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Take a(nother) hike
Summary


We expect the RBNZ will raise the Official Cash Rate (OCR) 25bp to
0.75% at the November Monetary Policy Statement (MPS) next
Wednesday.



Given recent upside surprises to both inflation and employment we would
not rule out a 50bp hike. But the RBNZ can achieve a similar tightening in
financial conditions with lower risk via a significantly higher OCR endpoint
forecast.

Contact
Sharon Zollner for more
details.

Need for speed?
It’s certainly interesting times for the New Zealand economy. The labour
market is the tightest it’s ever been and inflation pressures are intense, but
on the other hand the housing market cycle is looking very mature, and
there’s the small matter of COVID spreading its way around the country.
On balance, the case for tighter monetary conditions is clear. It was already
clear months ago, and the August MPS laid out an OCR forecast going just
north of 2% by the end of the forecasts, with a first 25bp hike duly delivered
on 6 October at the Monetary Policy Review, once the lockdown dust had
settled. Since then,


CPI inflation came in at 4.9% versus market expectations of 4.2% and
the somewhat dated MPS forecast of 4.1%. The increase was broadbased, with non-tradable and core measures substantially beating
expectations as well. We’re now forecasting a peak of around 6% in Q1,
and the RBNZ will be revising up their CPI forecasts substantially too.



Consistent with that, 1-year-ahead business inflation expectations have
jumped to 4.3%; household 1-year-ahead inflation expectations have
jumped to 6.2%, and the RBNZ’s preferred measure of 2-year-ahead
expectations out on Thursday is no doubt going to leap as well, the only
question being how high (figure 1). Firms’ reported costs and pricing
intentions also remain extremely strong.

Figure 1. ANZBO and RBNZ Survey inflation expectations
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The unemployment rate for Q3 came in at a record-low 3.4% despite
record-high labour force participation. It was an absolute ripper,
confirming incredibly strong labour demand and an exceptionally tight
labour market. As COVID spreads, the labour force participation rate may
drop – that’s been the international experience. And while it will soon be
easier to import labour, we may lose more workers to Australia as well. In
short, the RBNZ won’t be able to forecast with any confidence that labour
market tightness is set to ease any time soon. Their wage growth forecast
is likely to be revised up substantially.



ANZBO business activity and sentiment indicators have eased, but the
levels are still very respectable. Hiring intentions are particularly robust.



Supply-side disruptions and cost escalation continue to plague a range of
industries, with construction most severely affected, though there are
tentative signs of reaching some kind of peak.



The housing market has turned, albeit only slowly. Seasonally adjusted
sales are well off their peak, but annual house inflation only just so. The
RBNZ continues to consult on debt-to-income restrictions to further rein in
higher-risk lending.



Swap rates have soared as markets have reassessed where the OCR is
likely to sit over coming months and years, and mortgage rates have
naturally followed suit. Indeed, we’ve seen the fastest increase in
mortgage rates in at least 15 years (figure 2). A lot more effective
tightening has been delivered than just one standalone 25bp OCR hike.
Given the risks of a harder landing in the housing market than it might
aim for are real, it’s not clear that the RBNZ would necessarily want to
engender another widespread round of mortgage rate hikes, as opposed
to just locking in what’s there now.

Figure 2. Carded special mortgage rate curve: today versus 6 months ago
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Weighing up that list, it’s clear that there is urgency to tighten monetary
conditions, and a good deal more urgency than was evident at the October
Monetary Policy Review. We expect the endpoint for the RBNZ’s OCR forecast
to be revised up substantially, perhaps as high as 3%, even though it is our
forecast that by the time the OCR reaches 2% at the end of next year, they’ll
have done enough.
Given there’s so much work for monetary policy to do, it’s entirely reasonable
that the market is asking whether the RBNZ might not want to get a move
on, and deliver a 50bp hike next week. Odds implied by market pricing are
currently at around 60/40 in favour of a 25bp, rather than 50bp hike.
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It’s possible, absolutely. The RBNZ is not afraid to surprise the market and
cause a little (or a lot) of volatility. But it’s only been eight weeks since they
outlined in a speech why moving in more measured steps usually made more
sense. It’s appropriate to “move quickly and take large steps” when:


the outlook for the economy has been subject to large and uncertain
changes



the risks are heavily skewed in one direction, and



there is a material threat of not achieving your mandate.

Given recent developments, one could obviously make a case on all those
fronts. But there are counter-arguments too:


The RBNZ has had large starting point surprises, certainly. But are those
the same thing as “large and uncertain changes” to the outlook? The
RBNZ likely had things like financial crises and pandemic outbreaks in
mind when writing that bullet, as opposed to realising they’d
underestimated inflation pressures.



The risks to inflation are looking very one-sided, absolutely. But the risks
to growth and therefore employment are at least balanced, and possibly
skewed to the downside. The housing market faces a very long list of
headwinds and a very short list of tailwinds. Global financial markets are
facing up to the realisation that interest rates will not stay low forever nor
liquidity be as bountiful as it is now, and that might have consequences
for real asset prices. And of course COVID could derail confidence, though
certainly the overseas experience highlights that it is by no means a
disinflationary shock.



Finally, while inflation is well outside the target band and set to stay there
for some time, the target of “on average over the medium term” is
delightfully malleable.

In practice, central banks tend to react asymmetrically to upside and
downside shocks, particularly when the zero bound is in play. The RBNZ went
all out with easing in early 2020, thinking (as we all did) that we were facing
a huge negative net demand shock that would threaten the bottom of the
target range. When it comes to tightening monetary conditions, on the other
hand, there is no theoretical limit. They can just keep going. That means that
indicating a firm intention to raise the OCR by more down the track is always
an alternative to raising it at double speed now. Though it isn’t a risk-free
strategy either, that’s the choice we think they’ll make. A third option that
would make a lot of sense in our view would be to add a January OCR Review
to the schedule. But the RBNZ would probably conclude it would be a bit late
notice for that, though we think the market would actually handle it fine.

Markets
Markets will clearly be impacted by the decision itself (ie 25bps or 50bps)
given that they are going into the meeting with a bob each way. We think a
50bp hike would be much more disruptive and cause greater volatility, and
further upward movement, with markets likely to conclude that we could see
another 50-pointer this cycle. We’re not convinced that a 50bp hike would see
the NZD sustain any knee-jerk reaction higher, however, especially if
commentators start to ponder whether such dramatic action might shock the
economy. Markets are already pricing in an expectation that the OCR reaches
around 2.5% in a year’s time, but that hasn’t helped the Kiwi of late, thanks
partly due to growing expectations that policy will be normalised elsewhere.
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If the RBNZ delivers 25bp as we expect, the short end (like 1 to 3-month bills
and the November OIS contract) will correct lower. But there is also some
scope for 1 to 2-year swap rates to adjust lower (or at a minimum, not go
higher). How they react depends less on the 25/50bp decision, and more on
the RBNZ’s OCR track, which as noted, could have an end-point near 3%. But
even if it did, from a valuation perspective there wouldn’t really be much
justification for higher 1 to 2-year swap rates. If, for example, the RBNZ hikes
by 25bps at every meeting until it gets to 3%, that’d see the OCR average
around 1.41% and 2.12% over the next one and two years respectively. Add
in your assumed Bills/OIS spread and that makes current 1 and 2-year swap
rates look fully priced. Positioning might put sand in the gears of any
correction, as might overall market nervousness. But the maths suggests that
markets are going into this decision fully priced – and nervous.
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Important notice
Last updated: 15 October 2021
This document is intended for ANZ’s Institutional, Markets and Private Banking clients. It should not be forwarded, copied or
distributed. The opinions and research contained in this document are (a) not personal advice nor financial advice about any
product or service; (b) provided for information only; and (c) intended to be general in nature and does not take into
account your financial situation or goals.
This document may be restricted by law in certain jurisdictions. Persons who receive this document must inform themselves about and
observe all relevant restrictions.
Disclaimer for all jurisdictions: This document is prepared and distributed in your country/region by either: Australia and New Zealand
Banking Group Limited (ABN11 005 357 522) (ANZ); or its relevant subsidiary or branch (each, an Affiliate), as appropriate or as set out
below.
This document is distributed on the basis that it is only for the information of the specified recipient or permitted user of the relevant
website (recipients).
This document is solely for informational purposes and nothing contained within is intended to be an invitation, solicitation or offer by ANZ
to sell, or buy, receive or provide any product or service, or to participate in a particular trading strategy.
Distribution of this document to you is only as may be permissible by the laws of your jurisdiction, and is not directed to or intended for
distribution or use by recipients resident or located in jurisdictions where its use or distribution would be contrary to those laws or
regulations, or in jurisdictions where ANZ would be subject to additional licensing or registration requirements. Further, the products and
services mentioned in this document may not be available in all countries.
ANZ in no way provides any financial, legal, taxation or investment advice to you in connection with any product or service discussed in this
document. Before making any investment decision, recipients should seek independent financial, legal, tax and other relevant advice
having regard to their particular circumstances.
Whilst care has been taken in the preparation of this document and the information contained within is believed to be accurate, ANZ does
not represent or warrant the accuracy or completeness of the information Further, ANZ does not accept any responsibility to inform you of
any matter that subsequently comes to its notice, which may affect the accuracy of the information in this document.
Preparation of this document and the opinions expressed in it may involve material elements of subjective judgement and analysis. Unless
specifically stated otherwise: they are current on the date of this document and are subject to change without notice; and, all price
information is indicative only. Any opinions expressed in this document are subject to change at any time without notice.
ANZ does not guarantee the performance of any product mentioned in this document. All investments entail a risk and may result in both
profits and losses. Past performance is not necessarily an indicator of future performance. The products and services described in this
document may not be suitable for all investors, and transacting in these products or services may be considered risky.
ANZ expressly disclaims any responsibility and shall not be liable for any loss, damage, claim, liability, proceedings, cost or expense
(Liability) arising directly or indirectly and whether in tort (including negligence), contract, equity or otherwise out of or in connection with
this document to the extent permissible under relevant law. Please note, the contents of this document have not been reviewed by any
regulatory body or authority in any jurisdiction.
ANZ and its Affiliates may have an interest in the subject matter of this document. They may receive fees from customers for dealing in the
products or services described in this document, and their staff and introducers of business may share in such fees or remuneration that
may be influenced by total sales, at all times received and/or apportioned in accordance with local regulatory requirements. Further, they
or their customers may have or have had interests or long or short positions in the products or services described in this document, and
may at any time make purchases and/or sales in them as principal or agent, as well as act (or have acted) as a market maker in such
products. This document is published in accordance with ANZ’s policies on conflicts of interest and ANZ maintains appropriate information
barriers to control the flow of information between businesses within it and its Affiliates.
Your ANZ point of contact can assist with any questions about this document including for further information on these disclosures of
interest.
Country/region specific information: Unless stated otherwise, this document is distributed by Australia and New Zealand Banking
Group Limited (ANZ).
Australia. ANZ holds an Australian Financial Services licence no. 234527. For a copy of ANZ's Financial Services Guide please or request
from your ANZ point of contact.
Brazil, Brunei, India, Japan, Kuwait, Malaysia, Switzerland, Taiwan. This document is distributed in each of these jurisdictions by
ANZ on a cross-border basis.
Cambodia. The information contained in this document is confidential and is provided solely for your use upon your request. This does not
constitute or form part of an offer or solicitation of any offer to engage services, nor should it or any part of it form the basis of, or be relied
in any connection with, any contract or commitment whatsoever. ANZ does not have a licence to undertake banking operations or
securities business or similar business, in Cambodia. By requesting financial services from ANZ, you agree, represent and warrant that you
are engaging our services wholly outside of Cambodia and subject to the laws of the contract governing the terms of our engagement.
European Economic Area (EEA): United Kingdom. ANZ is authorised in the United Kingdom by the Prudential Regulation Authority
(PRA) and is subject to regulation by the Financial Conduct Authority (FCA) and limited regulation by the PRA. Details about the extent of
our regulation by the PRA are available from us on request. This document is distributed in the United Kingdom by Australia and New
Zealand Banking Group Limited ANZ solely for the information of persons who would come within the FCA definition of “eligible
counterparty” or “professional client”. It is not intended for and must not be distributed to any person who would come within the FCA
definition of “retail client”. Nothing here excludes or restricts any duty or liability to a customer which ANZ may have under the UK Financial
Services and Markets Act 2000 or under the regulatory system as defined in the Rules of the Prudential Regulation Authority (PRA) and the
FCA. ANZ is authorised in the United Kingdom by the PRA and is subject to regulation by the FCA and limited regulation by the PRA. Details
about the extent of our regulation by the PRA are available from us on request.
Fiji. For Fiji regulatory purposes, this document and any views and recommendations are not to be deemed as investment advice. Fiji
investors must seek licensed professional advice should they wish to make any investment in relation to this document.
Hong Kong. This publication is issued or distributed in Hong Kong by the Hong Kong branch of ANZ, which is registered at the Hong Kong
Monetary Authority to conduct Type 1 (dealing in securities), Type 4 (advising on securities) and Type 6 (advising on corporate finance)
regulated activities. The contents of this publication have not been reviewed by any regulatory authority in Hong Kong.
India. If this document is received in India, only you (the specified recipient) may print it provided that before doing so, you specify on it
your name and place of printing.
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Myanmar. This publication is intended to be general and part of ANZ’s customer service and marketing activities when implementing its
functions as a licensed bank. This publication is not Securities Investment Advice (as that term is defined in the Myanmar Securities
Transaction Law 2013).
New Zealand. This material is for information purposes only and is not financial advice about any product or service. We recommend
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product.
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80/98), nor does it constitute an offer to sell, or the solicitation of any offer to buy non-Omani securities in Oman as contemplated by
Article 139 of the Executive Regulations to the Capital Market Law (issued vide CMA Decision 1/2009). ANZ does not solicit business in
Oman and the only circumstances in which ANZ sends information or material describing financial products or financial services to
recipients in Oman, is where such information or material has been requested from ANZ and the recipient understands, acknowledges and
agrees that this document has not been approved by the CBO, the CMA or any other regulatory body or authority in Oman. ANZ does not
market, offer, sell or distribute any financial or investment products or services in Oman and no subscription to any securities, products or
financial services may or will be consummated within Oman. Nothing contained in this document is intended to constitute Omani
investment, legal, tax, accounting or other professional advice.
People’s Republic of China (PRC). This document may be distributed by either ANZ or Australia and New Zealand Bank (China)
Company Limited (ANZ China). Recipients must comply with all applicable laws and regulations of PRC, including any prohibitions on
speculative transactions and CNY/CNH arbitrage trading. If this document is distributed by ANZ or an Affiliate (other than ANZ China), the
following statement and the text below is applicable: No action has been taken by ANZ or any affiliate which would permit a public offering
of any products or services of such an entity or distribution or re-distribution of this document in the PRC. Accordingly, the products and
services of such entities are not being offered or sold within the PRC by means of this document or any other document. This document
may not be distributed, re-distributed or published in the PRC, except under circumstances that will result in compliance with any applicable
laws and regulations. If and when the material accompanying this document relates to the products and/or services of ANZ China, the
following statement and the text below is applicable: This document is distributed by ANZ China in the Mainland of the PRC.
Qatar. This document has not been, and will not be:
• lodged or registered with, or reviewed or approved by, the Qatar Central Bank (QCB), the Qatar Financial Centre (QFC) Authority, QFC
Regulatory Authority or any other authority in the State of Qatar (Qatar); or
• authorised or licensed for distribution in Qatar,
and the information contained in this document does not, and is not intended to, constitute a public offer or other invitation in respect of
securities in Qatar or the QFC. The financial products or services described in this document have not been, and will not be:
• registered with the QCB, QFC Authority, QFC Regulatory Authority or any other governmental authority in Qatar; or
• authorised or licensed for offering, marketing, issue or sale, directly or indirectly, in Qatar.
Accordingly, the financial products or services described in this document are not being, and will not be, offered, issued or sold in Qatar,
and this document is not being, and will not be, distributed in Qatar. The offering, marketing, issue and sale of the financial products or
services described in this document and distribution of this document is being made in, and is subject to the laws, regulations and rules of,
jurisdictions outside of Qatar and the QFC. Recipients of this document must abide by this restriction and not distribute this document in
breach of this restriction. This document is being sent/issued to a limited number of institutional and/or sophisticated investors (i) upon
their request and confirmation that they understand the statements above; and (ii) on the condition that it will not be provided to any
person other than the original recipient, and is not for general circulation and may not be reproduced or used for any other purpose.
Singapore. This document is distributed in Singapore by the Singapore branch of ANZ solely for the information of “accredited investors”,
“expert investors” or (as the case may be) “institutional investors” (each term as defined in the Securities and Futures Act Cap. 289 of
Singapore). ANZ is licensed in Singapore under the Banking Act Cap. 19 of Singapore and is exempted from holding a financial adviser’s
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Bank of the UAE, the Emirates Securities and Commodities Authority or the UAE Ministry of Economy; (c) an offer of securities within the
meaning of the Dubai International Financial Centre Markets Law (DIFCML) No. 12 of 2004; and (d) a financial promotion, as defined under
the DIFCML No. 1 of 200. ANZ DIFC Branch is regulated by the Dubai Financial Services Authority (DFSA) ANZ DIFC Branch is regulated by
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