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b PARLIAMENTARY BANKING INQUIRY

Executive summary

The Productive Economy Council (PEC) represents the interests of any New Zealander that
wishes the New Zealand economy to rise to the top half of the OECD but as we believe that
can only happen through the exporting of high yielding products, we have a particular interest

in ensuring the obstacles to achieving those exports are removed.

Both the New Zealand public and exporters have been told by politicians, economists,
treasury and the Governor of the Reserve Bank that there is nothing that can be done about
the volatility of the New Zealand dollar and we need to grin and bear it. We know this is an

untrue statement and can produce evidence to prove it.

PEC6s research shows that sNew Z e ammdday@®dicy,
banking regulation and tax laws would prevent the systematic attack on New Ze al
economic sovereignty by international banks and more specifically, the large Australian

Banks that dominate its banking sector.

The specific issues raised by the inquiry around the lack of pass-through of Official Cash
Rate (OCR) reductions are in reality a very minor issue compared to the decades of damage
to the economy of New Zealand that has been inflicted by the completely legal and logical

banking behaviour of the Australian banks.

While the temptation is always to blame the banks, banks will be banks, as that is their
nature. The current tax avoidance cases before the courts and the ANZ/ING investment

smal |

and©os

debacle act as a sanity check on that statement

to play fair as that is not in their DNA. You have to pass laws that prevent the abuse and
decay of New Z e alecmonhidé sovereignty and then enforce those laws as more
enlightened countries have. That responsibility falls on parliament and leaders of this

country.

PEC came at this problem not as economists working in isolation but as exporters looking for

answers to why the New Zealand government has n 0 t act ed .We startdd iwgh
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b PARLIAMENTARY BANKING INQUIRY

practical problems at the coal face and worked backwards to the policies that created them.
The conclusion we have drawn is that well-funded vested interest groups, particularly
property speculators, banks and senior business people operating in the internal economy
enjoy things just as they are and have no desire to change it. The people we try to represent
are not poor, they probably have more than one home but they spend every hour of every
day working on how to export more from New Zealand in the interests of New Zealanders.

The recent disclosure of parliamentary interests was of particular interest in this regard as a
capital gains tax on secondary property would affect up to 50% of all MPs sitting in the
house. PEC would like to believe that those Ministers and MPs were capable of voting
against their self-interest in favour of the national interest and in many cases we are sure that
is true. However, the issue remains that economic sovereignty is being eroded while
politicians benefit from the system that is causing it. On any board in this country that conflict

of interest would not be tolerated.

In the attached paper we present the case that New Zealand property tax laws, relating to tax
deductibility of losses on secondary properties and lack of capital gains tax at exit, are the
primary cause of excessive pull on unproductive capital into this country and potentially the

reason why New Z e a | aimtedleSt sates are higher than other countries.

We have not covered the effect that housing investment has had on the development of
productive businesses but it is obvious looking at the statistics presented that as a country
we have over-invested in housing and under-invested in business and banks have

participated in this behaviour as well.

We show the ability of banks (particularly the Australian banks because of their market
share) to flood the economy with money, fuel inflation, drive up the OCR and the NZ dollar
and then benefit from the interest rate increase and volatility of the NZ dollar. We show that
this is only possible because of the nature of New Z e a | amahéissy policy and the
demand for unlimited capital from New Z e a | apmogedtysspeculators, as created by the tax
free nature of their capital gain and the tax deductibility of losses on secondary properties
against PAYE.
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Finally, we show an exemplar of how it can be done: Singapore. We show how this small
export-focused economy can be run without all the abuse and how laws were passed
specifically to detour the abuses of the international financial markets. We show how
Singapor ebs | aws and regul apeningnaad hbwathey hage event e

prospered as a result; outperforming New Zealand in almost every matrix that matters.

Equally important to conservative New Zealanders and politicians, we show that international
economists agree that Singapore has got it right and that they also hold Singapore and its

policies up as an exemplar.

The abuse we have suffered from financial exploitation of banks, as a small and open export

nation can be stopped - if we can find the political will and leadership to make it happen.

We have read the Reserve Bankods report d&of Bank |
July. To this we say: The average cost of funding is not transparent, indeed it is very difficult

to calculate margins and with the multitude of provisions the picture is very clouded at a net

profit level. However, the simple and inescapable truth is, banks are doing very well at an

absolute level in the middle of a recession. This shows the power they have to manage their

own affairs at the expense of the economies they supposedly support. During 2008 the NZX

50 (minus the Australian listed banks) made a total profit of NZD2.9 billion compared to the

profit from the top four Australian banks of NZD3.2 billion.

Is it right that the top four banks continue to make more profit than the rest of the NZX 50 put
together and that collectively their gross income and net interest income has increased in the
middle of the biggest recession in 50 years?

We will not debate the detail of banking transactions - only the magnitude of the negative
outcomes. As a nation we have become wadablei t i onec
and thatos si Wpl hamet showa how Singapore has dor
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There are many models that would serve New Zealand well and we have publicly suggested

a few but the fact t hat one exists is al:l t hat O ¢
What we are putting up with is not normal, we d
get over it.

We strongly believe there is a need for a Commission of Enquiry along the same lines as the
1955/56 Royal Commission on monetary policy, banking and credit systems. It is only with a
firm focus on protecting its national interest that New Zealand will avoid going down the

same path as other highly indebted open economies like Iceland.
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Productive Economy Council

The Productive Economy Council (PEC) is generally described as a think tank. It is self
funded, requires no formal membership but seeks and gains a wide variety of input from its
supporters and followers. PEC formulates discussion documents, debates those subjects
publicly in various electronic formats and issues press releases, as required, on important

subjects to bring the debate into the public arena.

PEC believes there is little ability to sustainably and economically expand the production
capacity of New Z e a Ipramard éestor and as a result future export expansion and
national wealth creation will need to come from high-yielding (high-margin) technology
exports. As a result we attempt to give a voice to high-wage, high-growth, high-technology

exporters where intellectual capital remains their key competitive advantage.

PEC was founded by four of the former Trustees of The New Zealand HiGrowth Project in
2008: including current President of The New Zealand Hi-Tech Trust, Wayne Norrie; former
Executive Director of the HiGrowth Project, Garth Biggs; Former Chairman of the NZ Hi-Tech
Association and entrepreneur, Selwyn Pellett and; APEC Business Advisory Council, Co-
chair Technology & Information Working Group, John Blackham. All of the council members
have for over ten years advised relevant politicians of the impacts of their proposed policies
on the productive economy.

As an affiliate of the NZ Manufacturers and Exporters Association (NZMEA), PEC has
access to NZMEAOGs s ud noiits sourcendataa and comvmehts$ in thee f
submission as appropriate.

PECO6s Vi sion

To regain economic sovereignty by building a sustainable, high-wage, hi-tech (elaborately
transformed) economy that benefits all New Zealanders and gives strategic options to
generation X & Y.
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PECO6s reservat iftbenimquirwi t h t er ms o

The inquiry wishes to focus submissions primarily on the lack of pass-through of recent cuts
to the Reserve B-tenmkvériable®@rBstrates. s hor t

A number of other issues have been identified as possibly relevant in the context of the
inquiry:

Lending margins, including the cost of wholesale funding from various sources
Banking profitability and how that has changed over time

Bad debt and risk provisioning by banks

Lending terms and practices

=A =/ =/ =4 =

Other matters considered relevant by submitters.

Restrictive

The PEC sees this approach as restrictive and has for some time publicly suggested the
need for a banking inquiry along the lines of the 1955/56 Royal Commission on monetary

policy, banking and credit systems.

It remains our view that it is unwise to decouple these subjects (monetary policy, banking

and creditsystems ) and i ndeed New Zeaystamdos overarching

While the terms of this inquiry do not extend to all the desired subjects, we feel we have no
choice but to cover them in our explanation of the damage being inflicted on the economy by
poor banking regulations, combined with poor and outdated monetary policy and
distortionary tax incentives, that collectively contribute to the loss of Ne w Z e a écanonaicd s

sovereignty.
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The actual damage to the economy from banks not passing on the OCR reductions to home

owners is, in reality, a minor issue, compared to the damage being inflicted on New

Z e a |l atota écenomy by the systemic misalignment of the current framework that allows

banks, property speculators and foreign currency speculators to seriously undermine its

economy.

It is possible to quantify the loss of not passing on the OCR reductions but the cost of a high

Kiwi dollar, continually fluctuating is impossible to calculate.

What might the New Zealand economy look like if:

1 We had stability in the New Zealand exchange rate for the last three decades?

1 Many companies were still earning and paying taxes here?

1 Companies that never started due to the risk profile, had started?

1 We had 20 years of government surplus due to a vibrant export sector?

1 We had strategic options now in the middle of the recession?

Instead we end up with this

Latest Change |Decade ago
Bank lending (Billions) To Individuals 1654 |175.20% 60.1
To Business 87.5 85.80% 47.1
Interest rates Floating Mortgages 6.44% 6.50%
Business lending rate 9.85% 7.38%
Asset values (Billions) NZ house values 568 163% 216
NZ stock exchange 43.7 -14.50% 51.1
Stock exchange /GDP ratio |Australia 92% 95%
NZ 24% 49%
House values / GDP ratio Australia 277% 218%
NZ 316% 209%

NZ Dollar US dollar 67.2 | 26.30% 53.2
TWI 62.1| 8.90% 57
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Economic sovereignty

PEC believes that in the last three decades New Zealand has accelerated the process of

giving up its economic sovereignty to where the point-of-no-return is rapidly approaching.

The loss of economic sovereignty has largely been caused by unrestricted, bank-fuelled
inflation of passive assets (houses and farms). While any real growth potential in the
economy was strangled by a variety of tax laws, monetary policy, banking behaviour and the
inability to invest in export productivity due to the variability of both the exchange rate and

interest rates.

It would appear, from analysing the available data, that banks have been actively arranging
their strategies to maximize the business benefits of exploiting Ne w Z e a knaalh &d s

open economy.

Lack of economic understanding within the New Zealand
population

While the majority of New Zealanders see only a tenuous link between a vibrant and well-
supported export sector and a prosperous New Zealand, PEC understands that without
export earnings New Zealand will quickly follow in the footsteps of Argentina and Iceland.
Ne w Z e afotal naticha debt is already at a 150% of GDP and rising fast.

As a population, we have to face up to the fact that sustainable wealth can only come from
selling products and services to the rest of the world. It cannot be supported by the pyramid

selling scheme that is the New Zealand property speculation market.
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Two economies

We have two economies in New Zealand:

1. An internal economy that has lots of business interdependences, influential friends

and politicians that understand how it works and what will benefit the participants.

2. An external economy (exporters) that have relatively few independencies with other
businesses, few influential friends and politicians that have low to zero understanding

of the issues they face, let alone how to take advantage of the opportunities.

In terms of numbers of businesses the external economy is outweighed at least 5 to 1 and so

the political bias naturally enough favours policies that support the internal economy.

Naivety

An example of the naivety of even educated members of the public was illustrated when we

recently responded to a Blog on www.interest.co.nz where the writer said:
1 If the exchange rate moves against an exporter he can just put up his price in the end
market!
1 Another said, i ust take forward cover!o

1 Yet another, responding to property speculation being called dnproductive asset
based inflation6replied; Yyou 6 r e j eal ous of.0 al | property

These examples are not isolated to employees, the young or uneducated, they are held by
local business people and politicians alike. Together they paint a picture of a population that
has little idea of what actually makes an economy tick and show how few actually understand

the issues facing exporters.
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Why a high dollar wins

An @0 cent dollardis great for the internal economy as retail spending goes up, as people

have more buying power in the supermarket, car yard, gas station and on holiday.

A &0 cent dollardwins no votes as people feel poor in all the same places so not surprisingly
everynightand every morning the population is told wi

frown Aour dol | ar i s downo.

If we maintained conditions that supported an 80 cent dollar it would kil New Ze aéntwrerd 6 s
export sector. Perhaps, when all the exporters are gone, the light bulb may finally go on; who
will earn the foreign exchange to repay the national debt, buy the medicines, cars, clothes

and plasma TVs we all want?

| nt er nal economy u ramgatitme advargage x p o r

The real economy participants (exporters), who face the commercial realities of a global
market on a daily basis, k now t hat their competitive advantag

and endeavours of their own business.

They fully understand that their total competitive advantage is a combination of:
1 The productivity and efficiency of the entire country in which they are domiciled
1 And then their individual contribution above that base setting.

Get the base setting wrong and you force companies to leave New Zealand or close

down. This is what has been happening in New Zealand over the last few decades
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When the internal economy Kkills the external

Farmers (and bankers) in New Zealand are rapidly waking up to the fact that their land is
now seriously overpriced. PEC is told it is no longer possible to get a commercial return from
produce sold on the global market that has been produced on farms that were purchased in
®6, ®7 or ®8 with a level of debt above 30%. Property speculation, fuelled by unlimited bank
lending, drove up farm prices and now many farmers in New Zealand face some serious

challenges.

Selling Ne w Z e a | eaonamni@ ssovereignty paddock by

paddock

Far mer s o6 cash fl ow shortfall has f or some

against capital expectations of a tax free capital appreciation of the land. Farmers and
bankers have accepted that farming income alone may not meet debt servicing requirements

and both gambled on the value of the land increasing faster than compounding interest.

In this manner, farming debt has increased from NZ$10 billion ten years ago to around
NzZ$43 Dbillion currently and rising. Thatds
year with no corresponding increase in the export capacity from this sector.

As a country we are further in debt to foreign banks for roughly the same assets we had ten
years ago - with only minor increases in production capacity. Thus we are selling away our

economic sovereignty paddock by paddock in the case of farming.
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The scourge of property speculation

In the last ten years personal lending has increased by NZ$105 billion from NZ$60 billion and

a great deal of that lending has gone into housing.

The New Zealand mantra: borrow and invest in property if:
(Expected asset inflation + PAYE tax deduction) > (interest costs - rental income)

This formula gives a huge clue to from where part of the problem stems i.e. the tax
deductibility of losses on secondary properties against PAYE and subsequent lack of a

capital gains tax on exit.

l'tés true that current tax | aws could deal with
compliance is too high and there is no political will to enforce it. We currently have a tax law
that hangs on the word fAintent bophdebutttasv e cl osed

remains open.

The equation above is, potentially, the cause of higher interest rates in New Zealand. Take
away the tax deductibility against PAYE and there would be a lot more downward pressure

on interest rates if deals were to stake up and if banks wanted to continue lending expansion.
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There are only negatives for the nation

The pyramid selling scheme that is property speculation:

T Doesndét create any sustainabl e jobs
I Earn any foreign currency or

i Pay any tax

Yet its existence:

1 Has created a vacuum to suck in foreign capital (and increase New Zeal ando6s
national debt)

1 Drives up interest rates via the OCR as the property markets become inflationary
1 Drives up the exchange rate as the OCR increases

1 Has made New Zealand housing amongst the least affordable in the OECD

Worse, we are actually borrowing (increasing government debt), to fund PAYE deductions of
individuals who have chosen to invest in loss-making secondary properties; while as a

country we canodét fund superannuation or R&D Tax

The graph below from the BNZ is an example of fpriming the pumpoof property speculation.

‘“‘ Residential Investment

Building consents,
3mi3m annual change

' ' ' ' '
&l o b (%) Fa =
SR = T T = T =

B5 Ba a7 oz oa oo 01 oz 03 04 05 i3] o7 0a i) 10

Souree: Stalistics MZ NENT, BN Manthly
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The problem always start here: Monetary policy
Monetary policy is the process by which a government, central bank, or monetary authority of
a country controls:

1. Supply of money

2. Availability of money

3. Cost of money, or rate of interest, in order to attain a set of objectives oriented

towards the growth and stability of the economy.

Measured against these controls and goals, current monetary policy has failed New Zealand
on all three counts and in achieving its final objectives: growth and stability. We remain under
constant threat of foreign banks either flooding the New Zealand economy with credit

(causing inflation) or strangling growth opportunities as they exit specific classes of activity.

The graphs below (courtesy of interest.co.nz) give very clear evidence of this systematic

failure during a time when we have enjoyed high commodity prices.

Current account Real GDP

Productivity
as a % of GDP quarterly, June 1982 = 100 I
—_ S 1 “ change year-on-year
0% index 4% ge i y
5 e also jong-run mulifactar series
2%
-4%
-6% 0%
-8%
2%
e —t 1P ] Real GOP per paid hours worked
2000 2005 09 1540 2000 08 2002 2005 0g
SOURCE: STATISTICS M2 SOURCES: TREASURY, STATISTICS N2 DATA SOURCED FROM STATISTICS NZ
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Commodity prices Overseas debt
as a % of GDP

world price index Operating balance
% of GDP

200
+4%
160 0% ™ II—-II banks and corporates
120 -4%
t
"H:H] governmen
2000 2005 03 1995 2005 85 2000 05 08

SOURCE. ANZ SOURCE. RBNZ

WhyNe w Z e a maetatydpslicy has failed

New Zeal andds monetary pol iGowrnot & thg Bdsesve Pank c e st ¢
attempts to control inflation by varying the cost of overnight money (the OCR).

Unfortunately this attracts more foreign capital into country as the interest rate spread is
increased. In Dr Bollards own words;

i candt cont rnohey,bhkeyvohemeost of it

o

The graph below (courtesy of BERL) illustrates this point. It shows that a 1% interest spread
between Australia, US and UK, caused a 2.4% p.a. increase in money supply in New
Zealand between1994-2007.
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Using the OCR |l ever also assumes that t hAs
we have seen, both at the top and the bottom of the inflationary cycle, they have not and this

has made this tool totally impotent.

Regardl ess of the | ack of effectiveness,
time New Zealand has an inflation problem we start shipping NZ$ to Australia via the
repatriated profits of the big four Australian-owned banks.

Let the market decide

New Z e a lessiord @ snonetary policy assumes that if internal prices are held near
constant then market forces will take care of everything else. PEC believes exactly the
opposite. Run a strong, productive and highly-efficient export focused economy and price

stability will be one of many positive outcomes.

The inflationary cycle continues

The diagram above shows the bank-fuelled, passive, asset based, inflationary spiral that has
gripped the New Zealand economy. It shows the relationship between the RBNZ, foreign
capital, money supply, property appreciation and the wealth effect. Over time the cycle

expands until it strangles the productive economy.
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RBNZ Forecasts
higher inflation

-~

Consumption
increases

1

House / Farm prices
increase

~

RBNZ Increases
Interest Rates

o

This attracts foreign
funds

N

NZ money supply
increases

Financial
Failures

-

More careless
lending

ble economy

"
« A stalls

The productive economy gets hit first

NZ$ exchange
rate increases

¥

Carry trade
drives up NZ$

As can be seen from the graph below (courtesy NZEMA fig 3), inflation has remained inside

the target band over the medium term, but as the next graph shows (fig 4),

it i s

affect on the tradable sector that keeps inflation within the target band. Thus, targeting price

stability and allowing the OCR to affect the exchange rate with poor banking regulations

regularly kills off Ne w  Z e a é&xport seéts.
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——————

Figure 3 Inflation
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The cynical view of banking practices in this inflationary cycle

All banks see the market pull (housing) and know inflation creates a highly desirable lending
environment as follows:

1) Ifinflation is under way then the value of physical security will increase relative to the
requested loan and banks will soon allow increased lending

2) Withinflation (and t hanks to New Ze3thaQOCROvSl inoneaseet ar y |
and justify higher interest charges to borrowers

3) If the OCR goes up it further increases the margin-spread attracting more foreign
capital and artificially increasing the value of the NZD (relative to the underlying
economy)

4) While this longer term trend (increasing NZD) is going on, banks are trading the short
and long term positions and controlling inflows to ensure their positions are fin the
moneyo

5) The problem/opportunity for the banks is that the inflow of capital has to find a home.
It is this step that saw banks in 07/08 lowering their housing deposit percentages to
zero in an attempt to find new borrowers for the available capital

6) New 0% home owners entered the market, further fuelling the inflationary cycle and
increasing the wealth effect for all current home owners

7) Foreign banks repeat steps (1) to (6) f or as | ong as possi bl e. W
possible they move to step (8))

8) When the OCR ramps to the point that lenders are under real pressure and the
market is clearly about to turn, then banks encourage borrowers to lock in current
interest rates for three years

9) Banks then defend onerous break fees, reducing business lending while dramatically
increasing credit fees and margins as the export market turns down under the
pressure of a high NZ dollar and high interest rates

10) Take large provisions to mask excessive profits
11) Fuel new lending to remaining credit worthy customers to mop up excess property

12) Reverse provisions and go back to step (1).
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Export productivity/exposure

There is much in the media about the need for increased productivity and exports. The issue
is that, without some level of control over the exchange rate, an exporter s best (

just wasted as FX traders play games with the New Zealand economy.

As is often quoted by NZMEA, a 1% lift in the exchange rate equals NZ$200 million in
straight GP lost to the New Zealand economy. As we will show, other exposed economies
understand this issue and take precautions to ensure that they protect their export sector
from unscrupulous attacks of currency traders.

The graph below, produced by PEC, measures the vulnerability to foreign exchange

mani pul ation on a countryds export sector.
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It is interesting that of the first seven countries identified as vulnerable only New Zealand

stands alone with its version of monetary policy.

While we are not alone in selecting this form of monetary policy, the relatively small size of

the New Zealand economy and the relatively high percentage of its exports (27-29% of GDP)

A

suggests that we selected badly and itbdés time tI
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FX trading

Going hand-in-hand with interest rates is the management of the exchange rate. On the face
of it it make an FX daie whiera as the ttader, you know:

1 The demand (short term positions) and

1 You also have a view on what might cause inflation (capital inflows) which will
indirectly lift the dollar or

T The flight of capital from the economy, which will lower the exchange rate instantly.
Banks make a lot of money out of FX trading!

PEC commissioned some work in this area to see if there was any evidence that the New

Zealand dollar was being manipulated.

Currency traded in 2007 relative to GDP

The NZD is the second highest traded currency relative to GDP in 2007 at 118 times GDP
with Australia at 62 times GDP and Korea at 10 times GDP.
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