policy remit could be a useful signal to send
that you expect the MPC to consider the broader impacts of their decisions. However,
the primacy of the MPC’s economic objectives of stable inflation and sustainable
employment mean the impact on house price inflation from changes to the MPC remit
are likely to be limited.

You subsequently requested that the Treasury work with the Bank to identify
options to replace the remit, and issue a section 68B direction, and jointly
recommend wording for both. Treasury has consulted the Bank on each of the
options presented below. The Bank’s views are reflected where relevant.

On 15 February, Cabinet will consider the first in a new series of papers on
measures to address the housing crisis [T2021/103 refers]. That Cabinet paper will
outline the current state of the housing market and its fiscal and wellbeing
consequences. It will also propose tax policy changes to support the Government’s
housing objectives. Treasury is working to progress a potential section 68B direction
and remit changes such that Cabinet can consider them in parallel, on 15 February.
You have separately received a Treasury Report on the issue of interest-only
mortgages [T2021/199 refers].

The Bank will also be announcing its decision on reinstating the LVR restrictions by 9
February. While the decision will come before any section 68B direction, Treasury
understands that the Bank will continue to monitor and review the calibration of its LVR
settings. The Reserve Bank will not be able to refer to or take into account the
upcoming section 68B direction in their immediate LVR decision. The impact of the
section 68B direction on future Reserve Bank decisions on LVR limits will also depend
on the calibration of the reinstated restrictions which will be announced next week.

The Treasury expects that the changes proposed in this paper will have modest effects
on housing outcomes, compared with the more fundamental measures being
considered as part of the broader package. The changes proposed here are unlikely to
substantially shift longer-term outcomes in the housing market.

Issuing a section 68B direction to require the Reserve Bank to have regard to
Government policy

13.

14.

15.

You have asked for advice on issuing a direction on housing policy to the Bank under
section 68B of the Reserve Bank Act 1989. Treasury understands that your objective
for issuing a direction to the Bank would be to promote the development of financial
policy that maintains a sound and efficient financial system in a manner that supports
(or aligns with) the Government’s wider strategic objectives on housing.

This report provides you with further information about a section 68B direction, options
for expressing government policy on housing, Treasury and the Bank’s views, a draft
section 68B direction for your consideration, and advice on next steps.

Section 68B empowers the Minister of Finance to direct the Bank to have regard to a
government policy that relates to the Bank’s registration and supervision functions
under the Act.
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Your power to give a section 68B direction

16.

17.

18.

19.

The direction power in section 68B is based on section 104 of the Crown Entities Act
2004. However, a key difference is that for a section 68B direction, the government
policy must relate to the Reserve Bank’s functions under Part 5, 5B and 5C of the Act
(while the CEA provision refers to the autonomous Crown entity’s functions and
objectives).

Generally speaking, the Bank’s functions under Part 5, 5B and 5C of the Act include
bank registration, prudential supervision, and statutory management, and regulation of
payment and settlement systems.

Section 68 of the Act states the powers conferred on the Governor-General, the
Minister, and the Bank by this Part of the Act, which includes the 68B direction power,
shall be exercised for the purposes of:

a promoting the maintenance of a sound and efficient financial system; or

b avoiding significant damage to the financial system that could result from the
failure of a registered bank.

Certain procedural requirements also apply. For example, you must consult with the
Reserve Bank on the proposed direction before giving it and must present it to the
House and publish in the Gazette as soon as practicable after giving it.

Government Policy and the impact on Reserve Bank financial stability policy

20.

21.

22.

23.

24.

A government policy is generally understood to be a collective government position on
a certain matter, such as a Cabinet decision or the governing party’s political position.
The term ‘policy’ implies some degree of generality, but less specific than a command
to perform a specified act.

Section 68B also assumes that the government has already determined a ‘policy’ which
the Reserve Bank is to have regard to, before the direction is issued. There is no set
form for a policy, but it could be a standalone announcement or evident in something
that is contained in a clear, public, written document.

As noted above, in order to give a direction under section 68B with respect to a
Government policy, that policy must relate to the Bank’s registration, supervision,
statutory management, payment or settlement system functions. For example, you
could use the section to highlight or clarify Government policies such as housing
affordability for first home buyers, or an intention to reduce demand by investors.
However, a direction may not be used to define the meaning of the Bank’s objectives in
section 68, or to direct the Bank to achieve other new objectives.

Section 68B is intended to be used to highlight government policy priorities that the
Bank must have regard to when pursuing its financial stability mandate and statutory
purposes. The Bank would then be required to ‘have regard to’ it, which is generally
understood to mean it must give genuine attention and thought to the direction, weigh it
against other relevant factors, and give it the weight the Bank considers is appropriate
in the circumstances. It does not change the nature of the Bank’s functions or require
the Bank to give effect to a government policy.

Treasury recommends seeking Cabinet confirmation of the current Government policy
and objectives on housing before a section 68B direction is issued.
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Government Policy on Housing

25.

26.

27.

28.

Treasury understands that you will soon be seeking Cabinet agreement on the
Government’s strategic policy on housing, including objectives [T2021/103 refers]. This
could be used as the basis of the government policy which is to be referred to in a
section 68B direction.

In particular, the relevant proposed objective is:

“In the short to medium term, support more sustainable house prices by dampening
investor demand for existing housing stock, while creating additional opportunities for
first home buyers.”

As noted at paragraph 18 above, you must exercise your powers for the purposes of
promoting the maintenance of a sound and efficient financial system, or avoiding
significant damage to the financial system that could result from the failure of a
registered bank.

The Treasury thinks that there are three broad options for a direction which would
promote a sound and efficient financial system, as well as highlight the government’s
housing policy objectives.

Option 1: ‘To support more sustainable house prices’ (the Reserve Bank’s strongly
preferred option)

29.

30.

31.

This option provides a general, high-level statement of Government policy on housing,
centred around sustainability. It also includes the wider Government policy objectives
on housing in the explanatory note. In this context, the Reserve Bank would interpret
‘supporting more sustainable house prices’ as requiring the Bank to consider how its
financial policies, including capital requirements and loan-to-value ratio policies, affect
house prices against some sustainable level. In practice, this would require an
assessment of whether house prices are within some range of ‘fair value’.! This
includes looking for signs of shorter-term portfolio investment drivers related to
expected capital gains, such as a significant rise in the share of houses purchased by
property investors or an unwarranted fall in rental yields.

The main benefit of this option is that it best aligns with long-term economic
fundamentals of housing and the Bank’s financial stability mandate. It is clearly linked
to the purpose of promoting a sound and efficient financial system. This would help to
manage the risk that the section 68B direction could create unrealistic expectations
around the ability of the Reserve Bank to address issues in the housing market. This
option is also a broad expression of the relevant Government housing objective above,
which is one part of ensuring house prices do not exceed their fair value.

On the other hand, this option does not explicitly include the more specific Government
policy objectives on housing, which are to ‘dampen investor demand for existing
housing stock, while creating more opportunities for first-home buyers’. The risk of not
articulating these specific objectives is that it does not formally require the Bank to
consider them when it is carrying out its relevant functions and therefore does not
justify a differential approach to investors and owner-occupiers. However, in practice,
the Bank is of the view that it would consider and have regard to the specific objectives,
to the extent that property investors are a factor driving house prices above fair value.

1 Measures of fair value include comparison of house prices to: (i) affordability for owner-occupiers in the prevailing
macroeconomic environment; or (ii) the cost of building a new house.
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The economic language used in this option may also be difficult for the public to
understand fully. To counter this, the Reserve Bank plans to clearly articulate how the
direction will be factored into decision-making in a public speech in March if this option
is taken forward.

Option 2: 'To support more sustainable house prices by dampening investor demand
for existing housing stock, in order to allow more opportunities for first home buyers’
(the Treasury’s preferred option)

33.

34.

35.

36.

37.

This option builds on Option 1 by including the Government’s specific policy objective
regarding first home buyers. It also includes the wider Government policy objectives on
housing in the explanatory note. The language on first home buyers in the direction
itself has been modified slightly to better fit with the Reserve Bank’s financial policy
functions. This objective relates to recent house price increases, largely caused by
demand-side factors.

This option clearly articulates the Government’s relevant policy objectives for first home
buyers and how it wishes to achieve this, by dampening investor demand, which may
be relevant to Reserve Bank policies regarding mortgage lending. When considering
financial policy, such a direction would prompt the Bank to have regard to the impacts
on different groups in a way that reflects the Government’s specific housing objectives.

While the first part of the objective has direct links to financial stability, the second part
is a sub-objective of sustainable house prices, by shifting distribution of housing
ownership away from investors and towards first home buyers. There may be different
financial stability risks from investors and first home buyers. For example, investors
may be expected to more quickly sell their properties in response to declining house
prices, which increases the risk of ‘fire sales’ in a downturn. Investors entering the
market at a later stage may also pose a higher risk.

We are still working to confirm that this option does not raise any risks within the legal
framework of section 68 and 68B. Treasury Legal notes that the powers conferred on
the Governor-General, the Minister, and the Bank by Part 5 of the Act need to be
exercised for the purposes of promoting the maintenance of a sound and efficient
financial system or avoiding damage to the financial system.

In the Bank’s view, a more targeted direction is likely to be less effective as, in some
circumstances, it could be inconsistent or incompatible with the main financial stability
objective. This objective would also not translate well to the MPC remit, given the blunt
nature of monetary policy tools, making it harder to coordinate monetary policy and
financial policy. The time-specific nature of the direction could also conflict with the
longer-term focus of financial policy. This could create unhelpful expectations about
future policy direction.

Option 3: Include the entire Government housing policy objectives in the direction to
the Reserve Bank

38.

39.

This would involve specifying the entire Government housing policy objective in the
formal direction to the Reserve Bank, rather than only in the context section, as in
Option 2.

The current proposed housing policy objectives are:

a Ensure every New Zealander has a safe, warm, and dry home to call their own —
whether they are renters or owners.
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b In the short to medium-term, support more sustainable house prices by
dampening investor demand for existing housing stock, while creating
additional opportunities for first-home buyers.

c Create a high-performing housing supply system for renters and owners, taking
credible measures to increase supply and facilitate responsive, competitive, and
more affordable housing and urban land markets that are well planned and well-
regulated.

The benefit of this option is that it fully articulates the Government’s housing strategy to
the Reserve Bank. This may have benefits in terms of encouraging the Reserve Bank
to look at factors beyond just investor demand, such as the impact of its
macroprudential tools on the supply of new builds.

However, this option has limitations in that, by specifying the entire housing objective in
the direction, it may be insufficiently clear what part of the objective the Government
wants the Reserve Bank to focus on. This may lead to the direction having less effect
than one that is more precisely specified (such as Option 2).

In addition, this option has been developed under time constraints. Treasury Legal's
preliminary view is that, by including a wider range of matters, such as but not limited to
‘safe, warm and dry’ housing, which sits well outside of the Reserve Bank’s functions
under Part 5 of the Act, the direction is broader than what you are legally able to issue
under section 68B of the Act. Further, it is less clear that the direction would be
predominantly motivated by one of the purposes in section 68. If you are interested in
pursuing this option further, then we can look further into the legality of this option.

Treasury recommendation

43.

44.

45.

Overall, the Treasury thinks that issuing a section 68B direction is a useful tool
in the current context. It will signal the relevant government policy that the Bank will
need to consider, while recognising that the Bank still needs to assess the direction
and give the weighting that it considers appropriate in the circumstances. In having
regard to the government direction, the Bank would be expected to have regard to
options that support sustainability of house prices, with positive impacts for affordability
and risks to first home buyers.

In terms of the specific options, Treasury’s preference is for Option 2 because it
achieves the overall objective of communicating the Government’s housing priorities. In
addition, unlike Option 1, it provides information about which part of the market the
Government intends to focus its policies on. Option 2 would also require the Reserve
Bank to have regard to how it could achieve its financial soundness and efficiency
purpose without coming at the expense of first home buyers. It is preferable to Option 3
which is associated with stronger legal risks and arguably less relevant to the Reserve
Bank’s functions.

Nevertheless, it is important to emphasise that, while any of the options above should
‘elevate’ the prominence given to the Government’s housing policy by the Reserve
Bank when considering how to achieve financial soundness and efficiency, none are
expected to result in the Reserve Bank taking decisions to promote housing
affordability in a way that undermine its financial soundness and efficiency objectives.
As such, none of these options should be expected to have a significant impact on
housing affordability on their own accord. This highlights the importance of the other
initiatives being considered by the government to promote housing affordability.
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Reserve Bank recommendation

46.

47.

If the Government wishes the Bank to have regard to the Government’s housing policy,
the Bank supports that be done through a section 68B direction. It is the Bank’s
preference that the direction make clear the Government’s housing policy and the
Bank’s role in supporting that objective. To avoid unrealistic expectations, this would
reflect that the Bank’s policies do have a role in influencing the housing market but its
role in supporting the Government’s housing policy is limited, given the primacy of the
Bank’s financial and monetary policy objectives.

In terms of specific options, the Bank’s preference is for Option 1. This option provides
the most achievable objective for the Bank, as sustainable house prices are consistent
with its financial stability mandate. Like Options 2 and 3, it would require the Bank to
have regard to whether its financial policies could bring house prices closer to ‘fair
value’, including if overvaluation were caused by investor speculation. Unlike Options 2
and 3, it would not create unrealistic expectations about the ability of the Bank to target
specific subsectors of the housing market. Option 1 is also a more enduring
requirement, as it would be relevant in future circumstances where there was a desire
to bolster housing demand from both owner occupiers and investors.

Replacing the MPC remit

48.

49.

50.

51.

The current MPC Remit has been in place since 14 February 2019 and expires after
five years, unless replaced before then. Replacing the remit before its expiry requires
an Order in Council, which means it is subject to the Regulations Review Committee.
The provision to replace the remit was designed to accommodate changes to the
MPC’s decision-making, to reflect changes in economic circumstances. In the context
of rapidly rising house prices and very extensive use of alternative monetary policy
tools, the Treasury considers that replacing the remit is appropriate.

The Treasury recommends that the replacement remit expire on 14 February
2024, to align with the expiry date of the current remit. The Act provides flexibility
for the term of a replacement remit issued by Order in Council. It can have a term of
less than 5 years (which a remit issued through the five-yearly process cannot). Given
that we have not undertaken a full remit review, we recommend that any replacement
remit expire in 2024. The Bank has begun planning work for a 2024 review.

The replacement remit would be drafted by the Parliamentary Counsel Office (PCO) for
your review, and then issued by the Governor-General on your recommendation.
Therefore the following content regarding the remit is subject to PCO drafting and
further legal review. This introduces process risks. Foremost, the PCO would certify
whether the proposed remit is in order for submission to Cabinet (that is, whether it is
consistent with the scope of the remit set out in the Act). The PCO has not previously
considered or certified the content of the existing remit, as the first remit was not
subject to an Order in Council process.

The Act provides that the remit must set out operational objectives for carrying out the
function of formulating monetary policy. The remit may specify or provide for the
operational objectives in any way that you think fit, including one or more of:

a specifying or providing for a target or targets for an economic objective,
b a framework for weighting the economic objectives,
c defining any matters in connection with an economic objective,
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d a requirement for the MPC to have regard to 1 or more matters in connection with
seeking to achieve an economic objective.

A matter in the remit cannot be inconsistent with the economic objectives.

As requested, Treasury has worked with the Bank to identify mutually acceptable
wording for a housing-related matter to be included in a new remit. Our joint-
recommended policy intent is that the replacement remit would:

o Set the expectation that the MPC comprehensively understands the effects its
decisions have on the Government’s housing objective, while it is pursuing its
economic objectives.

o Provide transparency and assurance about how the MPC understands these
effects.

Annex One sets out an indicative draft of a proposed replacement remit in full and has
been agreed in principle between the Treasury and the Bank.

The Treasury and the Bank jointly recommend that you seek a new remit that
incorporates the government's housing policy via reference to section 68B
directions. Indicative proposed wording agreed between the Treasury and the Bank is:

In pursuing the operational objectives, the MPC shall: [...] Assess the potential material
impacts of its monetary policy decisions on Government policies outlined in section
68B directions.

This indicative wording would require the MPC to assess impacts on any future section
68B directions too. The Treasury do not think that the change to the remit needs to
capture any future section 68B directions, which may not be relevant for monetary
policy. However, it is not something we feel strongly about. PCO will need to decide
whether a reference to future section 68B directions is within scope of the matters that
can be included within the monetary policy remit. If not, we will need to revert to
specific language, which we would attempt to align with the section 68B language as
closely as possible.

We expect this change would achieve similar outcomes to your original
suggested wording. The original wording you suggested to the Governor was that the
MPC should be required to “seek to avoid instability in house prices”. Our proposed
change would instead require the MPC to assess and communicate the effects of
monetary policy on the Government’s housing objectives. As the requirement to “seek
to avoid instability in house prices” would have been secondary to the MPC’s economic
objectives, it is unlikely that it would have materially impacted on monetary policy
decisions.

We think a requirement to “assess” impacts on the Government housing objective is
likely to have similar impacts on decision making — in that it would likely still be given
weight only if it did not undermine the economic objectives. However, this would be up
to the MPC. The MPC would not be formally required to have regard to the
Government’s housing objective when formulating monetary policy. The wording
“assess”, rather than “seek to”, would help address the Bank’s concern that this could
undermine the MPC’s perceived commitment to the economic objectives.

The MPC would retain autonomy over whether and how its monetary policy decisions
take account of potential housing consequences. At the margins, the MPC’s
assessment of likely housing outcomes may impact its choice of the monetary policy
mix, if it supported the monetary policy objectives.

Following its decisions, the MPC would need to explain regularly how it has sought to
assess its impact on housing outcomes, supporting your objective to increase
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transparency about how the MPC considers its impact on housing outcomes. This
reporting obligation would arise because the Charter requires the MPC to explain how
it met the requirements of section 2B of the remit in its quarterly Monetary Policy
Statements.

We also recommend updating the ‘Government’s Economic Objective’ set out at
the front of the remit. This would complement the section 2B requirement to assess
the impacts of monetary policy on the Government’s housing objective, and support the
section 68B direction. To be consistent, we propose reflecting text from the section 68B
direction, for example (addition underlined):

The Government’s economic objective is to improve the wellbeing and living standards
of New Zealanders through a sustainable, productive and inclusive economy. Our
priority is to move towards a low carbon economy, with a strong diversified export
base, that delivers decent jobs with higher wages and reduces inequality and poverty.
[An effective functioning housing market is a critical component of a sustainable and
inclusive economy and promotes the maintenance of a sound and efficient financial

system.]

As far as practical, officials are attempting to align the text in the remit to the
Government policy set out in the section 68B direction. Consistency across these
documents would support the clarity of the Government’s policy objective. Subject to
your agreement, we will express a preference for consistency across the remit and
section 68B direction when issuing drafting instructions to PCO.

Debt-to-Income ratios

63.

64.

65.

66.

In the Bank’s 9 December 2020 response to your letter of 24 November, the Bank
requested that the Government give consideration to adding restrictions on debt
serviceability (that would include debt-to-income (DTI) limits) to the Bank’s
Memorandum of Understanding (MoU) with the Minister of Finance.

DTls limit the total amount of a borrower’s debt as a ratio to gross income, and — in a
macroprudential context — seek to reduce the probability a debtor will default. DTIs can
complement loan-to-value ratio (LVR) restrictions, which largely influence the extent of
a bank’s loss in the case of default. Like other macroprudential tools, under current
legislation, the Bank would only be able to make use of DTlIs to the extent that they
contribute to financial stability, rather than to directly target housing affordability
objectives. However, as discussed above, a section 68B directive could nevertheless
focus the Bank’s attention on housing affordability within the context of its overarching
financial stability objective.

Depending on their calibration, DTIs could reduce the extent of house price growth,
and long-term, they could be a useful tool to prevent house prices from ‘getting out of
hand’ in the future. However, banks already have debt-to-income serviceability
requirements in their internal credit assessments, meaning that the impact of DTIs on
house prices should not be overstated. In addition, while DTIs may reduce house price
growth, depending on design, in the current situation they are also likely to make it
more difficult for some buyers to enter the market.

In 2017, the Reserve Bank publicly consulted on the introduction of serviceability
restrictions (such as DTI limits). It proposed that DTIs would apply to both investors
and owner-occupiers, but that there would be a range of exemptions, such as for loans
that are for the construction of new dwellings, and for owner occupied houses priced
below a certain value. It highlighted one possible DTI limit that could be applied, of no
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more than 20% of new lending with a DTl ratio of greater than 5, although this was
indicative only.

At the time, the Treasury was relatively supportive of the addition of DTls to the Bank’s
macroprudential toolkit, as a way of promoting financial stability and reducing the risk of
boom-and-bust economic cycles. However, Treasury also recognised the risk that DTIs
could prevent or delay potential homebuyers from home purchases (although the
design of the Reserve Bank proposals would have mitigated this risk for owner-
occupiers to an extent), and noted that DTI limits were unlikely to substantially increase
financial stability. Ultimately, the MOU between the Reserve Bank and Minister of
Finance was not revised to include DTIs.

The Treasury’s previous view regarding DTIs largely still stands. However, to provide
further advice on the merits of such a measure, Treasury would need more information
and specificity about how the Bank would implement them, particularly in light of any
section 68B direction that is ultimately issued.

Given this, in response to the Bank’s request, the Treasury recommends that you
invite the Bank to report to you in more detail on DTI limits. This report should
include DTI settings the Bank might look to impose, how DTI limits might promote the
Bank’s objectives of financial soundness and efficiency, and the impact of lower
interest rates on DTI settings. It should also identify how the Bank would be thinking
about implementing the DTlIs in light of any direction you issue under section 68B,
including any impacts DTls might have on the Government policy objectives highlighted
through the section 68B directive, such as on house prices and on different categories
of potential house buyers.

Next steps

70.

71.

72.

73.

Issuing a section 68B direction: For the avoidance of doubt, Treasury recommends
seeking Cabinet confirmation of the current Government policy and objectives on
housing before a section 68B direction is issued. Once issued, you must present the
68B direction to the House and publish it in the Gazette as soon as practicable after
giving it.

Issuing a new monetary policy remit: To replace the remit, an order in Council is first
required. In brief, the usual process for an Order in Council includes the following
steps:

a submitting the policy to a Cabinet committee and Cabinet for approval,
b drafting by PCO (including certification by PCO);

c submitting the proposed Order in Council to the Cabinet Legislation Committee
and Cabinet for submission to the Executive Council;

d notification in the Gazette; and
e a 28-day period before the Order in Council come into force.

The following timetable for the enactment of an Order in Council is fairly compressed,
however may be achievable.

Given the interdependencies between the section 68B direction and changes to the
remit, Treasury recommends progressing both issues in parallel timeframes. The table
below sets out the timing of next steps:
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5 February Talking points for Cabinet on 9 February provided to your
office.
9 February The Treasury receives feedback from you on this report and

your preferred approach for s 68B and the remit.

10 February

At Cabinet on 9 February, oral items on upcoming Cabinet
papers regarding:

i. s 68B direction and replacing remit, and

ii. tax and housing policy changes.

10 February

Draft Cabinet paper on s 68B and remit (seeking
authorisation for drafting) provided for your feedback by 11
February.

11 or 12 February

Lodge both Cabinet papers.

15 February

Cabinet considers both Cabinet papers.

15-24 Feb

Possible Government announcement of Government policy,
and issue s 68B direction alongside other housing measures
(Gazette and table s 68B in Parliament).

22 Feb

Cabinet authorises recommended replacement remit.
Executive Council — Order in Council for remit changes.
Possible Government announcement of new remit.

24 Feb

Monetary Policy Statement (decision taken under current
remit).

After 24 Feb

Governor-General issues new monetary policy remit, on your
recommendation (following order in Council process).
Present remit to the House.

There are timing risks relating to the PCO drafting and certification of a new remit.

Treasury will undertake to provide an update on timing next week, at the same time as
advice regarding Cabinet approvals for authorisation.

Subiject to your feedback, the Treasury will draft a letter for you to send to the Bank to

inform the Bank of your decisions, and request further advice from the Bank on DTI

ratio restrictions.
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Annex One: DRAFT direction on Government policy

Pursuant to section 68B of the Reserve Bank of New Zealand Act 1989 (the Act), | direct the
Reserve Bank of New Zealand (the Reserve Bank) to have regard to the
following government policy that relates to its functions under Part 5 of the Act.

Government policy

[Option 1: preferred by RBNZ]
It is Government policy to support more sustainable house prices.

or

[Option 2: preferred by Treasury]
It is Government policy to support more sustainable house prices and dampen investor
demand for existing housing stock, in order to allow more opportunities for first home buyers.

or

[Option 3]

The Government’s policy objectives are:

1. Ensure every New Zealander has a safe, warm, dry and affordable home to call their
own — whether they are renters or owners.

2. In the short to medium term, support more sustainable house prices by dampening
investor demand for existing housing stock, while creating additional opportunities for
first home buyers.

3.  Create a high-performing housing supply system for renters and owners, taking credible
measures to increase supply and facilitate responsive, competitive, and more affordable
housing and urban land markets that are well-planned and well-regulated.

Consultation
The Reserve Bank has been consulted on this direction.

Communication
Pursuant to section 162B(1)(d) of the Act, the RBNZ is required to report on how it has had
regard to this direction in its next Statement of Intent.

Review
| intend to review this direction in consultation with the Reserve Bank in [two] years.

Issued at Wellington this X day of February 2021

Hon Grant Robertson, Minister of Finance

Treasury:4414750v1 SENSITIVE Contains legally privileged material 17





SENSITIVE Contains legally privileged material

Explanatory note (not part of this direction):

Section 68 of the Act requires that the powers conferred on the Reserve Bank under Part 5
be exercised for the purpose of promoting the maintenance of a sound and efficient financial
system. To promote the maintenance of sound and efficient financial system, the Reserve
Bank imposes a range of conditions of registration on financial institutions in relation to a
bank’s ability to carry on its business in a prudent manner.

The adoption and implementation of these conditions have implications for the housing
market and also for the Government’s broader policy objectives.

The Government policy which is the subject of the direction forms part
of the Government’s overall economic objective is to improve the wellbeing and living
standards of New Zealanders through a sustainable, productive and inclusive economy.

An effective functioning housing market is a critical component of a sustainable and inclusive
economy and promotes the maintenance of a sound and efficient financial system. Access
to affordable housing is a significant and growing concern for New Zealanders. Despite

the impact of COVID-19, median house prices have increased significantly in the past year.

The current state of the housing market creates significant societal inequities, and cuts
across a number of this Government’s goals.

To that end, the Government’s overarching objectives are:

1. Ensure every New Zealander has a safe, warm, dry and affordable home to call their
own — whether they are renters or owners.

2. In the short to medium term, support more sustainable house prices by dampening
investor demand for existing housing stock, while creating additional opportunities for
first home buyers.

3. Create a high-performing housing supply system for renters and owners, taking credible

measures to increase supply and facilitate responsive, competitive, and more affordable
housing and urban land markets that are well-planned and well-regulated.
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Annex Two: DRAFT indicative remit for the MPC

Note: recommended changes are underlined.
The Government’s Economic Objective

The Government’s economic objective is to improve the wellbeing and living standards of New
Zealanders through a sustainable, productive and inclusive economy. Our priority is to move
towards a low carbon economy, with a strong diversified export base, that delivers decent jobs
with higher wages and reduces inequality and poverty. [An_effective functioning housing
market is a critical component of a sustainable and inclusive economy and promotes the
maintenance of a sound and efficient financial system.]

Context

Monetary policy plays an important role in supporting the Government’s economic objective.
The Reserve Bank of New Zealand Act 1989 (the Act) requires that monetary policy promote
the prosperity and wellbeing of New Zealanders, and contribute to a sustainable and productive
economy. Monetary policy contributes to public welfare by reducing cyclical variations in
employment and economic activity whilst maintaining price stability over the medium term.

This remit is issued by the Minister of Finance to the Monetary Policy Committee (MPC) under
Clause 3, Schedule 1 of the Act.

1) Monetary Policy Objectives

a) Under Section 8 of the Act the Reserve Bank, acting through the MPC, 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

a) For the purpose of this remit the MPC’s operational objectives shall be to:

i. keep future annual inflation between 1 and 3 percent over the medium term,
with a focus on keeping future inflation near the 2 percent mid-point. This
target will be defined in terms of the All Groups Consumers Price Index, as
published by Statistics New Zealand; and

ii. support maximum sustainable employment. The MPC 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.

b) In pursuing the operational objectives, the MPC shall:
I. have regard to the efficiency and soundness of the financial system;

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

iii. discount events that have only transitory effects on inflation, setting policy
with a medium-term orientation; and
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iv. Assess the potential material impacts of its monetary policy decisions on
Government policies outlined in section 68B directions.

Hon Grant Robertson
Minister of Finance
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Housing policy and the Reserve Bank 

Proposal

1 This paper proposes that Cabinet: 

1.1 Authorise the Minister of Finance to issue drafting instructions to the Parliamentary Counsel Office for an Order in Council to replace the remit for the Monetary Policy Committee.

1.2 Agree the replacement remit would see the Reserve Bank take into account the government policy objectives relating to housing affordability. 

1.3 Note my intention to issue a direction to the Reserve Bank to have regard to a government policy on housing in relation to its financial policy functions, under section 68B of the Reserve Bank of New Zealand Act 1989 (‘the Act’).

1.4 Note my intention to also invite the Reserve Bank to provide me with further advice about the inclusion of debt serviceability restrictions such as debt-to-income limits in the Memorandum of Understanding on macroprudential policy and the impact of interest-only mortgages on financial stability and Government housing objectives. 

2 This paper sits alongside the paper ‘Demand-side Measures to Moderate House Price Growth’ that I am bringing along with the Minister of Housing and the Minister of Revenue. Together, these two papers form part of the Government’s broader package of work to improve housing affordability.

Executive Summary

3 Since the onset of COVID-19, the Reserve Bank’s monetary actions in reducing the Official Cash Rate (OCR) and conducting Large Scale Asset Purchases have played a key role in cushioning the economic blow of COVID-19, and positioning the economy for recovery. However, the Reserve Bank’s actions under both its monetary and financial functions can temporarily influence house prices, particularly in a context of constrained housing supply. The Reserve Bank also has a statutory purpose of promoting the maintenance of a sound and efficient financial system, and it has implemented tools such as Loan-to-Value (LVR) restrictions to reduce the risk associated with ‘boom-bust’ cycles. The design of these measures can have differential impacts on groups of buyers. The Reserve Bank has taken financial measures, including the removal of LVR restrictions, in response to COVID-19. 

4 While supply-side reforms are fundamental to the long-term provision of affordable housing, demand-side measures can help to moderate growth while the supply side catches up. Given this, on 24 November 2020 I wrote to the Governor of the Reserve Bank to seek his views on whether the monetary policy remit should be amended to include stability in house prices. In the Governor’s response to me published on 11 December, he recommended that the Government’s specific housing objective be issued as a factor for the Reserve Bank to have regard to when setting financial policy. This direction would be issued under section 68B of the Act and ultimately articulated in the Reserve Bank’s Financial Policy Remit, pending further legislative reform of the Act.

5 Following the Governor’s response, officials at the Reserve Bank and the Treasury have worked together to identify further options for elevating the prominence of house prices in the Reserve Bank’s decision-making. This paper sets out recommendations to elevate how both the Reserve Bank and its MPC considers the housing market outcomes of their decisions. On financial policy, this paper notes that I intend to issue a direction under section 68B of the Act outlining the Government’s housing objectives. On monetary policy, this paper seeks your endorsement to progress a new remit that would see the Reserve Bank take into account the Government’s housing objectives. The replacement remit would be issued via Order-in-Council and would therefore be subject to a legislative drafting process. I intend to report back to you with recommended wording for the remit next week. 

6 [bookmark: _GoBack]Subject to Cabinet and Executive Council agreement, I intend to announce the proposals before the end of February, alongside the announcement of the measures contained in the companion paper ‘Demand-side Measures to Moderate House Price Growth.’  

The lack of affordable housing is one of the country’s longest-standing and largest issues

7 As discussed in the companion Cabinet paper, ‘Demand-side Measures to Moderate House Price Growth’, New Zealand house prices are among the highest in the world relative to incomes. Nationally, median house prices are ten times higher than median disposable income, a value that has doubled since 2000.  From 1991 to 2019 (before COVID-19) our house prices had the highest real growth in the OECD at 266 percent. Homeownership rates are significantly lower now than they were at their peak in the 1990s and, as at the 2018 Census, were at their lowest since the 1950s. 

8 While increasing housing supply is the key to providing affordable housing in the long term, demand-side factors are also putting upward pressure on prices. Falling interest rates – and particularly very low interest rates in response to COVID-19 – have increased house prices, creating capital gains for existing property owners but worsening the position of first-home buyers. The removal of LVR restrictions in response to COVID-19 made it easier for highly-leveraged investors to re-enter the market, thus potentially exacerbating price pressures. High population growth has increased demand for housing over recent decades. Finally, investors are active in the market partly due to favourable tax treatment of housing investment and the widely held view that housing is a one-way bet. 

[bookmark: _Hlk62824736]This paper is part of a broader programme of work to improve housing affordability

9 The companion paper ‘Demand-side Measures to Moderate House Price Growth’ proposes that the Government agree to the following overall objectives for the housing market: 

9.1 Ensure every New Zealander has a safe, warm, and dry home to call their own – whether they are renters or owners. 

9.2 In the short to medium-term, support more affordable house prices by dampening investor demand for existing housing stock which would allow additional opportunities for first-home buyers. 

9.3 Create a housing and urban land market that credibly responds to population growth and changing housing preferences, is competitive and affordable for renters and homeowners, and is well-planned and well-regulated. 

10 In line with these objectives, this paper proposes measures to direct the Reserve Bank and its MPC to consider relevant aspects of government policy relating to housing affordability when making decisions in respect of financial and monetary policy. 

11 Alongside this, the companion paper ‘Demand-side Measures to Moderate House Price Growth’ proposes tax measures that would increase the tax paid by residential property investors. Responsible Ministers also intend to propose options for improving housing supply to Cabinet over the next few months. 

The Reserve Bank’s role and support for the Government’s economic objective 

12 The Reserve Bank has two main policy functions: monetary policy and financial stability policy. Each is governed by the Act but with separate decision-making arrangements. We changed the monetary policy framework through ‘Phase One’ of our reforms to the Act. The second phase, which will reform the Bank’s financial stability framework, is still in progress.

Monetary policy

13 Under the Act, the MPC is required to formulate monetary policy directed to the economic objectives of:

13.1 achieving and maintaining stability in the general level of prices over the medium term; and

13.2 supporting maximum sustainable employment.

14 These are specified further in the operational objectives set out in the monetary policy remit. The remit may also set out further matters that the MPC must consider when pursuing its operational objectives. These matters must not be inconsistent with an economic objective. This means that any move to give greater weight to house-price considerations in the remit would only lead the MPC to promote housing affordability if doing so was consistent with its primary objectives. As background, the current remit is appended at the end of this paper (Annex 1). 

Financial policy

15 Under its role relating to the registration and prudential supervision of banks (the Reserve Bank’s financial stability function), the Reserve Bank is required to exercise its powers for the purposes of promoting the maintenance of a sound and efficient financial system. The Reserve Bank does this by imposing a range of regulatory requirements on banks. Its regulatory policies are broadly in line with international practice and include disclosure rules as well as capital adequacy and liquidity requirements. Macroprudential policies such as LVR restrictions are part of this suite of policies. Apart from imposing requirements on banks, the Reserve Bank also monitors compliance and supervises banks, taking enforcement action and managing failures when required.   

16 The Act provides for the Minister of Finance to issue a direction to the Reserve Bank to have regard to a government policy. The direction would require the Reserve Bank to have regard to the government policy when taking decisions on the design of financial stability policies. However, the primary objectives of the Reserve Bank’s financial policy (financial soundness and efficiency) would remain unchanged.   

17 As noted above, the Phase Two of the Government’s reforms to the Reserve Bank’s financial stability functions is currently in progress. This phase is also considering some key governance questions. The Reserve Bank of New Zealand Bill, which modernises the Reserve Bank’s governance and decision-making framework, is currently being considered by Parliament’s Finance and Expenditure Committee. I expect to introduce a further Bill creating a new regulatory regime for banks and other deposit takers and introducing a deposit insurance scheme by the end of 2021. 

Housing market impacts of Reserve Bank policies 

18 The Reserve Bank’s actions under both its monetary and financial functions can influence house prices, particularly in a context of constrained housing supply. For example, reductions in the OCR under its monetary policy function may increase demand for housing by reducing the cost of borrowing. Conversely, the use of LVR restrictions for financial stability purposes may reduce demand for housing by increasing the required deposit. 

19 The Reserve Bank has publicly stated that the MPC already considers housing costs and house prices to an extent. The MPC considers the housing market insofar as it is a driver of inflation and employment. For example, housing costs – such as rent, maintenance and the cost of construction of a new house – enter into the measure of the Consumer Price Index (CPI) that the MPC targets for its price stability objective. However, the CPI does not include house prices directly, and it gives little weight to the cost of land. This means the CPI gives an incomplete picture of housing inflation for policy purposes. Similarly, in undertaking its financial stability role, the Reserve Bank considers house prices in the context of financial stability. 

20 However, as New Zealand’s stronger-than-expected economic performance has flowed through to renewed housing demand, the time is right to reconsider whether the importance of house prices in Reserve Bank decision-making should be elevated. To this end, on 24 November 2020 I wrote to the Governor of the Reserve Bank to seek his views on whether the monetary policy remit should require the MPC to seek to avoid unnecessary instability in house prices. The Governor’s response, received on 9 December, suggested that the Reserve Bank’s financial stability functions might be a more appropriate vehicle for such a consideration. Following this, I asked officials from the Treasury and the Reserve Bank to advise on options to elevate the prominence the Reserve Bank and its MPC give to housing outcomes when making financial policy decisions and monetary policy decisions, respectively. 

21 The changes I am proposing reflect that advice, and do not involve a fundamental departure from either the current institutional framework or the Government’s medium-term direction of reform to the Act through Phase Two. Attempting to use monetary policy to change the long-run level of house prices would require a persistently higher level of interest rates than otherwise warranted, which could be highly damaging to the economy, and result in higher unemployment. Similarly, replacing or supplementing the Reserve Bank’s financial stability objective with housing affordability objectives could lead to the Reserve Bank taking action to lower house prices that comes at the expense of financial stability. I therefore propose to retain the Bank’s primary objectives for both monetary and financial policy. 

Proposal to seek replacement remit for the Monetary Policy Committee

22 As noted above, the Treasury and Reserve Bank have worked together to identify how a replacement remit for the MPC could give greater emphasis to housing affordability considerations in the MPC’s decision-making framework, while clearly retaining the primacy of the MPC’s economic objectives. 

23 The replacement remit would be issued via Order-in-Council and would therefore be subject to a legislative drafting process. Officials have advised that the replacement remit should:

23.1 Set the expectation that the MPC comprehensively understands the effects its decisions have on the Government’s housing objective, while it is pursuing its economic objectives.

23.2 Provide transparency and assurance about how the MPC understands these effects.

24 [bookmark: _Hlk63947513]The MPC would retain autonomy over whether and how its monetary policy decisions take account of potential housing consequences. At the margins, the MPC’s assessment of likely housing consequences may impact its choice of the monetary policy mix (that is, the mix of traditional and alternative tools it deploys).  

25 Following its decisions, the MPC would need to explain regularly how it has sought to assess its impact on housing outcomes. This would support transparency about how the MPC considers its impact on housing outcomes. This reporting obligation would arise because the MPC’s Charter requires the MPC to explain how it met the requirements of clause 2b) of the remit in its quarterly Monetary Policy Statements.  

26 Officials also recommend updating the contextual information attached to the remit to note the important role of the housing market in supporting the Government’s economic objective; an effective functioning housing market is a critical component of a sustainable and inclusive economy and promotes the maintenance of a sound and efficient financial system. This update would complement the section 2B requirement to assess the impacts of monetary policy on the Government’s housing objective, and support the section 68B direction.

27 I propose that the replacement remit would expire on 14 February 2024 (that is, the same date that the current remit is due to expire).

I intend to issue a section 68B direction on government policy 

28 I also intend to issue a direction under section 68B of the Reserve Bank Act to require the Reserve Bank to have regard to a government policy on housing. The Reserve Bank would be required to have regard to this policy when pursuing its financial soundness and efficiency mandate. 

29 Section 68B empowers the Minister of Finance to direct the Reserve Bank to have regard to a government policy that relates to the Bank’s functions under Part 5, Parts 5B and 5C (bank registration, prudential supervision, statutory management, and regulation of payment and settlement systems) of the Act. 

30 Section 68 of the Act states the powers conferred on the Governor-General, the Minister, and the Bank by this Part of the Act, which includes the 68B direction power, shall be exercised for the purposes of:

30.1 promoting the maintenance of a sound and efficient financial system; or

30.2 avoiding significant damage to the financial system that could result from the failure of a registered bank.

31 Once a direction has been issued, the Reserve Bank is required to ‘have regard to’ the government policy, which is generally understood to mean it must give genuine attention and thought to the direction, weigh it against other relevant factors, and give it the weight the Reserve Bank considers is appropriate in the circumstances. It does not change the nature of the Reserve Bank’s functions or require the Reserve Bank to give effect to the government policy itself.

I have considered several options for expressing Government policy in the section 68B direction

32 I have sought advice from the Treasury and Reserve Bank on how the Reserve Bank could be required to have regard to house prices, and I have considered the following options for expressing the Government policy on housing. These options are based on wording from the government policy objectives on housing, which are being proposed in the companion paper ‘Demand-side Measures to Moderate House Price Growth’.

32.1 Option 1: “To support more affordable house prices” (preferred by the Reserve Bank)

32.2 Option 2: “To support more affordable house prices, including by dampening investor demand for existing housing stock which would allow more opportunities for first-home buyers” (preferred by the Treasury)

32.3 Option 3: Including all the Government’s policy objectives on housing in the direction itself, which include ensuring every New Zealander has a safe, warm, dry and affordable home and creating a high-performing housing supply system. 

33 [bookmark: _Hlk63955025]The Treasury considers that Option 2 best achieves the overall objective of communicating the Government’s relevant housing priorities. It is preferable to Option 1 because it provides information on which parts of the market the Government intends to focus its policies on, and also requires the Reserve Bank to have regard to how it could achieve its financial stability mandate without coming at the expense of first-home buyers. Option 2 is also preferable to Option 3, which includes a wide range of housing matters less relevant to the Reserve Bank’s financial policy functions (such as warm, dry housing) and therefore has some significant legal risks. It is not clear that these matters would relate to the functions of the Bank under Part 5 of the Act, and nor would it be clear that the direction was for the purpose of a sound and efficient financial system. Therefore, such a direction may be inconsistent with the provisions of the Act (refer para 28 and 29 above).

34 [bookmark: _Hlk63956098]The Reserve Bank has a strong preference for Option 1 because it considers this provides the most achievable objective for the Reserve Bank, as sustainable house prices are consistent with its financial stability mandate. Like Options 2 and 3, it would require the Bank to have regard to whether its financial policies could bring house prices closer to ‘fair value’, including if overvaluation were caused by investor speculation. The Reserve Bank’s view is that unlike Options 2 and 3, it would not create unrealistic expectations about the ability of the Reserve Bank to target specific subsectors of the housing market. The Reserve Bank thinks that Option 1 is also a more enduring requirement, as it would be relevant in future circumstances where there was a desire to bolster housing demand from both owner-occupiers and investors. 

My preferred approach is for Government policy “to support more affordable house prices, including by dampening investor demand for existing housing stock in order to allow more opportunities for first-home buyers”

35 My preferred approach to issuing a section 68B direction is Option 2 above. I believe this would express Government policy in a way that clearly communicates the Government’s relevant housing objectives and highlights which parts of the housing market the Government intends to focus its policies on. A key part of the Government’s housing policy is to moderate house price growth, including by tilting the balance away from investors and more towards first-home buyers. Once a government policy direction has been issued, it is up to the Reserve Bank to respond to the policy in a way that the Reserve Bank considers best aligns with its financial stability mandate.  

36 While the Government policy on housing could be stated in more general or specific ways, I consider that the wording above best captures the Government’s concerns about the housing market and the role of the Reserve Bank in relation to the complex and multifaceted drivers of the housing market, while also meeting the legislative requirements set out in section 68 and 68B. While I acknowledge there are some concerns that the Government policy as stated in the direction could be perceived as setting unreasonable expectations about the ability of the Reserve Bank to target certain segments of the housing market for broader policy reasons, I consider these can be managed by clear communication.

I am exercising this power for the purpose of promoting the maintenance of a sound and efficient financial system 

37 I am exercising this power to issue a section 68B government policy direction for the purpose of promoting the maintenance of a sound and efficient financial system, in accordance with section 68 of the Act. 

38 I consider that requiring the Reserve Bank to have regard to the government policy of ‘supporting more affordable house prices’ is aligned with the long-term economic fundamentals of housing and is consistent with the Bank’s financial soundness mandate. ‘Affordable’ and ‘sustainable’ house prices have similar meanings, in that house prices should be within some range of ‘fair value’, that is by reference to affordability for owner-occupiers in the macroeconomic context, or the cost of building a new house. 

39 There are strong links between affordability and financial soundness. If house prices go up rapidly and become more unaffordable relative to average household incomes, they increase the risk that households can no longer afford the ongoing costs of servicing mortgage debt. They also increase the risk of a sharp correction in the housing market and consequent financial sector disruption.

The Government policy in this direction is related to the Reserve Bank’s financial policy functions

40 The Reserve Bank’s relevant functions are the prudential supervision and implementation of rules that promote the maintenance of a sound and efficient financial system. 

41 The Government’s housing policy is also to increase the proportion of owner-occupiers in the housing market, which can only be achieved by increasing the rate of first-home buyers. 

42 This policy is consistent with the financial stability purpose above because of the differential financial risks posed by different types of borrowers. Investors may be associated with greater financial stability risks because may be more likely to sell their properties quickly in response to declining house prices, which increases the risk of ‘fire sales’ in a downturn. 

43 The Government policy as expressed above relates to the Bank’s functions. When the Reserve Bank carries out its Part 5 functions, it treats investors and owner-occupier borrowers differently for some of its relevant policies. For example, on loan-to-value restrictions, the Reserve Bank already distinguishes between investors and owner-occupiers by imposing stricter requirements on investors than owner-occupiers.

44 The Bank could consider whether it could undertake its functions without coming at the expense of first home buyers, and its financial policies could bring house prices closer to their ‘fair value’, including if overvaluation were caused by investor speculation.

45 A draft Government Policy direction is attached to this paper (Annex 2). 

This direction will be replaced by a financial policy remit

46 The Reserve Bank of New Zealand Bill provides for a financial policy remit, which will need to be issued by the Minister of Finance and reviewed at least every five years. It will have a similar legal effect to the section 68B direction (in that it is a ‘have regard to’ requirement) but will be a standing document rather than one that can be issued from time to time. It will also be supported by additional accountability and reporting requirements and will apply across all of the Reserve Bank’s financial stability functions. The Remit is designed to provide a balance between protecting the Reserve Bank’s operational independence, and providing an appropriate level of democratic influence over the significant policy making functions that Parliament has delegated to the Reserve Bank in relation to financial stability.

47 I expect that the Reserve Bank of New Zealand Bill will be enacted by the end of this year and that it will commence on 1 July 2022, with the first financial policy remit coming into force at this time. I expect to review this section 68B direction in the first half of 2022, as part of finalising the new financial policy remit. 

Other financial policy tools that may impact on the housing market 

The Reserve Bank has requested the Government consider adding debt serviceability restrictions to its toolkit

48 Another suggestion in the Governor’s letter of 11 December was that the Government consider adding restrictions on debt serviceability (including debt-to-income (DTI) limits) to the permitted tools in 2021.  

49 I am seeking more information and specificity about how the Bank would implement them, particularly in light of any section 68B direction issued. I am particularly interested in whether DTIs could be targeted at investors and not at first home buyers. Therefore, I intend to invite the Bank to provide further advice to me before making any decision to add DTIs to the Reserve Bank’s toolkit. 

I am also requesting advice from the Reserve Bank on interest-only mortgages

50 As part of the Treasury’s advice to me on housing affordability, it has also noted that a high proportion of residential property lending to investors is interest-only (i.e. no repayments of the principal over the mortgage period). Interest-only mortgages comprise over 40% of new investor lending, compared to just over 20% for owner-occupiers. Interest-only mortgages – combined with interest payment being tax deductible – appear to be an enabler of speculative investment in housing. 

51 Given this, I also intend to invite the Reserve Bank to provide advice to me on the extent to which interest-only mortgages, (particularly to investors) pose risks to the Reserve Bank’s objectives of financial soundness and efficiency, and whether restrictions on interest-only mortgages may support the Government housing policy objectives. 

Implementation 

52 I intend for the replacement remit for the Monetary Policy Committee to be in place in time for the MPC’s regular monetary policy announcement on 14 April 2021 (this means that the MPC will make its next decision under the existing remit, at its 24 February Monetary Policy Statement).   

53 I will issue the section 68B direction by providing a signed written statement to the Reserve Bank. As soon as practicable after the direction has been transmitted, I will present this to Parliament and publish this in the Gazette. 

54 I will separately write to the Reserve Bank seeking further advice on DTIs and interest-only mortgages.	

Financial Implications

55 There are no financial implications associated with this paper. 

Legislative Implications

56 The remit for the Monetary Policy Committee cannot be amended before its expiry however it can be replaced by Order in Council, on the advice of the Minister of Finance. I intend to provide an Order in Council to Cabinet for submission to the Executive Council.

Regulatory Impact Statement

57 For the issuance of a section 68B direction, the regulatory impact analysis requirements do not apply, and a regulatory impact statement has not been prepared. 

58 For the replacement remit, the Regulatory Impact Analysis Team at the Treasury has determined that the regulatory proposal in this paper is exempt from the requirement to provide a Regulatory Impact Statement on the basis that it has no or minor impacts on businesses, individuals or not for profit entities. 

 Population Implications 

59 The following population groups are likely to be particularly affected by the proposals in this paper: 

59.1 To the extent that the policy proposals within this paper place upward pressure on rents, this appears more likely to disproportionately impact Māori and Pacific people, who are less likely to own their home (or hold it in a trust) than other ethnic groups. At the time of the 2013 Census, 56.9% of Māori and 66.9% of Pacific people were living in rental homes, compared to the total population figure of 36.3% (this data is not yet available from the 2018 Census). Government is taking other measures to improve housing for Māori and Pacific, including through Progressive Home Ownership, MAIHI partnerships and our Public Housing build programme. In addition, as around 43% of children are living in rental accommodation, upward pressure on rents could have negative impacts on child wellbeing and child poverty.

59.2 To the extent that the proposals benefit new entrants to the housing market, this appears more likely to benefit middle- to higher- income earners. Evidence from the 2018 General Social Survey suggests that, among people moving from rental properties into owner-occupied housing, those with higher personal incomes ($70,001 or more per year) were significantly more likely to have moved into their own home. Māori and Pacific people were significantly less likely to have moved into their own home than Pākehā.

59.3 Given that declining home ownership rates have been sharper amongst younger people, upward pressure on rental prices risks particularly burdening this group. Balanced against this is the potential for increased affordability for first home buyers, including amongst young people.

60 As noted above, the magnitude of the effect of the two tax measures on property and rent prices is uncertain. Accordingly, the size of the impact on population groups described above is also uncertain.  

Human Rights

61 There are no human rights implications raised by the proposals in this paper. 

Consultation

62 The Reserve Bank of New Zealand has been consulted on this paper, the draft direction and the proposal to seek a replacement remit. The Department of the Prime Minister and Cabinet has been informed.

Communications

63 Subject to Cabinet and Executive Council agreement, I intend to announce the proposals before the end of February, alongside the announcement of the measures contained in the companion paper ‘Demand-side Measures to Moderate House Price Growth.’ As housing affordability is of high public concern, any new measures will be of considerable media and stakeholder interest. Proactive Release

64 I propose to proactively release this Cabinet paper following public announcement of these proposals. 

Recommendations

The Minister of Finance recommends that Cabinet:

1 note this paper is part of a series of Cabinet papers to improve housing affordability in New Zealand,

2 note that the Reserve Bank’s actions in the past year have played a critical role in supporting New Zealand’s economic recovery, but have contributed to house price increases,

3 note this paper sits alongside the paper ‘Demand-side Measures to Moderate House Price Growth’, and that together these two papers form a part of the Government’s broader package of work to improve housing affordability,

4 note that the Government’s policy objectives for the housing market will be agreed to in the companion paper above and are relevant to the proposals in this paper. These objectives are to:

4.1 Ensure every New Zealander has a safe, warm, dry and affordable home to call their own – whether they are renters or owners.

4.2 In the short to medium-term, support more affordable house prices by dampening investor demand for existing housing stock, which would opportunities for first-home buyers.

4.3 Create a housing and urban land market that credibly responds to population growth and changing housing preferences, is competitive and affordable for renters and homeowners, and is well-planned and well-regulated.

Monetary policy remit

5 authorise the Minister of Finance to issue drafting instructions to the Parliamentary Counsel Office for an Order in Council to replace the remit for the MPC,

6 agree the replacement remit will incorporate government policy objectives relating to housing affordability, with the intent of: 

6.1 setting the expectation that the MPC comprehensively understands the effects its decisions have on the Government’s housing objective, while it is pursuing its economic objectives,

6.2 providing transparency and assurance about how the MPC understands these effects, 

7 authorise the Minister of Finance to progress any other policy issues that arise during the Order in Council process,

8 note that I intend to bring an Order in Council to Cabinet next week for submission to the Executive Council,

9 agree that I will bring the Order in Council direct to Cabinet for submission to the Executive Council and I will not bring an item on this matter to LEG committee, 

Section 68B direction

10 note that I intend to issue a section 68B direction to require the Reserve Bank to have regard to a government policy on housing,

11 note that I have considered the three following options for expressing Government policy in the section 68B direction:

11.1 [bookmark: _Hlk63945511]Option 1: “To support more affordable house prices” (Reserve Bank preferred)

11.2 Option 2: “To support more affordable house prices, including by dampening investor demand for existing housing stock which would allow more opportunities for first-home buyers” (Treasury and Minister of Finance preferred)

11.3 Option 3: Including all the Government’s policy objectives on housing in the direction itself, which include ensuring every New Zealander has a safe, warm, dry and affordable home and creating a responsive housing and urban land market,

12 note that my preference for expressing Government policy in the section 68B direction is Option 2,

13 note that the Reserve Bank has been consulted prior to the issuing of this direction,

14 note that I intend to issue the attached Section 68B direction on government policy to the Reserve Bank,

15 note that this direction will be presented before Parliament and published in the Gazette as soon as practicable after it is issued, 

16 note that I intend to review this section 68B direction in the first half of 2022, as part of finalising the new financial policy remit,





Other financial policy tools that may impact on the housing market

17 note that I intend to invite the Reserve Bank to provide further advice on the impact of debt-to-income restrictions and interest-only mortgages on financial stability and the Government housing policy objective, 

Next steps

18 note that, subject to Cabinet and Executive Council agreement next week, I intend to announce these proposals before the end of February, and

19 note that I propose to proactively release this Cabinet paper following public announcement of these proposals. 







Authorised for lodgement



Hon Grant Robertson 

Minister of Finance




Annex 1: Current remit for the Monetary Policy Committee





The Government’s Economic Objective 



The Government’s economic objective is to improve the wellbeing and living standards of New Zealanders through a sustainable, productive and inclusive economy.  Our priority is to move towards a low carbon economy, with a strong diversified export base, that delivers decent jobs with higher wages and reduces inequality and poverty.



Context



Monetary policy plays an important role in supporting the Government’s economic objective. The Reserve Bank of New Zealand Act 1989 (the Act) requires that monetary policy promote the prosperity and wellbeing of New Zealanders, and contribute to a sustainable and productive economy. Monetary policy contributes to public welfare by reducing cyclical variations in employment and economic activity whilst maintaining price stability over the medium term.



This remit is issued by the Minister of Finance to the Monetary Policy Committee (MPC) under Clause 3, Schedule 1 of the Act.

1)	Monetary Policy Objectives

a) Under Section 8 of the Act the Reserve Bank, acting through the MPC, 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

a) For the purpose of this remit the MPC’s operational objectives shall be to: 

i. keep future annual inflation between 1 and 3 percent over the medium term, with a focus on keeping future inflation near the 2 percent mid-point. This target will be defined in terms of the All Groups Consumers Price Index, as published by Statistics New Zealand; and 

ii. support maximum sustainable employment. The MPC 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.

b) In pursuing the operational objectives, the MPC shall:

i. have regard to the efficiency and soundness of the financial system;

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









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





Agreed by









Hon Grant Robertson		Adrian Orr

Minister of Finance		Governor of the Reserve Bank of New Zealand 




Annex 2: Section 68B direction on government policy



Pursuant to section 68B of the Reserve Bank of New Zealand Act 1989 (the Act), I direct the Reserve Bank of New Zealand (the Reserve Bank) to have regard to the following government policy that relates to its functions under Part 5 of the Act.

Government policy

It is Government policy to support more sustainable house prices, including by dampening investor demand for existing housing stock in order to allow more opportunities for first-home buyers.

Consultation 



The Reserve Bank has been consulted on this direction. 



Communication 



Pursuant to section 162B(1)(d) of the Act, the RBNZ is required to report on how it has had regard to this direction in its next Statement of Intent. 



Review 



I expect to review this section 68B direction in the first half of 2022, as part of finalising the new financial policy remit under the Reserve Bank of New Zealand Bill, if enacted.



Issued at Wellington this [X] day of February 2021 





Hon Grant Robertson, Minister of Finance






Explanatory note (not part of this direction): 



Section 68 of the Act requires that the powers conferred on the Reserve Bank under Part 5 be exercised for the purpose of promoting the maintenance of a sound and efficient financial system. To promote the maintenance of sound and efficient financial system, the Reserve Bank imposes a range of conditions of registration on financial institutions in relation to a bank’s ability to carry on its business in a prudent manner. 



The adoption and implementation of these conditions have implications for the housing market and also for the Government’s broader policy objectives. 



The Government policy which is the subject of the direction forms part of the Government’s overall economic objective is to improve the wellbeing and living standards of New Zealanders through a sustainable, productive and inclusive economy. 



An effective functioning housing market is a critical component of a sustainable and inclusive economy and promotes the maintenance of a sound and efficient financial system. Access to affordable housing is a significant and growing concern for New Zealanders. Despite the impact of COVID-19, median house prices have increased significantly in the past year. 



The current state of the housing market creates significant societal inequities, and cuts across a number of this Government’s goals. 





To that end, the Government’s overarching objectives are: 



1. Ensure every New Zealander has a safe, warm, dry and affordable home to call their own – whether they are renters or owners. 



2. In the short to medium term, support more sustainable house prices by dampening investor demand for existing housing stock, while creating additional opportunities for first-home buyers. 



3. Create a housing and urban land market that credibly responds to population growth and changing housing preferences, is competitive and affordable for renters and homeowners, and is well-planned and well-regulated. 
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Office of the Minister of Finance

Chair, Cabinet 



Housing policy and the Reserve Bank 

Proposal

1 This paper proposes that Cabinet: 

1.1 Authorise the Minister of Finance to issue drafting instructions to the Parliamentary Counsel Office for an Order in Council to replace the remit for the Monetary Policy Committee.

1.2 Agree the replacement remit would see the Reserve Bank take into account the incorporate government policy objectives relating to housing affordability. 

1.3 Note my intention to issue a direction to the Reserve Bank to have regard to a government policy on housing in relation to its financial policy functions, under section 68B of the Reserve Bank of New Zealand Act 1989 (‘the Act’).

1.4 Note my intention to also invite the Reserve Bank to provide me with further advice about the inclusion of debt serviceability restrictions such as debt-to-income limits in the Memorandum of Understanding on macroprudential policy and the impact of interest-only mortgages on financial stability and Government housing objectives. 

2 This paper sits alongside the paper ‘Demand-side Measures to Moderate House Price Growth’ that I am bringing along with the Minister of Housing and the Minister of Revenue. Together, these two papers form part of the Government’s broader package of work to improve housing affordability.

Executive Summary

3 Since the onset of COVID-19, the Reserve Bank’s monetary actions in reducing the Official Cash Rate (OCR) and conducting Large Scale Asset Purchases have played a key role in cushioning the economic blow of COVID-19, and positioning the economy for recovery. However, the Reserve Bank’s actions under both its monetary and financial functions can temporarily influence house prices, particularly in a context of constrained housing supply. The Reserve Bank also has a statutory purpose of promoting the maintenance of a sound and efficient financial system, and it has implemented tools such as Loan-to-Value (LVR) restrictions to reduce the risk associated with ‘boom-bust’ cycles. The design of these measures can have differential impacts on groups of buyers. The Reserve Bank has taken financial measures, including the removal of LVR restrictions, in response to COVID-19. 

4 While supply-side reforms are fundamental to the long-term provision of affordable housing, demand-side measures can help to moderate growth while the supply side catches up. Given this, on 24 November 2020 I wrote to the Governor of the Reserve Bank to seek his views on whether the monetary policy remit should be amended to include stability in house prices. In the Governor’s response to me published on 11 December, he recommended that the Government’s specific housing objective be issued as a factor for the Reserve Bank to have regard to when setting financial policy. This direction would be issued under section 68B of the Act and ultimately articulated in the Reserve Bank’s Financial Policy Remit, pending further legislative reform of the Act.

5 

6 Following the Governor’s response, officials at the Reserve Bank and the Treasury have worked together to identify further options for elevating the prominence of house prices in the Reserve Bank’s decision-making. This paper sets out recommendations to elevate how both the Reserve Bank and its MPC considers the housing market outcomes of their decisions. On financial policy, this paper notes that I intend to issue a direction under section 68B of the Act outlining the Government’s housing objectives. On monetary policy, this paper seeks your endorsement to progress a new remit that would see the Reserve Bank take into account incorporates the Government’s housing objectives. The replacement remit would be issued via Order-in-Council and would therefore be subject to a legislative drafting process. I intend to report back to you with recommended wording for the remit next week. 

7 Subject to Cabinet and Executive Council agreement, I intend to announce the proposals in before the end of February, alongside the announcement of the measures contained in the companion paper ‘Demand-side Measures to Moderate House Price Growth.’ this paper on 24 February. 

The lack of affordable housing is one of the country’s longest-standing and largest issues

8 As discussed in the companion Cabinet paper, ‘Demand-side Measures to Moderate House Price Growth’, New Zealand house prices are among the highest in the world relative to incomes. Nationally, median house prices are ten times higher than median disposable income, a value that has doubled since 2000.  From 1991 to 2019 (before COVID-19) our house prices had the highest real growth in the OECD at 266 percent. Homeownership rates are significantly lower now than they were at their peak in the 1990s and, as at the 2018 Census, were at their lowest since the 1950s. 

9 While increasing housing supply is the key to providing affordable housing in the long term, demand-side factors are also putting upward pressure on prices. Falling interest rates – and particularly very low interest rates in response to COVID-19 – have increased house prices, creating capital gains for existing property owners but worsening the position of first-home buyers. The removal of LVR restrictions in response to COVID-19 made it easier for highly-leveraged investors to re-enter the market, thus potentially exacerbating price pressures. High population growth has increased demand for housing over recent decades. Finally, investors are active in the market partly due to favourable tax treatment of housing investment and the widely held view that housing is a one-way bet. 

[bookmark: _Hlk62824736]This paper is part of a broader programme of work to improve housing affordability

10 The companion paper ‘Demand-side Measures to Moderate House Price Growth’ proposes that the Government agree to the following overall objectives for the housing market: 

10.1 Ensure every New Zealander has a safe, warm, and dry home to call their own – whether they are renters or owners. 

10.2 In the short to medium-term, support more sustainable affordable house prices by dampening investor demand for existing housing stock, while creating which would allow additional opportunities for first-home buyers. 

10.3 Create a housing and urban land market that credibly responds to population growth and changing housing preferences, is competitive and affordable for renters and homeowners, and is well-planned and well-regulated. 

11 In line with these objectives, this paper proposes measures to direct the Reserve Bank and its MPC to consider relevant aspects of government policy relating to housing affordability when making decisions in respect of financial and monetary policy. 

12 Alongside this, the companion paper ‘Demand-side Measures to Moderate House Price Growth’ proposes tax measures that would increase the tax paid by residential property investors. Responsible Ministers also intend to propose options for improving housing supply to Cabinet over the next few months. 

The Reserve Bank’s role and support for the Government’s economic objective 

13 The Reserve Bank has two main policy functions: monetary policy and financial stability policy. Each is governed by the Act but with separate decision-making arrangements. We changed the monetary policy framework through ‘Phase One’ of our reforms to the Act. The second phase, which will reform the Bank’s financial stability framework, is still in progress.

Monetary policy

14 Under the Act, the MPC is required to formulate monetary policy directed to the economic objectives of:

14.1 achieving and maintaining stability in the general level of prices over the medium term; and

14.2 supporting maximum sustainable employment.

15 These are specified further in the operational objectives set out in the monetary policy remit. The remit may also set out further matters that the MPC must consider when pursuing its operational objectives. These matters must not be inconsistent with an economic objective. This means that any move to give greater weight to house-price considerations in the remit would only lead the MPC to promote housing affordability if doing so was consistent with its primary objectives. As background, the current remit is appended at the end of this paper (Annex 1). 

Financial policy

16 Under its role relating to the registration and prudential supervision of banks (the Reserve Bank’s financial stability function), the Reserve Bank is required to exercise its powers for the purposes of promoting the maintenance of a sound and efficient financial system. The Reserve Bank does this by imposing a range of regulatory requirements on banks. Its regulatory policies are broadly in line with international practice and include disclosure rules as well as capital adequacy and liquidity requirements. Macroprudential policies such as LVR restrictions are part of this suite of policies. Apart from imposing requirements on banks, the Reserve Bank also monitors compliance and supervises banks, taking enforcement action and managing failures when required.   

17 The Act provides for the Minister of Finance to issue a direction to the Reserve Bank to have regard to a government policy. The direction would require the Reserve Bank to have regard to the government policy when taking decisions on the design of financial stability policies. However, the primary objectives of the Reserve Bank’s financial policy (financial soundness and efficiency) would remain unchanged.   

18 As noted above, the Phase Two of the Government’s reforms to the Reserve Bank’s financial stability functions is currently in progress. This phase is also considering some key governance questions. The Reserve Bank of New Zealand Bill, which modernises the Reserve Bank’s governance and decision-making framework, is currently being considered by Parliament’s Finance and Expenditure Committee. I expect to introduce a further Bill creating a new regulatory regime for banks and other deposit takers and introducing a deposit insurance scheme by the end of 2021. 

Housing market impacts of Reserve Bank policies 

19 The Reserve Bank’s actions under both its monetary and financial functions can influence house prices, particularly in a context of constrained housing supply. For example, reductions in the OCR under its monetary policy function may increase demand for housing by reducing the cost of borrowing. Conversely, the use of LVR restrictions for financial stability purposes may reduce demand for housing by increasing the required deposit. 

20 The Reserve Bank has publicly stated that the and its MPC already considers housing costs and house prices to an extent. The MPC considers the housing market insofar as it is a driver of inflation and employment. For example, housing costs – such as rent, maintenance and the cost of construction of a new house – enter into the measure of the Consumer Price Index (CPI) that the MPC targets for its price stability objective. However, the CPI does not include house prices directly, and it gives little weight to the cost of land. This means the CPI gives an incomplete picture of housing inflation for policy purposes. Similarly, in undertaking its financial stability role, the Reserve Bank considers house prices in the context of financial stability. 

21 However, as New Zealand’s stronger-than-expected economic performance has flowed through to renewed housing demand, the time is right to reconsider whether the importance of house prices in Reserve Bank decision-making should be elevated. To this end, on 24 November 2020 I wrote to the Governor of the Reserve Bank to seek his views on whether the monetary policy remit should require the MPC to seek to avoid unnecessary instability in house prices. The Governor’s response, received on 9 December, suggested that the Reserve Bank’s financial stability functions might be a more appropriate vehicle for such a consideration. Following this, I asked officials from the Treasury and the Reserve Bank to advise on options to elevate the prominence the Reserve Bank and its MPC give to housing outcomes when making financial policy decisions and monetary policy decisions, respectively. 

22 The changes I am proposing reflect that advice, and do not involve a fundamental departure from either the current institutional framework or the Government’s medium-term direction of reform to the Act through Phase Two. Attempting to use monetary policy to change the long-run level of house prices would require a persistently higher level of interest rates than otherwise warranted, which could be highly damaging to the economy, and result in higher unemployment. Similarly, replacing or supplementing the Reserve Bank’s financial stability objective with housing affordability objectives could lead to the Reserve Bank taking action to lower house prices that comes at the expense of financial stability. I therefore propose to retain the Bank’s primary objectives for both monetary and financial policy. 

Proposal to seek replacement remit for the Monetary Policy Committee

23 As noted above, the Treasury and Reserve Bank have worked together to identify how a replacement remit for the MPC could give greater emphasis to housing affordability considerations in the MPC’s decision-making framework, while clearly retaining the primacy of the MPC’s economic objectives. 

24 The replacement remit would be issued via Order-in-Council and would therefore be subject to a legislative drafting process. Officials have advised that the replacement remit should:

24.1 Set the expectation that the MPC comprehensively understands the effects its decisions have on the Government’s housing objective, while it is pursuing its economic objectives.

24.2 Provide transparency and assurance about how the MPC understands these effects.

25 [bookmark: _Hlk63947513]The MPC would retain autonomy over whether and how its monetary policy decisions take account of potential housing consequences. At the margins, the MPC’s assessment of likely housing consequences may impact its choice of the monetary policy mix (that is, the mix of traditional and alternative tools it deploys).  

26 Following its decisions, the MPC would need to explain regularly how it has sought to assess its impact on housing outcomes. This would support transparency about how the MPC considers its impact on housing outcomes. This reporting obligation would arise because the MPC’s Charter requires the MPC to explain how it met the requirements of clause 2b) of the remit in its quarterly Monetary Policy Statements.  

27 Officials also recommend updating the contextual information attached to the remit to note the important role of the housing market in supporting the Government’s economic objective; an effective functioning housing market is a critical component of a sustainable and inclusive economy and promotes the maintenance of a sound and efficient financial system. This update would complement the section 2B requirement to assess the impacts of monetary policy on the Government’s housing objective, and support the section 68B direction.

28 I propose that the replacement remit would expire on 14 February 2024 (that is, the same date that the current remit is due to expire).

I intend to issue a section 68B direction on government policy 

29 I also intend to issue a direction under section 68B of the Reserve Bank Act to require the Reserve Bank to have regard to a government policy on housing. The Reserve Bank would be required to have regard to this policy when pursuing its financial soundness and efficiency mandate. 

30 Section 68B empowers the Minister of Finance to direct the Reserve Bank to have regard to a government policy that relates to the Bank’s functions under Part 5, Parts 5B and 5C (bank registration, prudential supervision, statutory management, and regulation of payment and settlement systems) of the Act. 

31 Section 68 of the Act states the powers conferred on the Governor-General, the Minister, and the Bank by this Part of the Act, which includes the 68B direction power, shall be exercised for the purposes of:

31.1 promoting the maintenance of a sound and efficient financial system; or

31.2 avoiding significant damage to the financial system that could result from the failure of a registered bank.

32 Once a direction has been issued, the Reserve Bank is required to ‘have regard to’ the government policy, which is generally understood to mean it must give genuine attention and thought to the direction, weigh it against other relevant factors, and give it the weight the Reserve Bank considers is appropriate in the circumstances. It does not change the nature of the Reserve Bank’s functions or require the Reserve Bank to give effect to the government policy itself.

I have considered several options for expressing Government policy in the section 68B direction

33 I have sought advice from the Treasury and Reserve Bank on how the Reserve Bank could be required to have regard to house prices, and I have considered the following options for expressing the Government policy on housing. These options are based on wording from the government policy objectives on housing, which are being proposed in the companion paper ‘Demand-side Measures to Moderate House Price Growth’.

33.1 Option 1: “To support more sustainable affordable house prices” (preferred by the Reserve Bank)

33.2 Option 2: “To support more sustainable affordable house prices, including by dampening investor demand for existing housing stock in order to which would allow more opportunities for first-home buyers” (preferred by the Treasury)	Comment by Daniel Cruden [TSY]: Office asking for “affordable” to be used instead.

33.3 Option 3: Including all the Government’s policy objectives on housing in the direction itself, which include ensuring every New Zealander has a safe, warm, dry and affordable home and creating a high-performing housing supply system. 

34 [bookmark: _Hlk63955025]The Treasury considers that Option 2 best achieves the overall objective of communicating the Government’s relevant housing priorities. It is preferable to Option 1 because it provides information on which parts of the market the Government intends to focus its policies on, and also requires the Reserve Bank to have regard to how it could achieve its financial stability mandate without coming at the expense of first-home buyers. Option 2 is also preferable to Option 3, which includes a wide range of housing matters less relevant to the Reserve Bank’s financial policy functions (such as warm, dry housing) and therefore has some significant legal risks. It is not clear that these matters would relate to the functions of the Bank under Part 5 of the Act, and nor would it be clear that the direction was for the purpose of a sound and efficient financial system. Therefore, such a direction may be inconsistent with the provisions of the Act (refer para 28 and 29 above).

35 [bookmark: _Hlk63956098]The Reserve Bank has a strong preference for Option 1 because it considers this provides the most achievable objective for the Reserve Bank, as sustainable house prices are consistent with its financial stability mandate. Like Options 2 and 3, it would require the Bank to have regard to whether its financial policies could bring house prices closer to ‘fair value’, including if overvaluation were caused by investor speculation. The Reserve Bank’s view is that unlike Options 2 and 3, it would not create unrealistic expectations about the ability of the Reserve Bank to target specific subsectors of the housing market. The Reserve Bank thinks that Option 1 is also a more enduring requirement, as it would be relevant in future circumstances where there was a desire to bolster housing demand from both owner-occupiers and investors. 	Comment by Daniel Cruden [TSY]: Potentially subject to change from RBNZ. 

My preferred approach is for Government policy “to support more sustainable affordable house prices, including by dampening investor demand for existing housing stock in order to allow more opportunities for first-home buyers”

36 My preferred approach to issuing a section 68B direction is Option 2 above. I believe this would express Government policy in a way that clearly communicates the Government’s relevant housing objectives and highlights which parts of the housing market the Government intends to focus its policies on. A key part of the Government’s housing policy is to moderate house price growth, including by tilting the balance away from investors and more towards first-home buyers. Once a government policy direction has been issued, it is up to the Reserve Bank to respond to the policy in a way that the Reserve Bank considers best aligns with its financial stability mandate.  

37 While the Government policy on housing could be stated in more general or specific ways, I consider that the wording above best captures the Government’s concerns about the housing market and the role of the Reserve Bank in relation to the complex and multifaceted drivers of the housing market, while also meeting the legislative requirements set out in section 68 and 68B. While I acknowledge there are some concerns that the Government policy as stated in the direction could be perceived as setting unreasonable expectations about the ability of the Reserve Bank to target certain segments of the housing market for broader policy reasons, I consider these can be managed by clear communication.

I am exercising this power for the purpose of promoting the maintenance of a sound and efficient financial system 

38 I am exercising this power to issue a section 68B government policy direction for the purpose of promoting the maintenance of a sound and efficient financial system, in accordance with section 68 of the Act. 

39 I consider that requiring the Reserve Bank to have regard to the government policy of ‘supporting more affordable house prices’ is aligned with the long-term economic fundamentals of housing and is consistent with the Bank’s financial soundness mandate. ‘Affordable’ and ‘sustainable’ house prices have similar meanings, in that house prices should be within some range of ‘fair value’, that is by reference to affordability for owner-occupiers in the macroeconomic context, or the cost of building a new house. 

40 [bookmark: _GoBack]There are strong links between affordability and financial soundness. If house prices go up rapidly and become more unaffordable relative to average household incomes, they increase the risk that households can no longer afford the ongoing costs of servicing mortgage debt. They also increase the risk of a sharp correction in the housing market and consequent financial sector disruption.

41 I am exercising this power to issue a section 68B direction for the purpose of promoting the maintenance of a sound and efficient financial system, in accordance with section 68 of the Act. Requiring the Reserve Bank to have regard to the policy of ‘supporting more sustainable house prices’ is aligned with the long-term economic fundamentals of housing and is consistent with the Reserve Bank’s financial stability mandate. If house prices go up rapidly, they increase the risk of a sharp correction in the housing market and consequent financial sector disruption.

42 This direction would require the Reserve Bank to have regard to whether its financial policies could bring house prices closer to more sustainable levels, including if overvaluation were caused by investor speculation. In practice, this might require an assessment of whether house prices are within some range of ‘fair value’, i.e. compared to affordability for owner-occupiers in the macroeconomic context, or the cost of building a new house. 

The Government policy in this direction is related to the Reserve Bank’s financial policy functions

43 The Reserve Bank’s relevant functions are the prudential supervision and implementation of rules that promote the maintenance of a sound and efficient financial system. 

44 The Government’s housing policy is also to increase the proportion of owner-occupiers in the housing market, which can only be achieved by increasing the rate of first-home buyers. 

45 This policy is consistent with the financial stability purpose above because of the differential financial risks posed by different types of borrowers. Investors may be associated with greater financial stability risks because may be more likely to sell their properties quickly in response to declining house prices, which increases the risk of ‘fire sales’ in a downturn. 

46 The Government policy as expressed above relates to the Bank’s functions. When the Reserve Bank carries out its Part 5 functions, it treats investors and owner-occupier borrowers differently for some of its relevant policies. For example, on loan-to-value restrictions, the Reserve Bank already distinguishes between investors and owner-occupiers by imposing stricter requirements on investors than owner-occupiers.

47 The Bank could consider whether it could undertake its functions without coming at the expense of first home buyers, and its financial policies could bring house prices closer to their ‘fair value’, including if overvaluation were caused by investor speculation.

48 The Reserve Bank’s relevant functions are the prudential supervision and implementation of rules that promote the maintenance of a sound and efficient financial system. The Government’s housing policy is to increase the proportion of owner-occupiers in the housing market, which can only be achieved by increasing the rate of first-home buyers. 

49 This policy is consistent with the financial stability purpose above because of the differential financial risks posed by different types of borrowers. Investors may be associated with greater financial stability risks because they may be more likely to sell their properties quickly in response to declining house prices, which increases the risk of ‘fire sales’ in a downturn. 

50 I consider the Government policy has been expressed in a manner that is related to the Reserve Bank’s functions above. The Reserve Bank already implements its functions in a way that treats investors and owner-occupiers differently. For example, the Reserve Bank already distinguishes between investors and owner-occupiers in its LVR policy by imposing stricter requirements on investors than owner-occupiers.

51 A direction that requires the Reserve Bank to have regard to the Government’s policy on first-home buyers is therefore a directly relevant matter for the Reserve Bank’s functions under Part 5 of the Act. The Reserve Bank would be required to consider this policy to the extent that it furthers the purpose of maintaining a sound and efficient financial system. In practice, this could require the Reserve Bank to have regard to how it could achieve its financial soundness and efficiency purposes without coming at the expense of first-home buyers.

52 A draft Government Policy direction is attached to this paper (Annex 2). 

This direction will be replaced by a financial policy remit

53 The Reserve Bank of New Zealand Bill provides for a financial policy remit, which will need to be issued by the Minister of Finance and reviewed at least every five years. It will have a similar legal effect to the section 68B direction (in that it is a ‘have regard to’ requirement) but will be a standing document rather than one that can be issued from time to time. It will also be supported by additional accountability and reporting requirements and will apply across all of the Reserve Bank’s financial stability functions. The Remit is designed to provide a balance between protecting the Reserve Bank’s operational independence, and providing an appropriate level of democratic influence over the significant policy making functions that Parliament has delegated to the Reserve Bank in relation to financial stability.

54 I expect that the Reserve Bank of New Zealand Bill will be enacted by the end of this year and that it will commence on 1 July 2022, with the first financial policy remit coming into force at this time. I expect to review this section 68B direction in the first half of 2022, as part of finalising the new financial policy remit. 

Other financial policy tools that may impact on the housing market 

The Reserve Bank has requested the Government consider adding debt serviceability restrictions to its toolkit

55 Another suggestion in the Governor’s letter of 11 December was that the Government consider adding restrictions on debt serviceability (including debt-to-income (DTI) limits) to the permitted tools in 2021.  

56 I agree with the Reserve Bank that the time is right to reconsider whether to include debt serviceability in its financial stability toolkit. However, am seeking more information and specificity about how the Bank would implement them is needed, particularly in light of any section 68B direction issued. I am particularly interested in whether DTIs could be targeted at investors and not at first home buyers. Therefore, I intend to invite the Bank to provide further advice to me before making any decision to add DTIs to the Reserve Bank’s toolkit. 

I am also requesting advice from the Reserve Bank on interest-only mortgages

57 As part of the Treasury’s advice to me on housing affordability, it has also noted that a high proportion of residential property lending to investors is interest-only (i.e. no repayments of the principal over the mortgage period). Interest-only mortgages comprise over 40% of new investor lending, compared to just over 20% for owner-occupiers. Interest-only mortgages – combined with interest payment being tax deductible – appear to be an enabler of speculative investment in housing. 

58 Given this, I also intend to invite the Reserve Bank to provide advice to me on the extent to which interest-only mortgages, (particularly to investors) pose risks to the Reserve Bank’s objectives of financial soundness and efficiency, and whether restrictions on interest-only mortgages may support the Government housing policy objectives. 

Implementation 

59 I intend for the replacement remit for the Monetary Policy Committee to be in place in time for the MPC’s regular monetary policy announcement on 14 April 2021 (this means that the MPC will make its next decision under the existing remit, at its 24 February Monetary Policy Statement).   

60 I will issue the section 68B direction by providing a signed written statement to the Reserve Bank. As soon as practicable after the direction has been transmitted, I will present this to Parliament and publish this in the Gazette. 

61 I will separately write to the Reserve Bank seeking further advice on DTIs and interest-only mortgages.	

Financial Implications

62 There are no financial implications associated with this paper. 

Legislative Implications

63 The remit for the Monetary Policy Committee cannot be amended before its expiry however it can be replaced by Order in Council, on the advice of the Minister of Finance. I intend to provide an Order in Council to Cabinet for submission to the Executive Council.

Regulatory Impact Statement

64 For the issuance of a section 68B direction, the regulatory impact analysis requirements do not apply, and a regulatory impact statement has not been prepared. 

65 For the replacement remit, tThe Regulatory Impact Analysis Team at the Treasury has determined that the regulatory proposal in this paper is exempt from the requirement to provide a Regulatory Impact Statement on the basis that it has no or minor impacts on businesses, individuals or not for profit entities. 

 Population Implications 

66 The following population groups are likely to be particularly affected by the proposals in this paper: 

66.1 To the extent that the policy proposals within this paper place upward pressure on rents, this appears more likely to disproportionately impact Māori and Pacific people, who are less likely to own their home (or hold it in a trust) than other ethnic groups. At the time of the 2013 Census, 56.9% of Māori and 66.9% of Pacific people were living in rental homes, compared to the total population figure of 36.3% (this data is not yet available from the 2018 Census). Government is taking other measures to improve housing for Māori and Pacific, including through Progressive Home Ownership, MAIHI partnerships and our Public Housing build programme. In addition, as around 43% of children are living in rental accommodation, upward pressure on rents could have negative impacts on child wellbeing and child poverty.

66.2 To the extent that the proposals benefit new entrants to the housing market, this appears more likely to benefit middle- to higher- income earners. Evidence from the 2018 General Social Survey suggests that, among people moving from rental properties into owner-occupied housing, those with higher personal incomes ($70,001 or more per year) were significantly more likely to have moved into their own home. Māori and Pacific people were significantly less likely to have moved into their own home than Pākehā.

66.3 Given that declining home ownership rates have been sharper amongst younger people, upward pressure on rental prices risks particularly burdening this group. Balanced against this is the potential for increased affordability for first home buyers, including amongst young people.

67 As noted above, the magnitude of the effect of the two tax measures on property and rent prices is uncertain. Accordingly, the size of the impact on population groups described above is also uncertain.  

68 To the extent that the proposals may encourage the Reserve Bank to consider investors and first-home buyers differently in achieving its financial stability mandate, there may be some marginal benefits to owner-occupier borrowers relative to investors in the housing market. Reducing investor demand for housing may decrease the future supply of rental properties, as fewer investors decide to opt in to the market. This could place pressure on rental properties and rental prices, disproportionately affecting groups that rent more relative to the whole population, for example, young people, Maori, Pacifica people, low-income earners and beneficiaries. 	Comment by Daniel Cruden [TSY]: Comment from office: align this wording with the similar wording in the demand side measures paper

69 The population implications of potentially increasing rents are described further in the companion Cabinet paper, ‘Demand-side Measures to Moderate House Price Growth’. That paper also notes plans for agencies to monitor and report on the impacts of the Government’s demand-side interventions in the housing market. If necessary, officials will assess whether further interventions may be warranted.

Human Rights

70 There are no human rights implications raised by the proposals in this paper. 

Consultation

71 The Reserve Bank of New Zealand has been consulted on this paper, the draft direction and the proposal to seek a replacement remit. The Department of the Prime Minister and Cabinet has been informed.

Communications

72 Subject to Cabinet and Executive Council agreement, I intend to announce the proposals before the end of February, alongside the announcement of the measures contained in the companion paper ‘Demand-side Measures to Moderate House Price Growth.’ As housing affordability is of high public concern, any new measures will be of considerable media and stakeholder interest. My intention is to announce the proposals on 24 February. 

Proactive Release

73 I propose to proactively release this Cabinet paper following public announcement of these proposals. 

Recommendations

The Minister of Finance recommends that Cabinet:

1 note this paper is part of a series of Cabinet papers to improve housing affordability in New Zealand,

2 note that the Reserve Bank’s actions in the past year have played a critical role in supporting New Zealand’s economic recovery, but have contributed to house price increases,

3 note this paper sits alongside the paper ‘Demand-side Measures to Moderate House Price Growth’, and that together these two papers form a part of the Government’s broader package of work to improve housing affordability,

4 note that the Government’s policy objectives for the housing market will be agreed to in the companion paper above and are relevant to the proposals in this paper. These objectives are to:

4.1 Ensure every New Zealander has a safe, warm, dry and affordable home to call their own – whether they are renters or owners.

4.2 In the short to medium-term, support more sustainable affordable house prices by dampening investor demand for existing housing stock, while creating additionalwhich would opportunities for first-home buyers.

4.3 Create a housing and urban land market that credibly responds to population growth and changing housing preferences, is competitive and affordable for renters and homeowners, and is well-planned and well-regulated.

Monetary policy remit

5 authorise the Minister of Finance to issue drafting instructions to the Parliamentary Counsel Office for an Order in Council to replace the remit for the MPC,

6 agree the replacement remit will incorporate government policy objectives relating to housing affordability, with the intent of: 

6.1 setting the expectation that the MPC comprehensively understands the effects its decisions have on the Government’s housing objective, while it is pursuing its economic objectives,

6.2 providing transparency and assurance about how the MPC understands these effects, 

7 authorise the Minister of Finance to progress any other policy issues that arise during the Order in Council process,

8 note that I intend to bring an Order in Council to Cabinet next week for submission to the Executive Council,

9 agree that I will bring the Order in Council direct to Cabinet for submission to the Executive Council and I will not bring an item on this matter to LEG committee, 

Section 68B direction

10 note that I intend to issue a section 68B direction to require the Reserve Bank to have regard to a government policy on housing,

11 note that I have considered the three following options for expressing Government policy in the section 68B direction:

11.1 [bookmark: _Hlk63945511]Option 1: “To support more sustainable affordable house prices” (Reserve Bank preferred)

11.2 Option 2: “To support more sustainable affordable house prices, including by dampening investor demand for existing housing stock in order towhich would allow more opportunities for first-home buyers” (Treasury and Minister of Finance preferred)

11.3 Option 3: Including all the Government’s policy objectives on housing in the direction itself, which include ensuring every New Zealander has a safe, warm, dry and affordable home and creating a responsive housing and urban land market,

12 note that my preference for expressing Government policy in the section 68B direction is Option 2,

13 note that the Reserve Bank has been consulted prior to the issuing of this direction,

14 note that I intend to issue the attached Section 68B direction on government policy to the Reserve Bank,

15 note that this direction will be presented before Parliament and published in the Gazette as soon as practicable after it is issued, 

16 note that I intend to review this section 68B direction in the first half of 2022, as part of finalising the new financial policy remit,





Other financial policy tools that may impact on the housing market

17 note that I intend to invite the Reserve Bank to provide further advice on the impact of debt-to-income restrictions and interest-only mortgages on financial stability and the Government housing policy objective, 

Next steps

18 note that, subject to Cabinet and Executive Council agreement next week, I intend to announce these proposals on 24before the end of February, and

19 note that I propose to proactively release this Cabinet paper following public announcement of these proposals. 







Authorised for lodgement



Hon Grant Robertson 

Minister of Finance




Annex 1: Current remit for the Monetary Policy Committee





The Government’s Economic Objective 



The Government’s economic objective is to improve the wellbeing and living standards of New Zealanders through a sustainable, productive and inclusive economy.  Our priority is to move towards a low carbon economy, with a strong diversified export base, that delivers decent jobs with higher wages and reduces inequality and poverty.



Context



Monetary policy plays an important role in supporting the Government’s economic objective. The Reserve Bank of New Zealand Act 1989 (the Act) requires that monetary policy promote the prosperity and wellbeing of New Zealanders, and contribute to a sustainable and productive economy. Monetary policy contributes to public welfare by reducing cyclical variations in employment and economic activity whilst maintaining price stability over the medium term.



This remit is issued by the Minister of Finance to the Monetary Policy Committee (MPC) under Clause 3, Schedule 1 of the Act.

1)	Monetary Policy Objectives

a) Under Section 8 of the Act the Reserve Bank, acting through the MPC, 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

a) For the purpose of this remit the MPC’s operational objectives shall be to: 

i. keep future annual inflation between 1 and 3 percent over the medium term, with a focus on keeping future inflation near the 2 percent mid-point. This target will be defined in terms of the All Groups Consumers Price Index, as published by Statistics New Zealand; and 

ii. support maximum sustainable employment. The MPC 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.

b) In pursuing the operational objectives, the MPC shall:

i. have regard to the efficiency and soundness of the financial system;

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









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





Agreed by









Hon Grant Robertson		Adrian Orr

Minister of Finance		Governor of the Reserve Bank of New Zealand 




Annex 2: Section 68B direction on government policy



Pursuant to section 68B of the Reserve Bank of New Zealand Act 1989 (the Act), I direct the Reserve Bank of New Zealand (the Reserve Bank) to have regard to the following government policy that relates to its functions under Part 5 of the Act.

Government policy

It is Government policy to support more sustainable house prices, including by dampening investor demand for existing housing stock in order to allow more opportunities for first-home buyers.

Consultation 



The Reserve Bank has been consulted on this direction. 



Communication 



Pursuant to section 162B(1)(d) of the Act, the RBNZ is required to report on how it has had regard to this direction in its next Statement of Intent. 



Review 



I expect to review this section 68B direction in the first half of 2022, as part of finalising the new financial policy remit under the Reserve Bank of New Zealand Bill, if enacted.



Issued at Wellington this [X] day of February 2021 





Hon Grant Robertson, Minister of Finance






Explanatory note (not part of this direction): 



Section 68 of the Act requires that the powers conferred on the Reserve Bank under Part 5 be exercised for the purpose of promoting the maintenance of a sound and efficient financial system. To promote the maintenance of sound and efficient financial system, the Reserve Bank imposes a range of conditions of registration on financial institutions in relation to a bank’s ability to carry on its business in a prudent manner. 



The adoption and implementation of these conditions have implications for the housing market and also for the Government’s broader policy objectives. 



The Government policy which is the subject of the direction forms part of the Government’s overall economic objective is to improve the wellbeing and living standards of New Zealanders through a sustainable, productive and inclusive economy. 



An effective functioning housing market is a critical component of a sustainable and inclusive economy and promotes the maintenance of a sound and efficient financial system. Access to affordable housing is a significant and growing concern for New Zealanders. Despite the impact of COVID-19, median house prices have increased significantly in the past year. 



The current state of the housing market creates significant societal inequities, and cuts across a number of this Government’s goals. 





To that end, the Government’s overarching objectives are: 



1. Ensure every New Zealander has a safe, warm, dry and affordable home to call their own – whether they are renters or owners. 



2. In the short to medium term, support more sustainable house prices by dampening investor demand for existing housing stock, while creating additional opportunities for first-home buyers. 



3. Create a housing and urban land market that credibly responds to population growth and changing housing preferences, is competitive and affordable for renters and homeowners, and is well-planned and well-regulated. 
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The Reserve Bank has a strong preference for the direction to refer to ‘sustainable’ house prices.
Sustainability is well linked to its financial stability mandate, where deviations from fair value
suggest growing risks of future house price correction. The Bank considers that it is also an easier
concept for the Bank to assess and build a modelling framework around. The Bank has noted
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CONFIDENTIALITY NOTICE

The information in this email is confidential to the Treasury, intended only for the addressee(s), and may also be legally privileged. If you
are not an intended addressee:

a. please immediately delete this email and notify the Treasury by return email or telephone (64 4 472 2733);

b. any use, dissemination or copying of this email is strictly prohibited and may be unlawful.

"This message (and any files transmitted with it) are confidential and :
may be legally privileged. If you are not the intended recipient please
notify the sender immediately and delete this message from your system. %

This message does not necessarily reflect the views of the
Reserve Bank of New Zealand. If the recipient has any concems a

the content of this message they should seek alternative confirm
from the Reserve Bank of New Zealand."
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Speaking points for Cabinet, Monday 15 February on housing measures

Background and objectives

· You are taking two papers to Cabinet’s Monday 15 February meeting that aim to reduce demand for housing through: (i) changes to the tax treatment of housing and (ii) increased attention to housing affordability in the Reserve Bank’s monetary and financial stability policy decisions.   

Demand-Side Measures to Moderate House Price Growth

· The first measure we propose is to extend the bright-line test from five years to fifteen or twenty years for properties acquired after the announcement. 

· That will mean that investor owners of property who sell that property within twenty years would have to pay income tax on the gains that they make. 

· This proposal will not apply to investors who purchase a new build, to ensure we do not disrupt the supply of new properties.

· The paper also proposes: (i) clarifying that short-stay accommodation that is not the owner’s main home is not excluded from the bright-line rule; (ii) amending the main home exclusion for the extended period. 

· The second measure we propose is that we agree, in-principle, to deny mortgage interest deductions. That will mean that investor landlords will be able to deduct none of their interest costs from their income before they calculate income tax.

· This paper proposes two broad options for how to transition to this rule. The rule can either apply prospectively, so that interest is only denied in relation to loans drawn down after the application date, or it could be phased in so that it partially applies to existing property investors from the outset, but where the amount denied increases over time.  

· Applying the measures to existing mortgages could lead to some landlords selling their properties and tenancies being terminated.  However, if the measure is only prospective then we will create two regimes for tax in housing investments. Phasing in the measure may balance these concerns.

· There are still a number of substantive matters to determine, such as whether there should also be an exemption for new builds for this measure.

· By reducing investor demand, these measures should reduce investor demand and create additional opportunities for first-time buyers. 

· There are risks, such as the potential for upwards pressure on rents. This is why it is important that these measures are considered as one element of a broader housing package.

· We will need to consult on implementation of these measures and consequent design issues ahead of Cabinet making a final decision. 

Housing Policy and the Reserve Bank

· This paper proposes that Cabinet: 

· Authorise drafting instructions to replace the remit for the Monetary Policy Committee (MPC). The new remit would incorporate government policy objectives relating to housing affordability.

· Note my intention to issue a direction to the Reserve Bank to have regard to a government policy on housing in relation to its financial policy functions, under section 68B of the Reserve Bank of New Zealand Act 1989 (‘the Act’). 

· Note my intention to invite the Bank to provide further advice about debt serviceability restrictions (i.e. debt-to-income limits) and the impact of interest-only mortgages on financial stability and Government housing objectives. 

· These changes follow my letter to the Governor on 24 November 2020 seeking his views on requiring the MPC to “seek to avoid unnecessary instability” in house prices through the remit. 

· Taken together, officials expect that these changes will have a modest impact on housing affordability. My proposals elevate the prominence the Bank and MPC give to housing affordability.  

· I am not changing anything regarding the Bank’s primary objectives of maintaining a sound and efficient financial system, and price stability and maximum sustainable employment in conducting monetary policy. These changes are about elevating the prominence that the Bank and the MPC will give to housing affordability when pursuing those primary goals. 

Monetary policy remit

· Treasury and Reserve Bank officials jointly recommended that a new remit be established that: 

· sets the expectation that the MPC comprehensively understands the effects its decisions have on the Government’s housing objective, while it is pursuing its economic objectives of price stability and maximum sustainable employment, and

· provides transparency and assurance about how the MPC understands these effects.

· Officials expect this would achieve a similar outcome to the wording I originally suggested to the Governor in November. The MPC would retain autonomy over whether and how its monetary policy decisions take account of potential housing consequences. At the margin, the MPC’s assessment of likely housing consequences may impact the mix of traditional and alternative tools it deploys.  

· I will report back to Cabinet next week (on Monday 22 February) to seek endorsement of the final Order in Council.

· I propose that the replacement remit would expire on the same date that the current remit is due to expire (14 February 2024), so that the five-yearly full review of the remit can be undertaken by the Bank as planned.

Section 68B direction

· I intend to issue a direction to the Bank under section 68B of the RBNZ Act that it must have regard to the Government’s housing policy objectives in relation to its financial policy functions. 



· I propose the relevant Government housing policy objective is “to support more affordable house prices, including by dampening investor demand for existing housing stock which would allow more opportunities for first-home buyers”. 



· I consider that Option 2 best captures the Government’s concerns about the housing market and the role of the Reserve Bank in relation to the complex drivers of the housing market, while also meeting the legislative requirements set out in the Act. 

· The paper also analyses an option that that the relevant Government policy is “to support more sustainable” house prices. This was preferred by the Reserve Bank because it considers that sustainability is more closely linked to its financial stability mandate and reduces the risk or unrealistic expectations about the impact on housing affordability.  



· Affordability and sustainability are both challenging concepts to define and require judgement. In my view it is important that the direction captures the Government’s broader policy objective accurately. Once issued, it is then up to the Reserve Bank to have regard to the policy in a way consistent with its financial stability mandate.  



· The change is likely to influence the way in which financial policy is implemented, which could assist first home buyers. For example, it might lead to the Bank considering how it could undertake its financial policy functions without coming at the expense of first-home buyers, and how its policies might bring house prices closer to their fair value if overvaluation were caused by investor speculation.




Debt serviceability restrictions and interest-only mortgages

· [bookmark: _GoBack]I am also inviting the Bank to provide further advice on whether debt-to-income limits (DTIs) should be added to the Bank’s macroprudential toolkit in response to the request in the Governor’s letter of 9 December. 

· I also intend to request advice from the Bank on whether there are any stability risks associated with interest only mortgages, and whether any restrictions may also take into account any government policy direction issued under section 68B.
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[bookmark: _GoBack]Speaking points for Cabinet, Monday 22 February on Revised MPC Remit

· You are taking a paper to Cabinet on Monday 22 February entitled ‘Reserve Bank of New Zealand (Replacement of Remit for Monetary Policy Committee) Order 2021’. This note provides speaking points to support you in that discussion. 

Purpose and background

· This paper seeks authorisation for submission to the Executive Council of the Reserve Bank of New Zealand (Replacement of Remit for Monetary Policy Committee) Order 2021. 

· Last week, on Monday 15 February, Cabinet:

· authorised drafting instructions to the Parliamentary Counsel Office for an Order in Council to replace the remit for the Reserve Bank’s Monetary Policy Committee (MPC), and

· agreed the replacement remit will incorporate government policy objectives relating to sustainable house prices, with the intent of: 

i. setting the expectation that the MPC comprehensively understands the effects its decisions have on the Government’s housing objective, while it is pursuing its economic objectives; and

ii. providing transparency and assurance about how the MPC understands these effects.

· At the same time that it authorised drafting instructions, Cabinet also noted my intention to issue a direction to the Reserve Bank under section 68B of the Act, to have regard to a government policy on housing in relation to its financial policy functions. This direction is being issued separately and does not require Executive Council approval.

Replacement Remit

· This paper seeks authorisation of the resulting remit. 

· The draft remit includes the following wording to achieve Cabinet’s policy intent:

“In pursuing the operational objectives, the MPC shall: ... assess the effect of its monetary policy decisions on the Government’s policy set out in subclause (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.”



· It also reflects the following technical changes, which were necessitated by the fact that the original MPC remit was not subject to the Order-in-Council process (and therefore not drafted by PCO). The technical changes are:

· Clarifying contextual and operative sections of the remit, and

· Minor formatting and stylistic changes. 



· (Legally privileged) The provisions contained in section 10 of the Reserve Bank of New Zealand Act (which provides for the content of the remit) are broad and empowering. Nonetheless, I am advised that there are some factors indicating there may be grounds for the Regulations Review Committee to draw the instrument to the attention of the House under Standing Order 319. Particular grounds could be that the instrument:

· “appears to make some unusual or unexpected use of the powers conferred by the enactment under which it is made”; and 

· “for any other reason concerning its form or purport, calls for elucidation.”



· These risks are mitigated (but not eliminated) by the technical changes described above. Officials advise that the instrument is capable of being robustly defended. 

Communications and Next Steps

· I intend to announce the changes next week, alongside the section 68B direction. The MPC’s next Monetary Policy Statement is due to be released on Wednesday 24 February. 

· The new remit will take effect from 1 March 2021 and will apply to the following MPC decision. As the remit has no direct impact on the public, I seek a waiver of the 28-day rule. This will ensure the remit is in force if the MPC needs to make a decision earlier than anticipated. 
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