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Quarter master


As almost universally expected by analysts, the RBNZ raised the OCR
another 25bp to 0.75%. The tone of the Statement was balanced,
recognising upside risks to inflation but downside risks to growth.



The RBNZ’s published OCR track reaches 2.61% by the end of 2024,
about half a percent higher than in August, but not as aggressive as it
could have been, given starting point surprises.



As before, we believe tightening financial conditions will cool housing
and the broader economy pretty smartly, and that an OCR of 2% by the
end of next year will in practice prove sufficient to knock inflation on the
head.

The OCR decision and outlook
As universally expected by domestic analysts, the RBNZ today raised the
Official Cash Rate 25bp to 0.75% and indicated that they think they have a
lot more work to do yet. Their published OCR track shows that as things
stand, they see the OCR reaching 2.6% by about the end of 2023, about
50bp more tightening than foreseen at the August MPS.
This track implies a couple more hikes than we expect will actually prove
necessary, but there’s an awful lot of water to flow under the bridge
between now and then. The Committee sounded more confident about the
upward path for the OCR. Further hikes were expected “given the medium
term outlook for inflation and employment”, rather than hikes being
expected but “contingent on” those things. In practice hikes are always
conditional, of course, but the change of tone is deliberate.
Overall, though, the tone of the Statement was less hawkish than the
market was expecting, though the RBNZ’s forecasts for growth, employment
and the degree of inflationary stretch in the economy were all revised up
significantly. There’s certainly a lot more to the current inflation pulse than
one-off cost bumps.
That the RBNZ would hike today was seen by markets as a dead certainty,
but the market was putting pretty high odds on a 50bp move. The end-point
of the OCR track was also not as aggressive as it could have been. We
therefore saw the 2-year swap retreat 17bps and the NZD slip a little.

RBNZ forecasts
Recent data has shown far more capacity stretch and inflation pressure than
was expected just a few months ago, and the RBNZ’s baseline economic
outlook, as anticipated, reflects that. Like us, the RBNZ expects a 7%
contraction in Q3, but has a slightly more gradual recovery from that (figure
1). But as far as their employment and inflation mandates are concerned,
this is near-term noise. The big lesson of 2020 was that lockdown-related
GDP volatility should largely be looked through. Lockdowns have on balance
proven to be inflationary, with the wage subsidy very effective at preventing
significant fallout in the labour market.

Figure 1. RBNZ GDP forecast

Figure 2. RBNZ non-tradable CPI inflation forecast
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The very large upside surprise on the CPI inflation starting point feeds through
into a stronger near-term outlook for inflation before the extra monetary
tightening starts to really kick in (figure 2). The RBNZ expects inflation to peak
at 5.7% in Q1 2022 (our forecast is just a smidgen higher), before moderating
to 2% by the end of their forecast horizon. The output gap is assumed to be
positive over the forecast horizon (figure 3), and that’s necessitated the higher
OCR outlook (figure 4).
The RBNZ is forecasting the unemployment rate to drop further, but not as
much as we’re expecting. From a low of 3.2% in Q4 2021, the RBNZ sees it
steadily rising to 4.1% by the end of their forecast horizon, with soft
employment growth along the way (1% y/y by the end of the forecasts). Wage
growth is expected to remain elevated, averaging around 3.5% y/y over their
forecast horizon.
Figure 4. The OCR track

Figure 3. The output gap
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The aggressive series of OCR hikes contributes to a sharp drop in house
price inflation. The RBNZ expects annual inflation to turn negative from late
2022 (figure 5). Our own forecast sees house price inflation bottom out in
positive territory (just), but outright falls are well within the realms of
possibility, given the long list of headwinds the housing market is facing. In
our view it would take a household income shock (which we’re not
forecasting) to drive a material decline in house prices. But we wouldn’t put
the RBNZ’s track into that category – it’s still very much a soft-landing
scenario.

Figure 5. House price inflation
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Underpinning this outlook (and any forecast for that matter) is a wide range of
assumptions that the RBNZ spells out in detail. In this environment, it’s hard
to argue with any of them, but some are extremely important. In particular,
the RBNZ assumes that “the level of MSE [maximum sustainable employment]
is lower relative to pre-COVID-19 levels, largely reflecting a mismatch of skills
in New Zealand’s labour market” and “New Zealand’s productive capacity
(potential output) continues to be constrained by the domestic and
international measures put in place to contain COVID-19… These disruptions
are expected to dissipate as domestic border restrictions and supply-chain
pressures ease.” We concur with these assumptions, but if we and the RBNZ
are wrong, the medium-term outlook will be very different.
The RBNZ is cognisant that there are many potential potholes in the road over
the next year or so. In particular, what happens as COVID becomes endemic?
The RBNZ outlines a range of scenarios where COVID could see demand soften
and confidence deteriorate, meaning a “slower removal of, or an increase in,
monetary stimulus may be required.” But there are also scenarios where we
see even more capacity pressure coming through, if demand remains strong –
requiring a “faster removal of monetary stimulus”. We’ve outlined previously
that there are many paths the economy could take over the next year – and
it’ll be very difficult to tell in real time which path we’re on. That supports the
cautious approach to hiking that the RBNZ is taking.
The RBNZ also noted the risk of higher inflation becoming embedded in price
and wage-setting behaviour. This would act to amplify the intense inflationary
pressures we’re already seeing. And it could come from a number of sources,
including extended supply-chain disruptions, house price inflation “remaining
higher than assumed”, or the impacts of climate-related disruption. Given how
strong consumer and business inflation expectations have been in recent
months, it’s definitely a risk. But we think continued OCR hikes should be
pretty effective – especially given the sensitivity of mortgage holders to higher
interest rates (something the RBNZ also highlights).

Weighing it up
The Reserve Bank’s overall take on the current economic situation and outlook
is not dissimilar from our own. In short, there’s a lot of inflation pressure out
there and the need for tighter policy is self-evident, but there is also an
underlying fragility due to both debt loadings and our reluctant transition to
living with COVID in our communities.
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Upside risks to inflation are clear, but so too are downside risks to growth.
We now head into a very long summer break for monetary policy, and we’ll
know a lot more – and have a whole bunch of fresh questions – by the
February MPS. In the meantime, easing lockdown restrictions mean the data is
unfortunately going to be extremely volatile. But to get a feel for the pulse
we’ll be particularly watching consumer confidence, business sentiment (but
note there is no survey in January), inflation expectations, house sales, and
also how global markets are faring, as they weigh up the prospect of tighter
policy and less liquidity across the board.
Our forecast that the OCR will in practice not need to go as high as the RBNZ
and markets are estimating is grounded partly in the fact that it is quite
difficult to engineer a soft landing after a boom. A 31% rise in house prices in
a year when New Zealand has suffered a negative net income shock means the
housing market is vulnerable. We underestimated the power of monetary
policy stimulus in 2020, and we’re wary of underestimating its potency when
put into reverse. The current momentum in inflation is impressive, but a rising
OCR with household debt at fresh record highs is a potent weapon indeed.

Market reaction
Today’s decision went a long way to calm nerves in a market that had gotten
itself tied up in knots worrying about the prospect of a 50bp hike and an OCR
track reaching 3%. In that regard, markets breathed a sigh of relief following
the decision, but it wasn’t just because the RBNZ elected to hike only by
25bps. The end point of the RBNZ’s OCR track was “only” lifted to around
2.6%. That was a lot lower than the 2¾ to 3% figure that was priced into
markets going into today, and a bit lower than our own best guess of 2.75%.
The RBNZ’s comment about moving in “considered steps” should also allay
fears of 50bp hikes in the future. Given the role that fear played in driving
interest rates up ahead of today, it’s logical that short-end interest rates have
corrected a little lower. That’s what we expected and that’s what we have now
seen, with the bellwether 2-year swap rate around 17bp lower 30mins after
the announcement.
The NZD reacted negatively, but only mildly. We saw the Kiwi come under
pressure as short-end interest rates fell yesterday, so the fact that it fell
following the 25bp hike was logical. In any case, higher interest rates have
become less of a driver of the NZD of late, and with the market shifting its
sights to prospects for 2022 and likely rate rises in the US and elsewhere, that
potentially poses downside risks to the NZD.
With regards to the QE portfolio, all the RBNZ had to say today was that it
“expects to gradually manage LSAP bond holdings down, in a way that
maintains the smooth functioning of financial markets. More details on how
bond holdings will be reduced will be provided early next year.” We always
expected them to tread carefully, and this statement is consistent with that.
And with the next major tranche of bonds acquired under QE not maturing
until April 2023, nobody will mind that the RBNZ won’t provide further detail
until next year.
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Policy Assessment
Tēnā koutou katoa, welcome all.
The Monetary Policy Committee agreed to raise the Official Cash Rate (OCR) to
0.75 per cent. The Committee agreed it remains appropriate to continue
reducing monetary stimulus so as to maintain price stability and support
maximum sustainable employment.
The level of global economic activity continues to rise, supported by
accommodative monetary and fiscal policy settings, and the relaxation of COVID19 health-restrictions. The pace of global economic growth has ebbed however,
due to the elevated uncertainty created by the persistent COVID-19 virus.
Global supply-chain disruptions are causing both cost pressures and constraints
on production, at a time when consumer demand remains strong. Central banks
globally face the challenge of distinguishing between transitory price increases
and underlying sustained inflation pressures to assess the need for, and timing
of, reductions in the level of monetary policy stimulus.
New Zealand’s public health restrictions are easing as the country transitions into
the COVID-19 Protection Framework. The framework will enable greater mobility
of people, and goods and services. With the easing of restrictions, it is anticipated
that the COVID-19 virus will become more widespread geographically, albeit
manageable for health authorities and less harmful for those vaccinated.
However, household spending and business investment will be dampened in the
near-term by these ongoing health uncertainties.
The recent nationwide health-related lockdown, the more prolonged restrictions
in Auckland, Northland and the Waikato, and the continued ‘Level 2’ restrictions
elsewhere, resulted in a sharp contraction in economic activity. Despite these
lockdowns, underlying economic strength remains supported by aggregate
household and business balance sheet strength, fiscal policy support, and strong
export returns.
Capacity pressures have continued to tighten. For example, employment is now
above its maximum sustainable level. A broad range of economic indicators
highlight that the New Zealand economy continues to perform above its current
potential.
Headline CPI inflation is expected to measure above 5 percent in the near term
before returning towards the 2 percent midpoint over the next two years. The
near-term rise in inflation is accentuated by higher oil prices, rising transport
costs and the impact of supply shortfalls. These immediate relative price shocks
risk generating more generalised price rises given the current domestic capacity
constraints.
The Committee noted that further removal of monetary policy stimulus is
expected over time given the medium term outlook for inflation and employment.
Meitaki, thanks.
Adrian Orr
Governor

Summary record of meeting
The Monetary Policy Committee discussed economic developments since the
August Statement. Global economic activity continues to recover, as public health
restrictions ease and COVID-19 vaccine rates increase. However, the near-term
outlook for global growth has weakened somewhat because of the continued
spread of the Delta variant and related disruptions to production.
Global inflation has increased due to the rapid recovery in global demand
combined with significant supply chain bottlenecks and labour shortages in some
sectors. An ongoing boost from government spending and monetary policy
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stimulus in many countries is adding to strong demand. There is considerable
uncertainty about the persistence of global inflationary pressures.
The New Zealand economy was in a strong position before the national lockdown
in August, supported by resilient household spending, strong construction
activity, and demand for our key dairy and meat exports. This had more than
offset ongoing weakness in hospitality and sectors reliant on international
tourism. While public health restrictions to control the spread of the Delta variant
will result in a slowdown over the second half of the year, Government support
for business and jobs has helped the economy weather the impact. Nevertheless,
some customer-facing businesses in Auckland and a range of service sectors are
suffering acute stress.
The Committee noted that the economy is expected to recover as public health
restrictions are eased as the country moves into the COVID-19 Protection
Framework. However, the Committee discussed the risk that consumer and
business confidence weakens as COVID-19 becomes more widespread across the
country, dampening household spending and investment in the near term.
Despite recent lockdowns, capacity pressures in the economy have continued to
tighten. Employment is now assessed as being above its maximum sustainable
level. Measures of labour market slack such as unemployment and
underutilisation are at their lowest levels in over a decade. This has been
reflected in stronger aggregate wage growth, albeit below the rate of CPI
inflation.
The Committee discussed the outlook for net migration and how this could affect
labour supply. For example, it is currently easier to leave New Zealand than
arrive, so there could be a net loss of labour in the near term. There will be
ongoing uncertainty as to the relative impact net migration will have on overall
supply and demand in the economy.
Rising capacity pressures have led to an increase in domestic inflation. At the
same time, continued bottlenecks in global and local supply chains and further
increases in global oil prices have added to inflationary pressures. Annual CPI
inflation has increased to 4.9 percent in New Zealand, above the Committee’s 1
to 3 percent Remit target band. Measures of core inflation have also increased
into the top half of the target band. The Committee noted that inflation is
expected to remain high in the near term, and return to the midpoint of the
target band over the next two years.
The Committee assessed that near-term risks to inflation are skewed to the
upside, and discussed the risk that higher near-term inflation could become
embedded in price setting behaviour. The Committee noted that near-term
inflation expectations tend to move with actual inflation. Medium-term measures
provide a better gauge of whether inflation expectations remain anchored, and
these remain close to the target midpoint.
The Committee discussed the Reserve Bank’s assessment that the level of house
prices are unsustainable. Members noted that higher mortgage interest rates,
continued strong home building, tighter lending rules and changes in tax settings
should all act to moderate house prices over the medium term. The Committee
discussed the risk that house prices could keep rising in the near term, increasing
the risk of a sharper fall later. Continued increases in the OCR are expected to
support more sustainable house prices.
The importance of overall monetary conditions was considered by the Committee,
including medium-term borrowing rates for households and businesses, to
achieving its price stability and maximum sustainable employment objectives. In
2020, additional monetary policy tools were used to support the economy by
further lowering interest rates when the OCR was near zero. The Committee
agreed that higher interest rates are now needed to maintain price stability and
maximum sustainable employment, and that the OCR remains their preferred
tool to do this.
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The Committee noted that the Large Scale Asset Purchase (LSAP) programme
provided significant monetary stimulus and supported bond market functioning
through 2020 as the Reserve Bank bought government bonds as an additional
monetary policy tool. As bond market functioning has improved, the impact of
the LSAP programme on monetary stimulus has fallen, and it is assessed that
current bond holdings are providing a small amount of ongoing stimulus.
The Committee expects to gradually manage LSAP bond holdings down, in a way
that maintains the smooth functioning of financial markets. More details on how
bond holdings will be reduced will be provided early next year.
The Committee discussed that funding remains available to banks under the
Funding for Lending Programme (FLP) until the end of 2022, as another part of
the Bank’s additional monetary policy toolkit. The programme provides banks
with assured access to some medium-term funding at the OCR. This commitment
has been factored into banks’ funding plans. Any adjustment to the terms of the
programme would increase funding and operational risks for banks, and would
undermine future effectiveness if a similar programme is required in the future.
The Committee agreed that changing the terms of the programme would not be
consistent with its risk appetite.
As the OCR is increased, the cost to banks of borrowing through the FLP will rise,
helping to remove monetary stimulus. Since banks have provided assets as
collateral to access funding under the FLP, the scheme does not pose material
financial risk to the Crown.
The Committee discussed how much monetary stimulus needed to be removed
over the next 12-18 months to meet their price stability and maximum
sustainable employment Remit. The Committee expected that the OCR would
need to be progressively increased and, conditional on the economy evolving as
expected, the OCR would likely need to be raised above its neutral rate.
The Committee discussed how fast interest rates need to be increased, taking
into account primary and secondary objectives of its Remit. Higher starting point
inflation and capacity pressures, and the risk that higher near-term inflation
becomes embedded in price setting behaviour were discussed as factors arguing
for a more rapid removal of monetary stimulus.
However, the Committee expressed uncertainty about the resilience of consumer
spending and business investment as the country adapts to living with the
COVID-19 virus in the community. The Committee also noted that increases in
interest rates to households and businesses had already tightened monetary
conditions. High levels of household debt, and a large share of fixed-rate
mortgages re-pricing in coming months, could increase the sensitivity of
consumer spending to these interest rate increases.
Weighing these factors, the Committee assessed risks to their price stability and
maximum sustainable employment objectives as being broadly balanced over the
medium term. The Committee judged that considered steps in the OCR were the
most appropriate way to continue reducing monetary stimulus for now.
On Wednesday 24 November, the Committee reached a consensus to increase
the OCR to 0.75 percent.
Attendees
Reserve Bank staff: Adrian Orr, Geoff Bascand, Christian Hawkesby, Yuong Ha
External: Bob Buckle, Peter Harris, Caroline Saunders
Observer: Bryan Chapple
Secretary: Chris Bloor
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