














PRICE EFFECTS OF MONETARY POLICY: THE CASE OF A SMALL OPEN ECONOMY OF NEW ZEALAND

than the NZ PPI due to a nominal appreciation of NZ NEER, when the country is trading with
Japan. The 2nd diagram of column 2 reflects that NZ CPI declines more than the NZ PPI due
to an appreciation of NEERNZ when the country is trading with the USA. Hence, our model
simulation almost certainly demonstrates that an appreciation of the NZ NEER reduces the
NZ CPI more than the NZ PPI, i.e. ERPT to NZ CPI is more than that of NZ PPI.

Figure 5

4.1.3. Forecast Error Variance Decomposition Analysis

We have utilized the FEVD method to explore the sources of variations in the PPI, CPI, and
monetary policy interest rate (Ryz) of New Zealand due to various structural shocks. We find
that average world price of crude oil is the most important source of variation of the NZ PPI.
A structural shock to the world average price of crude oil explains 30-64 percent variations in
the NZ PPI within 4-24 quarters following such a shock when New Zealand trades with the
four major trading partners in concern. Structural shocks to itself are the next most important
sources of variation in the NZ PPI.

New Zealand monetary policy shock accounts for 5-21 percent variations in the PPI when
the country trades with the four major trading partners. Furthermore, percentage variations in
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the NZ PPI decline during 4-24 quarters due to shocks in domestic monetary policy rate. It may
indicate a declining impact of domestic monetary policy on the NZ PPI as time progresses. We
also find that the NEER shock accounts for only 2-5 percent variations in the NZ PPI during
4-24 quarters as New Zealand trades with major trading partners in concern. In other words,
the ERPT to NZ PPI is not quite high. In addition, we have found that NZ PPI explains most
of the variations in the NZ CPI. A structural shock to the NZ PPI explains variations in the
NZ CPI within the range of 26-40 percent during a period of 4-24 quarters following such a
shock when New Zealand trades with the four major trading partners in concern. NEERNZ
is the second most important source of variation in the NZCPI. Except for the Japanese case
(after the 4" quarter), the NEERNZ shock accounts for 12-25 percent fluctuations in the NZ
CPI after the 4™ quarter, while after the 24" quarter, such a shock is responsible for 13-27
percent variations in the NZ CPI when the country is trading with the major trading partners
concerned. In other words, the ERPT to NZ CPI is larger than that of NZ PPI. FEVD analysis
also reveals that the NEERNZ is the most important source of variation in the NZ monetary
policy interest rate, i.e. fluctuations in the NEERNZ explains 46-65 percent variations in the
RNZ after the 4™ quarter when the country trades with the major trading partners concerned.
Next, variations in the NZ output accounts for 13-17 percent variations in the NZ monetary
policy interest rate after 4" quarter. We have also found that NZ CPI explains variations
in the monetary policy interest rate more than the NZ PPI does. Specifically, after the 41
quarter, fluctuations in NZ CPI explain 5-24 percent variations in the RNZ (NZ monetary
policy interest rate), while the NZ PPI accounts for 5-7 percent variations in the RNZ. Thus,
we conclude that the RBNZ emphasizes the consumer prices more than the producer prices
in order to maintain the price level stability in New Zealand. We also conclude that the NZ
monetary policy closely monitors the variations in the NZ NEER and output to maintain the
stability in the consumer’s price level. Finally, we have found that the RBNZ closely follows
the monetary policy stance of its closest neighbour and the largest trading partner Australia
(after the 4" quarter, the Australian monetary policy rate explains 12 percent variation in the
NZ discount rate).

V. CONCLUSION

This paper empirically examines the price effects of monetary policy in a small open economy
of New Zealand. For the empirical analysis, we have used the Structural Vector Autoregressive
(SVAR) methodology. Accordingly, we have utilized economic theory driven restrictions to
identify the contemporaneous structural shocks from the estimated reduced form residual
error terms of the four VAR models, which incorporate the policy and non-policy variables
of New Zealand and four its major trading partners; Australia, Japan, the United Kingdom,
and the United States. New Zealand has been proactively implementing inflation-targeting
monetary policy since 1989 and appears quite successful maintaining price stability in a
consistent manner. Being guided by the New Open Economy Macroeconomic models of
monetary transmission, we have imposed theory driven restrictions on the contemporaneous
relationships among the model variables that are duly identified. The impulse response
functions display plausible dynamic behaviour of the consumer’s and producer’s price levels
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due to an identified restrictive domestic monetary policy shock. New Zealand industrial output
and nominal effective exchange rate have also shown such plausible behaviour due to such
a monetary policy shock. In particular, we have found a higher degree of exchange rate pass
through (ERPT) to domestic CPI compared to that of the PPI in New Zealand economy. The
forecast error variance decomposition (FEVD) analysis corroborates this finding. On impact of
arestrictive monetary policy, the local currency prices of the intermediate goods and equipment
decline and so does the PPI and our analysis shows that the CPI (that includes the prices of
the final goods) declines more than the PPI. This may happen due to the fact that the RBNZ
responds more to the variations in the NZ CPI than that of NZ PPI in order to maintain the
price level stability being an inflation targeting central bank. Both the impulse response (IR)
and forecast error variance decomposition (FEVD) analyses support this finding. Our findings
may have important policy implications for the policy makers of New Zealand and other small
open economies that are undertaking inflation targeting monetary policy.
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