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Unemployment – how low can you go?
•

Stats NZ release Q4 labour market data next Wednesday. Timely
indicators suggest that, despite the ongoing Delta outbreak,
employment growth was still going strong at the end of 2021. We’ve
pencilled in a 3.0% unemployment rate – this reflects a further 0.7%
q/q increase in employment. But if participation falls from its current
record high, unemployment could easily drop into the 2s.



Wage inflation is expected to continue accelerating, as labour demand
continues to outstrip supply. We expect labour costs were up 2.9% y/y
in Q4 (vs 2.5% in Q3), while average hourly earnings growth is forecast
to have lifted 4.1% y/y in Q4 (3.6% previously).



There’s still room for error – especially given the ongoing impact of
COVID on data volatility. But in combination with ongoing strength in
indicators of labour demand, we expect the details of the release will
portray a considerably tighter labour market than we or the RBNZ
expected back in November. Given that inflation was 5.9% in Q4, the
risk of a wage-price spiral is real. Next week’s data should further
reinforce our call for the RBNZ to lift the OCR from 0.75% currently, to
3% in April 2023.

The view
Next week’s labour market data for Q4 2021 is looking set to be
considerably stronger than we or the RBNZ expected when the November
MPS projections were finalised. This, combined with Q4’s 5.9% inflation
print, reinforces the need for further OCR hikes to 3% in April 2023.
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We initially expected that the Delta outbreak would result in a small uptick
in the unemployment rate to 3.5% in Q4 (from 3.4% in Q3) as hiring
stalled. Instead, monthly filled jobs data for October and November indicate
that the economy was still adding jobs at a steady clip during the December
quarter – in spite of COVID restrictions, and another summer without
international tourists. Based on the filled jobs data, we’ve pencilled in a
0.7% q/q (4.3% y/y) lift in employment in the December quarter (figure 1).
Figure 1. Employment and monthly filled jobs

Forward-looking indicators of labour demand remain strong. Job vacancies
took a hit in August, but have retraced some of that loss, and remain well
above pre-COVID levels (figure 2). And employment intentions in our
Business Outlook are still positive – even compared with the period from
mid-2017 to 2019, when unemployment fell from 4.8% to 4.0%.
Figure 2. Job vacancies and employment intentions

With the labour market characterised by considerable excess demand at the
moment, firms are having to sweeten the deal in order to attract workers
into the labour force. That, in combination with the surging cost of living,
has contributed to the labour force participation rate rising to a joint-record
high of 71.2% in Q3. While it’s more of an assumption than a forecast, our
prediction has participation remaining at this record high in the December
quarter, with firms continuing to pull workers into the labour force with
offers of better wages and/or working conditions.
Strong employment growth then implies the unemployment rate dropping to
a mere 3.0% in the December quarter – in spite of record-high labour force
participation. That’s a super-strong combo. We previously didn’t expect the
unemployment rate to drop that low until the end of this year. The RBNZ’s
November MPS forecast has a low of 3.2% in Q4 before rising towards 4.1%
over the next few years (figure 3).
Figure 3. Unemployment rate

A 3% unemployment rate sounds low – and it is. But should participation
have fallen over Q4, then unemployment could easily start with a 2-handle
next week. That’s “unprecedented”, but that factoid has to be interpreted in
the context of official macroeconomic data that only starts in 1986.
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NZIER’s Data1850 project provides an estimate of the historical
unemployment rate all the way back to the 1950s (figure 4). Caveats apply
– the data are the best attempts of economists to generate HLFS-consistent
estimates over history, and the evolution of unemployment benefits has had
a very large impact; it’s not just the economic cycle. But the chart does put
a 3% unemployment rate in the proper historical context. It’s strong, but
certainly not unprecedented.
Figure 4: Long term unemployment estimates (ANZ sa)

There’s plenty of room for both forecast and statistical error, as COVID
continues to impact data collection. But it’s worth noting that last quarter,
the extended unemployment rate (which accounts for people unable to
search for work due to COVID) was 3.4% – bang in-line with the official
HLFS estimate.
Unemployment could come in higher than expected simply because of
volatility in the HLFS (it is a survey after all). But what matters for monetary
policy is the degree of capacity stretch in the labour market, and it’s
certainly not just the HLFS pointing that out. Our Business Outlook and the
QSBO for Q4 both show the labour market continuing to tighten, putting
further pressure on an underlying inflation trend that’s already too strong.
Turning to wage growth, we expect to see further acceleration in wage
gains, as workers demand compensation for rising inflation, and the balance
of power shifts further in favour of employees. We expect the labour cost
index rose 0.9% q/q (2.9% y/y), and we’ve pencilled in a 1.4% q/q (4.1%
y/y) lift in average hourly earnings (figure 5).
Figure 5. Wage inflation
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Both measures of wage growth are still much slower than inflation,
reflecting that wages usually take a lot longer to adjust (for example, if
workers have only an annual wage review). But as inflation beds in, we can’t
rule out a sudden shift in wage-setting behaviour that sees wage growth
rise even faster than we expect. And if workers start switching jobs more as
the labour market heats up, that opens the door for even bigger wage rises.

Monetary policy implications
The RBNZ has been overshooting on both aspects of its dual mandate for
some time now. Inflation came in at 5.9% y/y in Q4, and we expect next
week’s data will show further tightening in the labour market (which the
RBNZ already viewed as beyond maximum sustainable employment back in
the November MPS). This is a highly inflationary labour market, with
workers now a scarce commodity, and employers having to pay big bucks to
fill vacancies. And that’s only going to reinforce the upwards trend in
domestic inflation pressures.
Inflation is a challenge for household budgets – and it’s particularly hard for
lower-income households, for whom essential spending on food, shelter, and
transport takes up the bulk of their disposable income. Real wages were
likely still falling in Q4 – putting further cash-flow pressure on households,
who now need to work longer to be able to afford the same standard of
living as one year ago. It’s a tight labour market, but inflation is gobbling up
the benefit that Kiwi workers might have expected to see.
As we discussed in our Review of today’s CPI data, there’s a serious risk
that without continued interest rate hikes by the RBNZ, a wage-price spiral
could see inflation rise even further and for longer. It’ll be a challenge for an
economy with a softening housing market, falling business and consumer
sentiment, and ongoing COVID restrictions, but higher interest rates are
needed to put a lid on surging domestic inflation pressures. And we think
that means the RBNZ will lift the OCR in 25bp increments to 3% in April
2023 (assuming no unforecastable shocks knock the economy off course).
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