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THE NEW ZEALAND FINANCIAL SYSTEM ANT)

CAPITAL MARKET

This report is concerned both with the
amount of investment taking place in New
Zealand and with the efficiency with which
that investment is being used. Leaving aside
the sharp fall in the ratio of investment to
gross domestic product in very recent years,
our record in terms of total investment has
been reasonable, and certainly up with the
average for other developed market
economies. Where we have performed
poorly is in the use to which we have put
our investment capital, with the result that
we have been rewarded by a low rate of
economic growth for our investment effort.

As already discussed, many of the reasons
for our demonstrably inefficient use of
capital lie in policies adopted in the sectors
where capital is actually used in transport,
manufacturing, construction, and so on.

But major problems within the financial
sector itself have led to the inefficient use of
capital throughout the economy. Because
this sector acts as a conduit for capital from
those with savings to those wishing to
invest, problems here have a significance
out of all proportion to the direct
contribution of the sector to gross domestic
product.

As in other sectors, many of these
problems have been caused by
governmental controls and regulations.
This in itself makes a discussion of the
sector important. Of even greater relevance
is the fact that the financial sector is perhaps
the only maior sector where Government
policy has moved strongly in the direction
of decontrol and deregulation over the last
few years, and this makes an examination of
the sector of particular significance.

History of controls
For much of the post-war period the

entire financial sector was subject to a
multiplicity of Government regulations
and controls:
o controls on the maximum average interest

rate chargeable by trading banks;
r controls on the interest rates payable by

all deposit-taking institutions ;

--

. controls on the amount of Government
stock held by all deposit-taking
institutions, and by Iife insurance
companies and pension funds;

. controls on new issues of share capital;

. controls on the movement of funds both
into and out of the country;

. controls on the foreign exchange market,
and the ability to eliminate foreign
exchange risk;

. controls on the direction of trading bank
lending.
Many of these controls related back to a

simplistic view that low interest rates were
"a good thing". Interest rates on the
Government's own securities were pitched
at a very low level because of this article of
faith. \ilhen few individuals wished to
invest in Government securities at rates well
below the inflation rate, financial
institutions were obliged to subscribe for
such securities. Trading bank lending rates
were controlled at a low rate, and the
Government, having destroyed the market
as a method of allocating bank credit, was
obliged to allocate credit by directing the
banks to lend to "high priority sectors",
and not to lend to "low priority sectors".
The same controls on trading bank lending
encouraged the growth of other financial
institutions, and the progressive extension
of controls to them also. Cheap money in
New Zealand might have tempted
foreigners to borrow in New Zealand---or
New Zealanders to invest overseas; this was
prevented by an elaborate system of foreign
exchange control.

The consequences of this regime were
partly economic and partly social. All of
them were undesirable. First, the very low
cost of money in nominal terms (often a
negative cost after adjustment for inflation)
was almost ceftainly a major reason for the
inefficient use of capital throughout the
economy: in both public and private
sectors, decision-makers tended to treat
capital as almost a free good, and accepted
the gross underutilisation of capital that
characterises so much of the econorrly.

Secondly, the conuols greatly reduced
the ability of the primary financial
institutions (the uading banks) to compete
for the dollars of savers. \7hen the Reserve
Bank began publishing statistics on money
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