
Marginal Utility Issue 6  1

Contents 

THE POWER OF LOAN-TO-
VALUE RATIOS 

THE TRUMP EFFECT 

BEYOND THE GOLD MEDALS: 
THE REALITIES OF HOSTING 
THE OLYMPICS 

THE HOUSING MARKET CRISIS 

BREXIT - MAKING BRITAIN 
GREAT AGAIN? 

MONETARY POLICY NEEDS 
HELP 

THINKING SPONTANEOUSLY 

THE ECONOMIC PHENOMENA 
OF POKEMON GO  

ECONOMICS BOOKSHELF 

QUIZ - WHERE ARE THESE 
BUILDINGS? 

Welcome to the second issue of Marginal Utility for 2016, a student-led magazine 
focussed on the world of economics. 

On the face of it, many have deemed the recent Olympic a success. However, 
behind the curtains, hosting the Olympics has sparked a range of social and 
economic problems in Brazil. The hefty $25 billion Olympics price tag has not been 
met favourably by locals, many of whom are still living below the absolute poverty 
line. With Brazil now facing its worst recession in 80 years, we further investigate 
whether hosting the Olympics is a worthwhile investment. 

Over the past few months, 
the international markets 
have faced turmoil, and 
may very well continue to 
do so in the near future. 
For instant, the Brexit has 
already provoked a rapid 
depreciation of the pound, 
leading to an increase in 
inflation as imports into 
the UK have become more 
expensive. In this issue, we further analyse the effects of a ‘soft’ and ‘hard’ Brexit, 
and what both of these possibilities could mean for us here at home in New 
Zealand.  

Similarly, with the US Presidential Election looming on the horizon, the outcome 
has the potential to heavily influence markets around the globe. We consider the 
possible economic impacts of a Trump presidency, both in the United States, and 
the rest of the world.  

Closer to home, the average house price in Auckland has recently risen above the 
$1 million mark. In this issue, we look into the reasons for this, and the possible 
solutions to the housing market bubble. We primarily focus on the Unitary Plan, 
the use of Loan-to-Value Ratios (LVRs), and the reduction of red-tape measures 
around construction to boost the supply and decrease the demand of housing in 
Auckland.  How effective these measures will be, however, remains to be seen. 

With many Central Banks around the world now facing near-zero interest rates and 
raging deflation, monetary policy is gradually losing its power. We analyse whether 
more fiscal policy is required to support monetary policy in order to achieve 
financial stability in the economy, and restore inflation into the band outlined by 
the Policy Targets Agreement (PTA). Finally we take a look at the Economics of 
Pokemon Go and the influence of Thinking Spontaneously. 

We hope you enjoy reading this publication, and would welcome any feedback 
that you might have. 

Amay Aggarwal – Editor -  

a.aggarwal@kings.net.nz 

Marginal Utility
Editorial
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The Power of Loan-to-Value Ratios 
OLIVER GILBERTSON (GREENBANK) 

For those of us graduating secondary school this year, 
our chances of owning a house in Auckland seem to be 
fading by the day. The average price of a house in New 
Zealand’s largest city, supposedly one of the most 
liveable in the world, recently surpassed $1,000,000. 
Prices increased 15.9 percent in the last year. What can, 
and has been done to stabilise the market and reduce 
this rampant inflation? One of the roles of the Reserve 
Bank of New Zealand is to ensure the financial stability 
of the New Zealand economy, and the levels of inflation 
in the Auckland housing market certainly do not 
suggest it is stable, raising concerns of a potential sharp 
correction in prices, or a crash. Hence, on 1 October the 
RBNZ changed its LVR restrictions in an effort to 
dampen the demand for housing. 

A loan-to-value ratio restriction is a measure of the 
amount a bank is allowed to lend to property buyers as 
a mortgage compared to the value of 
the property. These restrictions are 
imposed by the RBNZ. The recent 
changes to the LVR restrictions mean 
that only a small proportion of a 
bank’s mortgage lending can be on 
high LVR or low deposit lending; 
where the deposit is less than 20 
percent of the value of the property 
in the case of owner occupiers. The 
required deposit is higher for investors.  

The intended effects of this policy change are to 
dampen the demand for housing and to increase the 
resilience of the economy in the case of a sharp 
correction in housing prices  (a crash). Requiring 
prospective homebuyers to have a larger deposit before 
they can get a loan to be a house will effectively price 
many potential buyers out of the market. However it 
should be noted that LVR restrictions only decreases 
the amount of people who are able to pay for a house, 
not the amount of people who would like to buy a 
house, and does not address the cause of the inflated 
prices.  

However, it is not only the RNBZ that has a 
responsibility to resolve this issue; both the Government 
and Auckland Council could take steps to stabilise the 

Auckland housing market and 
reduce the rate of inflation. The 
RBNZ believes that the LVR 
restrictions are only a short-term 
solution to increase the stability of 
the housing market, and that 
ultimately an increase in the 
housing supply is needed. To 
increase the supply of housing, 
the Government and council could reduce the ‘red tape’ 
around construction, and change zoning to allow higher 
density housing in suburban areas as well as pushing 
the rural-urban fringe further out. A significant amount 
of the demand for housing in Auckland currently comes 
from speculative buyers, many of whom are foreigners. 
The government could ban non-residents from owning 
property, a controversial move, and one we are unlikely 
to see from the current National government.  

The question now: will these 
policies be enough? Will we see 
a crash of the kind that 
occurred at the beginning of 
the Global Financial Crisis, or 
will house prices continue to 
climb astronomically for the 
foreseeable future, or will there 
be a steady and controlled 

return to a more reasonable level price level? 

A loan-to-value ratio 
restriction is a measure of 
the amount a bank is 
allowed to lend to property 
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The Trump Effect 
AMAY AGGARWAL (PEART)

Contrary to popular belief, the United States 
Presidential Election isn’t all about politics; rather, the 
outcome of the election has the potential to shape, 
influence, create and more importantly destroy markets 
around the world.  

With that being said, let’s take a closer look at some of 
the major global economic impacts of a Trump 
presidency: 

China, China, China 

Trump has called for a 45% tariff on Chinese exports 
entering the US. Although this should ideally help 
reduce the massive trade deficit between the two 
superpowers, the tariff is expected to wipe over half a 
trillion dollars off China’s GDP – that’s almost 5% of total 
GDP. Add on to that the very likely scenario that large 
multinationals will move production centres out of the 
country due to an increase in production costs, and we 
can quickly see that a Trump presidency could spell 
disaster for China. 

However, these multinationals will most likely move 
their production to cheaper developing countries, 
representing a much-needed boost in job growth and 
FDI in these poorer nations.  

So, perhaps, it isn’t the end of the world… 

The “Yuge” Wall 

About 80% of Mexico’s exports are to the United States. 
35% of Mexican jobs depend directly on foreign trade. 
Trump, however, has called to implement a 35% tariff on 
imports from Mexico, and to put an end to the North 
Atlantic Free Trade Agreement (NAFTA).  

Can Mexico do anything about it? Probably not… 

But if Mexico and China were to both retaliate with their 
own tariffs, thereby sparking off a trade-war, the Trump 
administration may have some explaining to do. Not 
only would the US would break ties with two of its 
largest trading partners, but more importantly it would 
lose sight of the essential: eight of ten avocados 
consumed in the United States are grown in Mexico; 
80% of LCD screens in the US are made in Northern 
Mexico.  

Oh, and not to mention the great, great wall along the 
Southern border, which “Mexico will pay for.” The wall 
itself is expected to cost close to 15 billion USD, which is 
over 1% of Mexico’s GDP. This has been met with stern 
resistance from Mexican authorities especially former 
President Vicente Fox. 

"It's realistic if you know something about the art of 
negotiating.” ~ Trump 

Those Pesky Trade Agreements 

Trump has labelled the TPPA a "disaster" and 
specifically said, "A vote for Clinton is a vote for the 
TPPA." He believes that if the TPPA were to be enacted, 
the US would lose millions of jobs, particularly in the 
automobile industry. His worries are so convincing that 
in fact the Clinton campaign has reversed their role on 
the issue, and is also now against the TPPA. 

So what does this mean for New Zealand? 

If the US was not involved, many countries would see 
little point in going ahead with the deal. However many 
of the same countries would look to cement a separate 
trade deal called the Regional Comprehensive 
Economic Partnership (RCEP). 

All in all, Trump’s “America First” policies may – 
emphasis on the “may” – be beneficial for the US 
economy. However, they could spell disaster for China, 
Mexico and the perhaps even the rest of the world. 

Let’s see what happens if – or when – he gets elected. 
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Beyond the gold medals: The realities of 
hosting the Olympics 
JOSH GRANT (MARSDEN)

With the Rio de Janeiro Olympics long gone, the Games 
would be deemed a success from the New Zealand 
medal table. On top of that, the stadiums looked nice. 
The crowds were large. And the presence of theft and 
mayhem was nowhere as bad as some predicted.  

However, beneath the thin veil of hyped media coverage 
around medals, glory and success, is a struggling city 
with both major economic and social problems. 
Problems which these games have perpetuated. 

Hosting an Olympic games is one of the most 
detrimental things a city can do to it’s economy. 
Factoring in the cost of stadiums, the Olympic village, 
marketing, infrastructure and general maintenance 
costs; the Summer Olympics costs have risen to as high 
as $44 billion (Beijing,2008).  

The only difference between the 
most expensive Summer games 
ever and Rio, which is predicted 
to cost approximately $15-$25 
billion, is that China is an 
economic powerhouse. Where 
Brazil - a developing country - 
has already been hammered by 
the 2014 FIFA World Cup two 
years prior.  

The Olympics was listed as one of the catalysts which 
led Greece to a cesspool of debt. Many of the venues 
that were built for the Games continue take up 
unwanted space in Athens, with reports saying that 21 
out of the 22 venues are left unused. The country is 
currently now in $332 billion of debt. Brazil is headed 
down a similar path with it now experiencing the worst 
recession in 80 years. 

The International Olympic Committee have expressed 
the benefits to Rio de Janeiro through hosting; such as 
the new infrastructure, including a metro system and 
new roads, which will leave a legacy far past the end of 
the year. Overshadowing these positives is the poverty, 
disease and poor education which the city will still be 
riddled with.  

Unlike Beijing where the poverty was hidden away, Rio’s 
poverty is out in full force with favelas scattered across 
the city. Over 20% of Rio’s 6.2 million person population 
is considered to be below the poverty line, most of 
which live in the “favela” slums of the city. The benefit 
of the Games for these members of society is 
nonexistent. 

It is understandable the local’s ambivalence towards the 
games when these people cannot get the required 
housing, education or healthcare to live day to day. Why 
spend $25 billion on a sporting event, when there are 
millions of people in severe need of help across the 
country? 

Downsizing the Paralympics was already a sign of the 
trouble that Rio is in. Zika, crime and excessive poverty 

could have all been dealt with as 
opposed to hosting the event. For a 
country like Brazil, it seems morally 
irresponsible to host the games 
when there are far larger looming 
problems afflicting the region. 
Hosting thousands of athletes in a 
global event has become a beast to 
handle. 

Whether the entire event needs to be downsized as to 
not incur huge costs or only more economically 
developed countries can take on the job, the Olympic 
train is nearing the end of the rails and needs a fix quick. 

The Olympics was listed 
as one of the catalysts 
which led Greece to a 
cesspool of debt.
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The Housing Market Crisis 
HARRISON ZHANG (AVERILL) 

New Zealand is now the most expensive country in the 
world to buy a house when prices are compared to 
incomes.  

A typical Auckland home costs 10 times the average 
person’s income. It would take a couple in their late 20s 
to save the 20% deposit mortgage on a $673,400 
“affordable” and “average” house.  

Why? Because of the threatening housing market crisis.  

One of the main reasons for this situation is that we 
don't have enough supply. Auckland currently needs 
about 40,000 additional houses and heavy migration 
means that new residents bought one in three of the 
houses sold last year. The city needs 400,000 homes to 
house 1,000,000 people in the next 
30,00 years. That’s 13,000 new 
houses each year bearing in mind 
that only 8000 are currently built a 
year.  

Furthermore our increasing 
demand has encouraged 
households to half their total 
savings into housing, far more than 
any other investments. This is 
fuelled by the low interest rates 
which encourage borrowing. 
Therefore there is potential risk of a collapse; however, 
the steadily increasing prices of houses have added 
significant amounts of inflationary pressure. 

Auckland house values have just topped a record $1 
million, putting the city's housing stock even further out 
of the reach of thousands of first home buyers. 

As a result of this, Auckland's QV House Price Index 
average value is now $1,013,632. Up from $992,207 last 
month. Hamilton values are now $518,387, up 29.3% 
year on year. Tauranga values are now $557,640, up 
26.3% year on year. Wellington values are  now 
$536,065, up 17.6%.  

In addition, “many people won't or can't come to 
Auckland as they know they won't be able to afford to 
live here, which impacts on skill levels within 
companies," said Frog Recruitment founder Jane 
Kennelly. 

Conversely, we are losing highly skilled 
Aucklanders to other regions in the 
country to pursue a better work-life 
balance. 

“With the median house price in Auckland currently 10 
times the median income, possibly reaching nearly $2 
million by 2020, it's fair to say we have a problem on 
our hands that is only going to get worse." 

Barfoot & Thompson director Kiri Barfoot said it was no 
surprise the Auckland market had risen so dramatically, 
citing weekly migration to the region of about 800 
people. 

In order to combat this crisis, macro prudential tools 
have been used. LVRs can be used 

to decrease demand for houses 
by pricing those with low equity 
out of the market, decreasing 
house prices. As many investors 
have high equity, increasing LVRs 
can price first home buyers out of 
the market, increasing demand 
for rentals, further encouraging 
investors. Kiri Barefoot suggests 
that although LVR had cut some 
people off, it might only be for 
the short term. "It slows things for 

a while but then people find a way around it like they 
borrow money from family." 

Other solutions include building further out (which is 
currently being undertaken by the Unitary Plan), sorting 
out roads, strengthening the building industry, building 
smaller houses, implementing a fair tax on all property 
speculators, reconsidering immigration regulations and 
restricting bank lending. All these ideas prepare for a 
compromise, helping to slow down the boom of this 
crisis.  

Up 15.9 per cent compared to the previous year and 6.1 
per year during the last three months, high house 
prices, particularly in Auckland, have long been of deep 
concern to the Reserve Bank and others, having the 
potential to cause wide economic distress. Therefore 
action must be taken immediately to secure relief in the 
long run and to put an end to this artificial housing 
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Brexit - making Britain great again? 
MICHAEL DAYA-WINTERBOTTOM (MARSDEN)

Recently, the United Kingdom’s exit from the EU has 
proven to be a topic of much discussion, with heated 
public debate over the economic and social impacts it 
will have. In the lead-up to the vote, the polls proved to 
be too close to call, with predictions oscillating between 
“leave” and “remain”. Eventually, the “leave” camp won, 
and the UK government was faced with the hard task of 
negotiating Britain’s exit from the EU under Article 50, 
the clause which permits a member state to leave. 
Britain faces two choices: a “hard” or “soft” Brexit, 
names which describe the degree to which the UK will 
retain ties with the EU following their secession.  

However, before these options can be discussed, it is 
important to note that there remains speculation that 
Brexit may not even happen. With uncertainty over 
whether the government may unilaterally decide to 
leave the EU as a result of the referendum, a legal 
challenge has been launched against the government. 
Gina Miller, who is the head plaintiff in the case, stated 
that the aim is “not … to delay Brexit,” rather “it is about 
establishing legal certainty about the way the 
government acts.”  

The result of this legal challenge may determine the 
extent to which Britain cuts ties with the EU, or whether 

it will at all. If the outcome is a vote in Parliament, any 
decision could be overruled by the House of Lords, and 
would be seen to reflect the opinions of the 
Westminster elite, and not the British people. However, 
this could all come to nothing, and the government’s 
current policy of negotiating Brexit without requiring a 
vote in Parliament may be upheld. 

So, what is in store for Britain when it exits the 
European Union? If you’re going by Theresa May’s 
maxim “Brexit means Brexit”, you could be forgiven for 
being confused, with a variety of likely solutions being 
proposed. If the current government is allowed to retain 

total control over the negotiations, it is likely 
that they will pursue a “hard” Brexit. Such an 
approach would involve completely refusing to 
rejoin the EU’s common market and parliament, but 
would grant Britain sovereignty over the issue of 
immigration, which proved to be the emotional 
argument that persuaded many Britons to vote in 
favour of exiting the EU.  

According to Boris Johnson, the UK foreign secretary, 
Britain would then be free to pursue a policy of free 
trade agreements with former Commonwealth nations 
such as Canada, Australia and little old New Zealand. 
However, FTAs with these and other countries would 
take a long time to negotiate, with a high economic cost 
to exporters and consumers. As well as manufacturing 
industries, tertiary sector businesses specialising in 
financial and legal services would also suffer hugely 
from a “hard” Brexit with jobs likely shifting to France, 
Germany or Belgium. 

On the other hand, a “soft” Brexit, more likely if the 
negotiations have to be passed by Parliament, would 
involve minimal separation from the EU. Open borders, 
continued financial contributions to EU coffers and 
retaining EU laws and regulations would likely be the 
bottom line should the UK seek to remain a member of 
the common market, although this would be without 
representation in the EU Parliament. Whilst this would 
reduce the impact on the UK’s economy, many would 
question the benefits of a deal which is effectively the 
status quo minus the ability to challenge EU policies 
which may negatively impact Britain. 

Whilst it can be argued that each side has its merits, 
New Zealand would most likely benefit more from a 
“hard” Brexit which would see traditional 
Commonwealth ties restored. Kiwi exports would gain 
greater access to the UK market, whilst consumers 
would benefit from a wider range of imported goods 
from the UK and other Commonwealth countries if 
some sort of multilateral FTA is implemented; David 
Seymour even proposed a common labour market 
between NZ, Canada, Australia and the UK. However, 
whilst the possibilities are endless, they will ultimately 
be determined by forces outside of our control. 
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Thinking Spontaneously 
ALEX QU (GREENABNK) 

• Have you ever wondered why people suddenly decide 
to take a vacation? 

• Have you ever wondered why people want to save for 
retirement but do no such thing? 

• Have you ever wondered why people say they want to 
start exercising but end up doing nothing about it?   

• Well… the answer comes down to the concept of 
behavioural economics. 

So what is behavioural economics?  It can be described 
as the psychological aspects of human behaviour that 
help to explain economic rationale. It is no 
understatement to say that our human mind is a 
spectacular organ. To date, no 
other species on our planet 
has the ability to represent the 
supernatural capabilities of 
human ingenuity. Being 
deemed the most complex 
structure in the universe, it is 
no surprise that the way the 
brain functions is often 
described as a peculiar and 
bewildering phenomenon.  

Our human mind is often pondering whether to 
procrastinate, lend or even spend to buy candy at a 
second’s notice. But Behavioural Economics is not 
something new as John Maynard Keynes explained in his 
1936 book “The General Theory of Employment, Interest 
and Money’. Here he used the expression ‘Animal Spirits’ 
which refers to “a large proportion of our positive 
activities depend on spontaneous optimism rather than 
mathematical expectations, whether moral or hedonistic 
or economic. Most, probably, of our decisions to do 
something positive, the full consequences of which will 
be drawn out over many days to come, can only be taken 
as the result of animal spirits—a spontaneous urge to 
action rather than inaction, and not as the outcome of a 
weighted average of quantitative benefits multiplied by 
quantitative probabilities”. What makes us have these 
spontaneous thoughts?  

In 2014, researchers from Carnegie 
Mellon and Harvard Business School 
conducted a study on “The Perceived 
Meaning of Spontaneous Thoughts.”  

The results of the research implied that when people 
assess a particular thought, they not only take into 
consideration its subject matter, they are also influenced 
by their more general beliefs about different thought 
processes.  Thoughts with the same subject matter are 
judged to be more meaningful if they happened in a 
spontaneous way rather that a deliberate controlled 
process.  

Because of the apparent randomness occurrence of 
spontaneous thoughts, people often disregard them as 

insubstantial. However, the research 
concluded that “spontaneous 
thoughts reveal particularly 
meaningful self-insight.” Participants 
to this experiment theorised that 
thoughts provided a more purposeful 
insight when they have been 
generated spontaneously rather than 
intentionally. Furthermore, some 
people believed that because their 
spontaneous thoughts are not 
controlled, it offers a deeper analysis 

into their mind - their tastes, their 
ideals. According to the research, does that mean a 
random thought can determine how your brain really 
works? 

Thinking about arbitrary things such as whether to buy 
an apple or whether to go for run may seem like simple 
everyday events, but it could well open your brain up for 
interrogation. Does pondering about the uncomplicated 
nature of daily life make it seem like your brain is less 
‘sophisticated?’ Doesn’t everyone at some point of their 
life think about the simplicity of life?  

Being able to think about different conundrums, whether 
it be Clinton or Trump for President or the cure for 
cancer, at different times is what makes us all so unique. 
So next time your mind wanders, who cares what anyone 
else thinks about it and as musician Peter Hook says 
“nobody is the same. If we were all the same, it would be 
bloody boring.”  
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The Economic Phenomena of 
Pokemon Go 
BENJI FLACKS (MARSEN) 

Unless you’ve been living under a rock since July of this 
year, you’ll know about Pokemon GO, the mobile game 
that took the whole world by storm unlike anything else 
we had seen before. But what were the economic 
implications, and how did this virtual game cause such a 
massive impact on physical markets and local businesses 
all over the world? 

Pokemon GO was launched as a “free game to play,” 
meaning it doesn’t cost anything to download or run the 
app on your smartphone. This was a major reason as to 
how the user base grew to nearly 50 million active daily 
users across the world within two weeks of it’s launch. In 
economic terms, this meant Niantic, the private company 
that designed the game were earning almost $7 Million a 
day in profit, simply though eager fans spending real 
money on virtual ‘in app purchases’ to improve their in 
game experience. Nintendo, the parent of ‘The Pokemon 
Company’ who produced the game saw a market value 
increase of $7.5 Billion was well as a boost in the share 
price from 14,000 Yen to 31,770 Yen at its peak, before 
traders realised Nintendo were in fact not going to 
receive any of the profits from this global phenomenon 
and shares again fell back down to 21,000 Yen.  

How then did this app affect the rest of the market? 
Pokemon Go led to a multitude of positive externalities 
that affected not only the users themselves, but also 
various local markets that were able to capitalise on the 
games popularity. The first major externality for users 
was a serious increase in mental and physical health. This 
was because the premise of the game was that Pokemon 
hunters had to walk around and explore their cities in 
order to find the mini monsters and hatch eggs. In fact, a 
recent study found 41% of active users said they felt 
physically fitter because of the game. Moreover, with a 
user base of over 600 million players (downloads of the 
game divided by the percentage of engagement) local 
business saw a massive growth in foot traffic that led to 
many local firms reporting increases of sales of over 20% 
at the games peak. This was due to the feature that 
forced users to visit local landmarks to unlock various in 
game items, and thus clever businesses jumped on the 

bandwagon and offered discounts to Pokemon players as 
well as placing ‘Lure Modules’ to attract users to their 
location. Finally, the app caused an enlarged demand for 
complement goods such as battery packs and heavy 
duty phone cases as fans looked for the edge over their 
fellow users. Sales for items such as the iPhone’s ‘life-
proof case’ and Mophie’s battery packs increased by over 
101%, showing the game had influence on physical 
markets as well as virtual ones. 

So, why did this game collecting virtual monsters make 
such a mark of local and global markets? It was because 
it created a social movement that was unparalleled, so 
much so that the remnants of this movement can still be 
seen today when walking down Queen Street, as adults 
and children alike are glued to their phones, constantly 
on the search to be the very best.  Pokemon GO caused 
almost 10% of the world’s population to come together 
and naturally, that caused a stir in the global economy, 
uniting people together as a giant consumer army in a 
quest for fun and to catch ‘em all. 
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Monetary Policy needs help 
MARK JOHNSTON - (ECONOMICS DEPARTMENT) 

In the 1970’s and 1980’s the global economy was 
battling the menace of stagflation – high inflation and 
high unemployment. In order to counteract this, 
monetary policy was seen as responsible for controlling 
the inflation rate through the adoption of targeting. The 
New Zealand government was the first country to 
introduce this through the Reserve Bank Act 1989 which 
gave the responsibility of the central bank to keep 
inflation between 0-2% (later changed to 1-3%). 
Monetary policy should therefore play the lead role in 
stabilizing inflation and unemployment with fiscal 
policy playing a supporting role with automatic 
stabilisers –  economic stimulus during economic 
downturns and economic contractions during high 
growth periods. Fiscal policy is therefore focused on 
long term objectives such as efficiency and equity. 

In the post financial crisis world the usefulness  of 
monetary policy is dubious. The natural rate of interest 
has now dropped to historical low levels. The natural 
rate of interest being a rate which is neither 
expansionary or contractionary. The issue for the central 
banks is how to bring about a stable inflation rate when 
the natural rate of interest is so low. 

Historical Natural Rates of Interest  

In the 1990’s the natural rate of interest globally was 
approximately between 2.5% and 3.5% but by 2007 
these rates had decreased to between 2 – 2.5% . By 
2015 the rate had dropped sharply to near zero in the 
USA and below zero in the case of the euro zone. The 
reasons for this decline in the natural rate were related 
to the global supply and demand for funds: 

• Shifting demographics and the ageing populations 

• Slower trend productivity and economic growth 

• Emerging markets seeking large reserves of safe 
assets 

• Integration of savings-rich China into the global 
economy 

• Global savings glut in general 

Therefore the expected low natural rate of interest is set 
to prevail when the economy is at full capacity and the 

stance of monetary policy in neutral. 
However this lower rate means that 
conventional monetary has less ammunition to 
influence the economy and this will mean a greater 
reliance and other unconventional instruments – 
negative interest rates. In this new environment 
recessions will tend to be more severe and last longer 
and the risks of low inflation will be more likely. 

Future strategies by to avoid deeper recessions. 

Governments and central banks need to be a lot more 
creative in coping with the low natural rate 
environment. Fiscal policy could be used in conjunction 
with monetary policy with the aim of raising the natural 
rate. Therefore long-term investments in education, 
public and private capital, and research and 
development could be more beneficial. More 
predictable automatic stabilisers could be introduced 
that support the economy during boom and slump 
periods. Additionally unemployment benefit and 
income tax rates could be linked to the unemployment 
rate. The reality is that monetary policy by itself is not 
enough especially as the natural rate of interest  and the 
inflation rate are so low. What can be done: 

The Central Bank would pursue a higher inflation target 
so therefore experiencing a high natural rate of interest 
which leaves more room to cut to stimulate demand. 
The logic of this approach argues that a 1% increase in 
the inflation target would offset the harmful effects of 
an equal-sized decline in the natural rate 

Inflationary targeting could be replaced by a flexible 
price-level of nominal GDP, rather than the inflation rate. 

Final thought 

Monetary policy can only do so much but with global 
interest rates at approximately zero there needs to be 
the support of the politicians to enlist a much more 
stimulatory fiscal policy. Monetary policy has run out of 
ammunition and we cannot rely on central banks to 
fight recessions. However a less politicised fiscal policy, 
which is free to act immediately, has the ammunition to 
revive the economy.
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Economics Bookshelf 
HERE ARE TWO POPULAR BOOKS ON ECONOMICS THAT HAVE BEEN PUBLISHED 
IN 2016. REVIEWS ARE FROM AMAZON. 

The End of Alchemy: Money, Banking and the Future of the 
Global Economy by Mervyn King 

The past twenty years saw unprecedented growth and stability 
followed by the worst financial crisis the industrialised world has 
ever witnessed. In the space of little more than a year what had 
been seen as the age of wisdom was viewed as the age of 
foolishness. Almost overnight, belief turned into incredulity. 

Most accounts of the recent crisis focus on the symptoms and not 
the underlying causes of what went wrong. But those events, vivid 
though they remain in our memories, comprised only the latest in 
a long series of financial crises since our present system of 
commerce became the cornerstone of modern capitalism. 
Alchemy explains why, ultimately, this was and remains a crisis not 
of banking - even if we need to reform the banking system - nor of 
policy-making - even if mistakes were made - but of ideas. 

In this refreshing and vitally important book, former governor of 
the Bank of England Mervyn King - an actor in this drama - 
proposes revolutionary new concepts to answer the central 
question: are money and banking a form of Alchemy or are they 
the Achilles heel of a modern capitalist economy?

Global Inequality: A New Approach for the Age of Globalization by 
Branko Milanovic 

This is a scholarly book about global inequality, that is, ‘income 
inequality among citizens of the world’. It is, as Milanovic explains, ‘the 
sum of all national inequalities plus the sum of all gaps in mean 
incomes among countries’. 

In his study, Milanovic focusses on the Kuznets hypothesis – that in 
industrialized countries, inequality will initially increase and then 
decrease, resulting in an inverted U-shaped curve. In recent times, 
inequality seems to be rising when all the factors indicate that it should 
have followed the Kuznets curve. Milanovic explains why the projected 
pattern did not materialise. One can point to ‘the hollowing of the 
middle class and the rising political importance of the rich’, but there 
are other factors. Milanovic explains the phenomenon through the 
historical data of the Kuznets curve in countries across the world. 

This is a learned, but dry and technical treatise on a subject that seems 
to evade comprehension even by renowned economists and political 
scientists. That is not to say that Milanovic is a boring writer. This book 
will be appealing to economic and political science students, but the 
general reader may find Milanovic’s 2011 book, ‘The Haves and the 
Have-nots’ more interesting and palatable.
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Quiz
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WHERE ARE THESE FAMOUS BUILDINGS? 

1. New York Stock Exchange. 2. The Gherkin - London. 3. Shanghai Stock Exchange. 4. Petronas 
Towers KL. 5. Chicago Stock Exchange. 6. The US Federal Reserve Washington DC. 7. Reserve 
Bank of  NZ Wellington. 8. European Central Bank, Frankfurt. 9. Hong Kong Stock Exchange.  
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