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This is not personal advice. It does not Three hikes July/Sep/Oct to 3%; two-sided risk from there
consider your financial situation or goals.

Refer to the Important Notice at the end of

; We are updating our OCR call. We now see three consecutive 25bp
this document.

hikes in July, September and October, taking the OCR to 3%.
Essentially, we see the RBNZ becoming too uncomfortable with an
OCR in stimulatory territory as inflation inevitably rises, concluding the
risks of going too late outweigh the risks of hiking too soon as long as
Contact the OCR is not considered contractionary (i.e. not over 3%, the midpoint
Sharon Zollner for more details. of the RBNZ'’s range of estimates of the neutral rate).

e However, even with the OCR still “low” we think such hikes would be
very potent, and therefore we are no longer forecasting the OCR will
need to increase to 3.5% — we are flat-lining it at 3% as the persistent
demand-side impacts of the negative income and confidence shock
(including the hikes) take the heat out of the medium-term inflation
picture. Indeed, it's possible the subsequent OCR move could be a cut,
or that the OCR doesn’t even make it as far as 3%.

Confused by acronyms or jargon? See a
glossary here.

Update subscription preferences at

www.research.anz.com e Itis not a given that hiking the OCR this year will prove to have been
the right thing to do, in the fullness of time (insofar as we will ever
know). The demand-side hit from this negative national income shock
should not be underestimated; nor should the tightening in financial
conditions already seen. However, the RBNZ Committee will not want
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] to repeat the mistake of the COVID era, when policy was kept too loose
N for too long.
with ANZSy e This new track is slightly more front-loaded than current market pricing.

If the first cut is the deepest, the first hike is the sharpest, insofar as it
can lead to the market running far ahead of RBNZ expectations
regarding how far and how fast the OCR s likely to go. But firm and
clear communications can go a long way on that score.

e We can't stress enough the uncertainty of the outlook. A July kick-off for
hikes is not a high-conviction view; it is just what we currently see as
the single likeliest timing as we stare into the murk. Take everyone’s
forecast with a generous pinch of salt — including both ours and the
Reserve Bank’s. That's just the world we find ourselves in.

The view

The Reserve Bank faces a very challenging situation in setting policy. The
outlook for oil prices and fuel supply is highly uncertain. And even if that
were known, the impact on medium-term inflation is ambiguous. While it's a
given that CPI inflation will spike in the next quarters (the RBNZ is picking
4.2% in Q2), this is a negative shock to confidence and real incomes too,
which will put downward pressure on other prices. With both the demand
and the supply side of the economy in flux, getting a handle in real time on
the outlook for medium-term inflation is going to be tricky, to say the least.

In that environment, all the Reserve Bank can do is attempt to balance the
risks of acting too soon or too late, too much or too little. They can’t make
this shock “better”; all they can hope to do is to not make it any worse.

Forecasting in a time such as this is a mug’s game, and forecasting
someone else’s forecasts is another level of ambition again. We can’t stress
enough that anyone’s views, including ours and those of the Reserve Bank,
should be taken with a generous pinch of salt. It is also important to note
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that it is typical at times such as these that the range of possible outcomes
is significantly wider than the range of forecasts you will find. Just look back
at the COVID era for a very convincing example of that.

That said, forecasts are useful for providing structure around one’s thinking
and highlighting what the key signposts will be along the way. Even more
than is normally the case, it's important to think about it in a real-time sense.
What will the RBNZ know, suspect and worry about as the coming months
unfold?

The RBNZ gave us some solid hints on that score in last week’s Monetary
Policy Review [bolding added]:

e  “The Monetary Policy Committee is focused on ensuring that inflation
returns to the 2-percent target midpoint over the medium term. This
requires core inflation and wage growth to remain contained and
medium- and long-term inflation expectations to remain around 2
percent. If these conditions are not met, decisive and timely increases
in the OCR would be required.”

e “The Committee will be looking to timely indicators to help make this
assessment, such as surveys of households and businesses,
intelligence from business visits and high frequency price and
activity information.”

When mulling over when the first hike is most likely to come, it’s important to
recall that before the Middle East conflict began, it had become clear that
the OCR had hit bottom and would very likely be lifted sometime this year.
The baseline was not an unchanged OCR in perpetuity. The OCR at 2.25%
is below the midpoint of the RBNZ'’s range of estimates of neutral (3%). This
point was underlined in last week’s Monetary Policy Review: “If the increase
in near-term inflation is largely temporary, the Committee envisages
gradually moving the OCR to more neutral levels as activity recovers and
near-term inflationary pressures dissipate.”

So the OCR is almost certainly going higher (barring something like a global
markets meltdown — not a wildly implausible scenario); the question is just
whether the timing should be brought forward. That is a lower bar for hikes
than that facing central banks that might have been mulling OCR cuts
before this happened.

Thinking about the immediate future, a hike as soon as May seems unlikely
at this stage, on the basis that last week’s Review stopped well short of
setting up an imminent move, and another negative confidence shock via a
surprise hike is the last thing the economy needs right now. Stranger things
have happened, but we’d need to have some sudden uncomfortable
inflationary news on wage growth, core inflation, or medium-term inflation
expectations.

By July, the RBNZ will have Q1 CPI (which largely pre-dates the fuel shock
but still provides an updated starting point), and more monthly reads on
inflation and wage indicators.

The good news (yes, there is some!) is that unlike during the COVID-era
inflation surge, our ANZBO survey now includes questions on firms’ past
and future own wage settlements and expectations, and numerical pricing
intentions and cost estimates (figures 1-4, over). Taken together, these
should provide considerable intel on precisely the unobservable variable
that is key to the medium-term inflation outlook: firms’ price-setting
behaviour. Wage expectations are really important, arguably even more
important than inflation expectations, as they will provide a real-time read on
whether the inflation shock is truly broadening into something persistent, or
whether economic weakness is keeping that in check. Of course, the more
data you have, the more data there is to react to and worry about. For now,
the RBNZ can take comfort from the fact that firms wage expectations fell in
response to what is going to be a negative shock to profitability. But it's
obviously very early days.
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Figure 1. Firms’ own past wage increases Figure 2. Firms’ own wage expectations
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Figure 3. Firms’ own cost expectations Figure 4. Firms’ own pricing intentions
8 12 8
7,
7
t10 6
2 ° = 2 51¥ :
e re 2 T 44
S 2 g 3
® 4 6 @ - /\ -
% E] % 2
g 3 E g2 14
= F43 = VA !
2 \V
L2 -1
14 -2
0 0 31
May Sep Jan May Sep Jan May Sep Jan May Sep Jan May May Sep Jan May Sep Jan May Sep Jan May Sep Jan May
22 23 24 25 26 22 23 24 25 26
—Retail —Manufacturing =— Construction —— Services — Agriculture, RHS —Retail —Manufacturing =— Construction —— Services — Agriculture
— Economy-wide — Economy-wide
Source: ANZ Research Source: ANZ Research

Let’s lay out the arguments for starting policy normalisation as soon as July, and
those for waiting.

Arguments for a July kick-off:

e The starting point for the OCR is below the RBNZ’s range of estimates of
neutral. The RBNZ is likely to think of hikes up to neutral as taking the foot off
the accelerator, as opposed to pumping the brake. That could be a moot
distinction in practice, as any hikes could turn out to have very powerful
negative confidence impacts in this environment. But the fact the OCR is
starting below neutral does lower the bar for hiking meaningfully.

e Assuming firm communications prevent the market running off into the
distance, the actual impact of a hike on monetary conditions might be limited:
a July hike is currently almost fully priced. The RBNZ has already chosen
to tighten monetary conditions pre-emptively by not pushing back
against market pricing for three hikes this year. In that context, one could
argue that not delivering them would be effectively an easing. And though it
“shouldn’t” matter, it is always easier at the margin for the Committee to deliver
what the market is expecting.

e  While growth will be under pressure, in real time it is going to be clear as mud
whether that’s due primarily to demand weakness or supply constraints biting.
The RBNZ will be wary of repeating the COVID-era mistake of
overestimating the former and underestimating the latter (with unexpectedly
large fiscal stimulus certainly not helping). That led to a real scramble to catch
up with the unexpected wave of inflation, and the OCR going higher than
would have been necessary had it been raised in a timelier manner. The
Summary Record of Meeting revealed one member was keen to discuss this
risk already — though it's important to note that the opposite risk was cited as
well.
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e The Governor said in the press conference that no one was “strongly
advocating” for a hike last week [emphasis added], with the Committee
reaching consensus on holding the OCR unchanged. Read into that what you
will.

e There are so many measures of inflation expectations out there that
some of them are likely to be signalling potential trouble before long. The
Committee has deliberately been vague about precisely which measures
they’ll be focusing on. It’s the vibe, and that’s subjective.

e All else equal, if domestic inflation and/or inflation expectations are on the rise,
and it's not clear that the degree of spare capacity in the economy has
increased despite weak growth, then their model is going to tell them it's time
to hike. A fairly standard non-tradable inflation Taylor Rule (figure 5) is
suggesting the OCR should be 25bp higher by the end of June using our
own non-tradable inflation forecast. Taylor Rules certainly don’t dictate what
policy “should” do, and at times like this they miss an enormous amount of
nuance around risk management. But consider it a back-of-the-envelope
estimate of where the burden of proof lies: “why would we not do this?” or
“what would a raw model run say?”

Figure 5. OCR vs. a non-tradable inflation Taylor Rule with smoothing
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e The Governor has said that the weak starting point for demand means that it
will be difficult for firms to fully pass through cost increases to price-sensitive
customers, potentially dampening the risk of inflation becoming persistent.
However, in the Monetary Policy Review the opposite risk was also outlined,
which highlights that they will be wary of assuming the soft economic
starting point means they can be relaxed about upside risks:

“The Committee discussed the risk of a larger change in price setting
behaviour as firms seek to pass on higher fuel costs. This risk is
accentuated by current tight business margins given weak activity and
substantial cost pressures, which could limit the degree to which some
firms are able to absorb further cost increases. This would result in
inflation spreading beyond energy-intensive products into services, with
core inflation and medium-term inflation expectations increasing and
pushing up wage expectations.”

o At the end of the day, the RBNZ has an inflation target, and it is their job to
be a little bit more paranoid about inflation than everyone else. That's why
they’re appointed, not elected!

That’s the July case. Let’s turn now to the arguments for waiting a bit longer before
taking action, which are very reasonable.
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Arguments for a later start:

In July the growth picture is likely to be looking very wobbly. The signs of
weak demand and confidence will be clear in the high-frequency data. The
risks of the 2.25% OCR sparking enthusiastic risk-taking in the housing market
or anywhere else are likely to be very low! You're talking about kicking the
economy while it's down.

The medium-term inflation picture won’t be much clearer by July. The
Committee still won’t know with any certainty whether the negative
income/confidence impacts will outweigh the risks of inflation broadening and
becoming persistent. However, the description in the Review of weak-demand
impacts as an “offset” to the risks of inflation broadening suggests they don’t
anticipate these effects dominating and creating a net downside risk to
medium-term inflation (though we see that as entirely possible).

The Committee noted in the Review that their baseline assumption is that
the output gap is negative and is going to stay that way for some time.
Getting a clear handle on the amount of spare capacity in the economy in real
time is going to be exceptionally difficult, but if there’s no clear evidence to
cause them to change their minds about it being negative, then it doesn’t
speak to an urgent need to raise the OCR, all else equal.

Monetary conditions have tightened substantially, as the RBNZ noted in its
Review. The whole yield curve (except the overnight rate, which is determined
by the OCR) has lifted. Indeed, swap rates are, in a sense, already trading as if
the OCR were higher (figure 6). That suggests there is no need to rush to raise
the OCR, as market interest rates (and mortgage rates) are far less stimulatory
than is implied by the OCR. But hawkish types could also argue that’s a reason
to think that raising the OCR to neutral won't affect monetary conditions much,
so is cheap insurance against getting too far behind. Different members of the
Committee will have varying perspectives on that, depending on their level of
concern about medium-term inflation risks.

Figure 6. Swap rates
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The comment in the Review that if the inflation shock is indeed “largely
temporary [as currently assumed], the Committee envisages gradually
moving the OCR to more neutral levels as activity recovers and near-term
inflationary pressures dissipate” sounds like an argument for waiting later
than July. Q2 GDP and CPI are not going to show either of those things. The
counterargument to that is that policy is forward-looking and it's the RBNZ’s
activity and inflation forecasts that will drive decision-making.

Weighing it all up

So will the RBNZ be over the line to hike in July, or will they wait for more evidence
hikes are needed? We are really torn on this one and would expect the Committee
will be too. On balance, while it wouldn’t be at all surprising if it requires a vote, we



currently think it is likelier than not that they will hike in July. “Likelier than not” is
not a strong statement — current market pricing (23bp, i.e. a 92% chance of a hike)
looks far more certain than we are!

Thereafter, we see the RBNZ delivering follow-up hikes in September and October
to continue policy ‘normalisation’, taking the OCR back to 3%, the middle of their
range of estimates for the neutral OCR. We expect the RBNZ to characterise the
tightening as getting policy back to neutral, from which vantage point they will be
better placed to wait and see how things unfold.

And there we see the OCR staying for an extended period (figure 6), as it becomes
clear that the economy is remaining sluggish, and no more hikes are required to
dampen medium-term inflation risks. That is more dovish than our previous
forecast of the OCR lifting to 3.5%. As the OCR approaches 3%, the RBNZ is likely
to become less confident about what they should be doing, rather than more.

Indeed, we see a very real risk of OCR hikes stopping short of 3% as excess
capacity starts looking more persistent than initially assumed, but we wouldn’t
characterise the election timing as a good nor likely reason to pause. Not hiking is
as political as continuing to hike, and the RBNZ is staunchly independent.

Once the OCR is at neutral or thereabouts, we are open-minded about in which
direction the next move might be. There is a plausible scenario where the RBNZ
ends up cutting the OCR in 2027 as they realise that the hikes were not in fact
needed. Of course, it's also plausible that 3% is exactly the right place to stop, or
that the OCR ultimately needs to go higher once the negative demand impacts of
the shock have started to subside. In our view there is very limited value in taking a
strong view on 2027 at this point, given the extreme uncertainty.

To be honest, one could argue there isn’t much point in taking a strong view on
2026 either! But forecasts tell a story, and our updated story relative to our
previous forecasts is more hawkish about where the OCR will go this year, but
relatedly, more dovish about how high it ultimately will need to head in this cycle.
We aren’t forecasting a policy mistake, but we do think that precautionary hikes
could well be very potent if they are delivered this year in the manner we are now
forecasting. That then means the OCR no longer needs to go as high as we
previously anticipated in order to head off medium-term inflation risks.
Figure 7. ANZ OCR forecast vs. currently market pricing
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Table 1. Interest rate forecasts

Actual | Forecast (end month)
Feb-26 Mar-26 13-Apr | Jun-26 Sep-26 Dec-26 Mar-27 Jun-27
NZ OCR 2.25 2.25 2.25 2.25 2.75 3.00 3.00 3.00 3.00
NZ 90 day bill 2.49 2.54 2.54 2.82 3.26 3.29 3.29 3.29 3.29
NZ 2-yr swap 2.95 343 3.50 3.56 3.51 3.40 3.29 3.29 3.29
NZ 10-yr bond 4.33 4.72 4.72 4.50 4.50 4.50 4.50 4.50 4.50
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