31 August 2009

Parliamentary Banking Enquiry
3.046 Parliament House
Parliament Buildings
Wellington

Email: bankinquiry@parliament.org.nz

supportifig:-the real economy

NEW ZEALAND MANUFACTURERS AND EXPORTERS ASSOCIATION
SUBMISSION
ON THE

PARLIAMENTARY BANKING INQUIRY

New Zealand Manufacturers and Exporters Association
P O Box 13152 Armagh
Christchurch 8141



PARLIAMENTARY BANKING INQUIRY

supporting:the real economy

The New Zealand Manufacturers and Exporters Association (NZMEA) are pleased to have

this opportunity to provide feedback from our members to the Multiparty Banking Inquiry.

We congratulate those responsible for creating this opportunity and we hope that those on
all sides of the issue take this opportunity to have their say on this critical matter for New

Zealand.

BACKGROUND

The NZMEA represents the interests of manufacturers and exporters throughout New
Zealand, and only those active in the real economy are eligible for a governance role in the

Association. Our members are fully exposed to the pressures of globablisation.

The Association is New Zealand's only focused and independent voice for manufacturers
and exporters. Members make over $2.7 billion in sales per year, with an export value of
around $1.3 billion. The Association can trace its beginning back to the early history of New

Zealand.

The Association also includes in its membership affiliate organisations such as the Wood
Processors Association, Plastics New Zealand, the Engineering Printing & Manufacturing
Union Inc, HERA (Heavy Engineering Research Association), The Engineering Taranaki
Consortium, Capenz (Centre of Applied Engineering New Zealand) and the Productive

Economy Council.

The export sector is roughly 30% of gross domestic product, or about $40b. Broadly primary
production, processed primary production and manufactured goods each contribute one third

of New Zealand’s export sales.

Our tradeable sector has been in decline since 2003; furthermore, New Zealand has slipped
in the rankings of the Organisation for Economic Co-operation and Development (OECD)
from 5" in 1950 to 23" in 2007; between Korea and the Czech Republic, and well into the

lower middle bracket of global income per capita.

Much of the decline of the tradeable sector can be attributed to currency instability and
uncertain returns in the medium term for efforts in export markets. It is worth noting that a
1% change in our terms of trade can have an impact of around $400m and we have

witnessed changes of over 30% in months.
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Elaborately transformed manufactures comprise over 18% and basic manufacturers over
10% of New Zealand's tradeable exports. Economic development based on elaborate
transformation that can command high prices from global customers ultimately funds a
developed world lifestyle. Generating a return from exports based on ever increasing skill
levels and product complexity provides the opportunity to maintain and improve living

standards in New Zealand.

If our economy fails to develop, and instead produces ever simpler products we will not
develop skills in our labour force and we will see local wealth polarisation. We will all be part
of an ever poorer New Zealand and witness a widening gap between what the world has to

offer and what New Zealand can afford in health, infrastructure and general consumption.

The New Zealand Manufacturers and Exporters Association wishes to be heard on this

submission.

EXECUTIVE SUMMARY

New Zealand is too small an economy to amortise the research and development costs
associated with added value products on sales to our domestic market; to recover the costs

of added value development New Zealand must sell to the world. Only successful

export and trade can increase wealth and improve living standards.

Our overall policy settings and the settings that relate to the banking sector should recognise

this “must trade” imperative; unfortunately they do not.

The financial crisis was built on the premise that asset values would continue to rise.
Globally, banks and the broader financial system created ever more debt, and our local
policies encourage ever more concentration of that debt on asset investment. Inflation
controls failed the real economy and our local banks were able to circumvent the Reserve
Bank’s attempts to tighten monetary policy for several years as funds were readily available
offshore. Policy settings in other jurisdictions made New Zealand an attractive destination

for offshore funds.

As the crisis unfolds we witness other jurisdictions opting for lower interest rates and
guantitive easing, essentially inflicting yet more damage onto our fragile tradeable sector.
We must seek and find mechanisms that ensure that our policy framework protects the real

economy against such policy contrasts.
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The issues of lending margins, lending terms, lending practices, behaviour of lenders and

borrowers cannot be considered in isolation. Government policy setting is at the heart of

many of the complaints directed at banks and therefore policy must be a part of any solution.

The “must trade” imperative must be at the forefront of our policy design if greater

investment, and consequently higher growth and productivity in the export sector,

and ultimately our entire economy, is to be anticipated.

OBSERVATIONS

On banks and bankers it has been said elsewhere: don’'t blame a rattlesnake for
being a rattlesnake; if you must handle it, be careful with it and regulate its behaviour
so it can'’t bite. So it is with the banks; they sit in a privileged position where they can
create debt and charge interest on that creation. That privilege that can threaten the
rest of the economy, if abused. Without adequate regulation banks will pursue their

own ends to the detriment of the wider economy.

It is worth noting that already media comments suggest that the merry-go-round of
asset prices is starting again with banks easing lending criteria on property. We
seem not to have learnt much — however this is growth behaviour from the banks

standpoint.

The banking sector recklessly piled debt onto the global asset bubble. When the
bubble burst they looked to recover their positions by increasing margins and

maximising break fees; behaviour that can threaten wider economic activity.

The problem is wider than the banking sector. The inflationary resonance of the
banks seeking growth and the distortions in the policy framework that amplify the
demand for property requires the Reserve Bank of New Zealand (RBNZ) to respond.
The interplay of that response and the exchange rate is highly damaging to the real

economy.

OCR has failed to restrain inflation in the non-traded sector and has brought headline
inflation into the target band only at the expense of a battered traded economy.
Marked differences between the Official Cash Rate (OCR) and retail interest rates

are a symptom of this problem.
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Our economy has been built around the premise of ever increasing asset values,

exacerbated by the entrenched tax haven associated with asset investments.

RECOMMENDATIONS

The NZMEA recommends:

The OCR needs to be augmented with a monetary volume control mechanism; price

alone has not been able to restrain non-tradeable inflation.

Counter-cyclical capital reserve ratios to limit the ability of the bank to over lend,
chasing growth, when world credit is cheap, damaging our tradeable sector and

increasing the chance of bank failures when the bubble bursts.

A low, broad tax code to take some of the demand from the debt sails." This needs

to include a Capital Gains Tax so that all forms of “earnings” are taxed equally.”

Ensure that Kiwibank has sufficient size (capitalisation) to compete effectively with

the big four banks. Kiwibank could become an additional RBNZ policy instrument.

Look at other structures that have shown resilience in the crisis; North Dakota has

some lessons.

THE PROBLEMS

Profitability of New Zealand Banks

Despite the various failures of commercial banks and financial institutions around the world,

the banks in New Zealand have done better than most in this financial crisis.

First, let’s look at their margins before and after the crisis.
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Four different interest rates are presented in Figure 1. The first two are the floating rates for
first mortgage new customers and the business base lending rate (the unit price), and the

bottom two are the six-month deposit rate and the overnight interbank cash rate (the funding
cost).

The six-month term deposit rate follows the overnight interbank cash rate fairly closely until

October 2008. These rates have diverged since the financial crisis, with the difference
peaking in May 2009.
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The business lending rate has been higher than the floating mortgage rate for this period,
however, the difference has doubled since late 2008. Bank margins for business lending
were around 3 to 4% for the pre-crisis periods. During the past year, the margin has nearly
doubled to 6 to 7%. Mortgage margins have also increased since the beginning of 2008

reaching a record high of 4% in mid 2009.

It is true that commercial banks source their funds from overseas markets, and these funding

costs have increased, but it is still not enough to validate the increase in bank margins.
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According to OECD figures, the banks in New Zealand have seen their net interest income
increase from $3307 to $6160 million (an 86.2% increase), while the net income after tax
increased 98% from $1633 to $3236 million (see Figure 2). Even in times of financial crisis,
banks have managed to maintain their profitability (see Table 1). It is worth noting that GDP
increased 61% in the same period. The more the banking sector takes the harder it is for
the real economy to grow. To put this in context, the NZX50 listed companies excluding
ANZ and Westpac made a combined profit of $2.89 billion in the last financial year, while the

registered banks have made $3.26 billion over the same period.
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The Commerce Commission has a statutory role to enforce the Commerce and Fair Trading

Acts, which promote competition and fair trading in New Zealand markets. They also

enforce the Credit Contracts and Consumer Finance Acts, which regulate the provision of
credit to consumers.
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In addition, they enforce product safety and consumer information standards, and have a

regulatory role in the dairy, electricity and telecommunications markets.

The Commission has completed its investigation into the fees charged by ASB, SBS Bank,
BNZ and National Bank. However, the Commission's investigation into the break fees
charged by ANZ, Kiwibank and Westpac continues in regard to the use of wholesale rate in

the break cost calculation.

We have reports of complaints where the break fees are thought to be between two and
three times the real cost to the bank of re-establishing the loan, and that the break fee

calculation is opaque in the bank loan documentation.

Members report that a cost that protects the return the bank anticipated at the time the deal
was done is reasonable, but to make windfall returns when things change in an

unprecedented way is unacceptable.

The use of difference between the initial retail rate and the wholesale rate at break is
massively biased in favour of the bank. The differences in public retail rates (this leaves any
margin bias from the initial deal to the break date to fall where it will — note as banks
increase margins this benefit falls to the bank) should be used and the calculation formula

published explicitly.

The matter of break fees has featured frequently in comments from our members. One
respondent from our banking survey commented that, “their charge for fixed interest loan
break fees bordered on gross abuse of their position, we estimate overcharging by 50%! We

will be pursuing legal options to address this matter.”

Impact of the Official Cash Rate

The use of the Official Cash Rate as the sole monetary policy tool has allowed banks to defy
the intent of the Reserve Bank. The banks requirements to balance their books saw them
filling their boots with cheap (in comparison to Reserve Bank money) offshore funds in the
boom times (all chasing a better return in NZ) enabling them to ignore the Reserve Bank,
and consequently the RBNZ was unable to exert an adequate level of price control over the
banks. Consequently monetary policy has been fairly ineffective throughout the last decade,
exacerbating an asset fueled economic cycle that damaged the real economy in the short-

term and overall economic prospects in the long-term.

9 of 21 johnwalley@clear.net.nz August 09



PARLIAMENTARY BANKING INQUIRY

supportifig:the real economy

In addition, there has continued to be a substantial lag in the affects of monetary policy. The
RBNZ responded to high inflation by raising the OCR which ensured a ready supply of
money to the high street banks ensuring ever higher inflation — nice while it lasted.

On the way down the high percentage of fixed rate loans has meant that the much of the
monetary stimulus intended by the Reserve Bank has not been delivered to consumers
Banks have taken significant break fees as they and their customers were flatfooted by the

unprecedented rate of fall associated with the OCR in the later part of 2008.
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The graph shows that inflation has remained inside the target band over the medium term,
but it is the OCR'’s affect on the tradeable sector that keeps inflation within the target band.
Its influence on the non-tradeable sector is insignificant.
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The OCR has acted against the “must trade” imperative mentioned above. The expansion of
credit has been the major issue preventing the OCR’s impact on non-tradeable inflation.
High interest rates offered by banks in New Zealand attracted credit from overseas meaning

that OCR rates could be undercut and the domestic economy could continue to spend using
borrowed money.

Tax Imbalance

The damage inflicted on the tradeable sector is broader than the OCR. The OCR played a
key role in the supply side of the equation, it attracted the offshore funds into the New
Zealand banking system, however, that was matched by ready demand from borrowers and
an expectation from both lenders and borrowers that asset values would go on rising. These

asset values were amplified by the tax haven status afforded to land and buildings in New
Zealand.
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So we see policies driving both borrower pull and lender push. Not pretty, and made all the
worse in the New Zealand context because the problem extends far beyond domestic
property to the productive core of our country for too long we have been farming capital gain

not profitability.

The imbalance in New Zealand’s tax system contributed to the difficulties in restraining non-
tradeable inflation. Much of the credit pouring into New Zealand found its way into our land
and buildings bubble. Latest statistics show the annual trade balance to be negative $3.1b,
investment balance negative $13.4b with negative international investment position close to
100% of GDP.
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Constantly rising asset prices meant that New Zealand consumers lived beyond their means
by using the notional asset equity to fund more borrowing and to offset any costs imposed by

higher interest rates.
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It meant that farmers turned their minds to farming capital gain rather than maximising
income and profit. Banks encouraged both domestic and commercial borrowers to leverage,
the asset gain tax rules that stoke that particular fire, and productive business chased
cheaper borrowed secured against property. At the same time cash flow lending by banks
contracted. Lending to businesses has grown at less than half the rate of lending to

individuals over the past decade.

SOLUTIONS

North Dakota

As a result of the financial crisis, 47 of 50 states in America are insolvent. However the
State of North Dakota has not only avoided the credit freeze, it is actually running a budget
surplus of US$ 1.2 billion. Since 2000, the state’s GNP has grown 56%, personal income
increased by 43% and wages by 34%. One notable difference with North Dakota is that it
has its own bank. In 1919, the Bank of North Dakota (BND) was established by the state
legislature. It aims to promote agriculture, commerce and industry by freeing farmers and

small businessman from the outside banks."

BND has a unique funding model. By law all state tax collections and fees are deposited
with the bank, and a competitive rate is paid to the state treasurer, then the bank invests in
economic development type of activities by loaning back these deposits to people and
businesses in the state of North Dakota. There are also other private banks in North Dakota
which can partner with the state owned bank. When a loan is issued by a local bank, BND
will participate in the loan, and use various programs to share risk and buy down the interest
rate. Guarantees similar to Small Business Administration (SBA) are provided to encourage
certain activity for entrepreneurial startups. In addition, BND is also a bankers’ bank, which

provides services such as check clearing, liquidity or bond account safekeeping.

The advantages of the North Dakota system are that if an accurate profile of issued debt is
known, then sources of funding are transparent and the bank can be used to assist with
overall economic aims. New Zealand must ensure that its banking system also meets these

requirements.
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Bank Regulation and Competition Control

In a similar way Kiwibank must be enabled to play a greater part in aligning the intent of the
RBNZ with retail bank practice. The RBNZ can already influence interest rates and break
fees in the ‘big four’ banks by using its crisis' management powers, but the use of Kiwibank

as an instrument of policy should be investigated.

Injecting more capital into Kiwibank has already been discussed? and this would be a
positive move as it would ensure that competitive pressure on the major banks would be

maintained.

Economic Policy Issues

The key to the policy response is coherence. As spelt out earlier New Zealand has a
problem with both an over demand and an over supply of credit so it is important to deal with

both issues. Circuit breakers are needed to control the volume of money flow.

Monetary policy needs to focus on restricting the volume of credit; price alone has been
shown to fail. Volume control is particularly important in the ‘boom’ times — a volume lever
could be more important than price and the two levers used in combination might create the

stability in the external economy achieved by Singapore.

! Many in the export sector see a major and more or less enduring crisis in the escalation of the dollar.
% Finance Minister Bill English said in response to a question from the Otago Daily Times: "There have been
preliminary discussions about the next phase of Kiwibank's growth. That's as far as it's gone at this stage."

14 of 21 johnwalley@clear.net.nz August 09




PARLIAMENTARY BANKING INQUIRY

supporting:the real economy

Fiure 7 -l ewlea Indand$inga pore TW 1Com pa rison

80.0 120.00
75.0 115.00
70.0 110.00
65.0 105.00
60.0 / 100.00
55.0 95.00
50.0 90.00
45.0 85.00
400 20.00

ST D D O~ = P M M S ST oW W WY P~ P~ 90 m Sy

S O Q Q9 Q Q Q9O Q@ @ 2 9 e Q Q@ L Q QO O Qe Q9 9

e oo Q 9 QO O O 0O 9 o 0 0 Q9 9 e O O Q9 o Q9 g

s | —d ™~ i i | ™~ La | m~ i~ ~d [ L | Lo | ™~ i~ L] m~ L | L] L | md ™~

§ 2525252583252 532583258358¢%375§8-°53

s NZ TWI SGDTWI

If we want an external sector we need a method of managing the exchange rate through a
variable excise taxes, a variable GST rate or a variable compulsory savings rate. A volume
tool would seek to limit the volume of money in the economy without increasing interest rates
(in an attempt to lower borrowing) which serve only to attract offshore money into the country
perversely increasing the money supply and lifting inflation. This would prevent the impact
of the OCR on the exchange rate and would stop inflows of overseas credit from worsening
inflation problems. If banks were not able to source as much credit from overseas this would

mean that retail interest rates would be more closely linked to the OCR interest rate.

Counter cyclical capital reserve ratiosv can restrain that bank lending practices so they do
not contradict central bank monetary policy objectives. Under the current system banks are
able to lend more during ‘boom’ periods because international money markets are loose
opposing the intent of tighter monetary policy here in New Zealand. This measure would
require banks to hold a higher ratio of reserves during those times to limit excessive credit
expansion and reduce the chance of difficulties due to over-leveraging.
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Fiscal Policy

The excessive demand for credit must also be addressed. A Capital Gains Tax is central to
this problem as the tax free status of gains on land and buildings allows asset holders to
tolerate high interest rates. For instance an interest rate of ten percent is not an issue when
the asset is appreciating at fifteen percent. A lower and broader tax base, such as the
Treasury has suggested,” would also provide better investment incentives to the economy,
which has suffered from over-investment in assets and under-investment in productive

activity.

Concluding Comments

New Zealand must look to global trade to if our economy is to increase in complexity and
develop. Increasing complexity provides scope for imagination, value capture and better
prices. Simplification brings with it the opposite trend, lower skills, value leakage and ever
increasing price taking. The latter trend has been with us for decades, turning this around
will not be easy and it will not be of the back of “business as usual” deep and meaning
change is desperately needed to switch our policy framework in support of the “must trade”
imperative.

The world is changing;" the simplicity of inflation targeting with a simple price mechanism is
now under severe doubt we need to be moving quickly to give our exporters the incentive

and the chance to make New Zealand a wealthier place.

Q\m We

John Walley
New Zealand Manufacturers and Exporters Association
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