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As expected, the RBNZ delivered a balanced and measured (and largely
unchanged) statement today, maintaining the OCR at 2.0% but
retaining a clear easing bias. The factors shaping the monetary policy outlook
(strong NZD, low inflation and inflation expectations, housing concerns, solid
domestic economy, global fragilities etc) have all been signalled before. We
continue to see a further 50bps of OCR cuts in November and February.
KEY POINTS


Today’s policy assessment was largely unchanged from the one
delivered in August. Importantly, the RBNZ still believes that “our current
projections and assumptions indicate that further policy easing will be
required to ensure that inflation settles near the middle of the target range.”
The language seems pretty clear that a November cut is likely.



The broad factors shaping the monetary policy outlook are
unchanged from what the RBNZ had already signalled. Global
fragilities remain, the NZD is strong and dampening inflation pressures, the
domestic economy is performing well, housing remains a financial stability
concern (though signs of moderation is noted), and while inflation is
expected to lift, low inflation expectations remain a concern and risk.



The one change of note was a dropped reference to the NZD making
it difficult for the RBNZ to hit its inflation objective. We are not
entirely sure what to make of that. Nothing, because it is implied (obvious)
anyway? Or does it mean a greater degree of resignation on the part of the
RBNZ that it can do little about NZD strength? At this stage we are leaning
towards the former interpretation.



Stepping back, it remains a case of the RBNZ operating in an
environment full of tension. “Traditional” policy signals (growth, capacity,
labour market, housing etc) are arguing for no further stimulus (or even
less!), but are going head to head with the likes of the strong NZD, fragile
global economy and low inflation – factors that, while in many ways beyond
the RBNZ’s direct control, argue for more stimulus.



The RBNZ has signalled it will be taking a measured approach to
addressing that tension and today’s statement is consistent with
that. It is not about to take policy sharply lower, nor will it sit back and do
nothing. It is a backdrop where the OCR is biased lower as the RBNZ
attempts to respond to the things it can’t control by over-stimulating the
things it can (the non-tradable side of the economy). That strategy is not
without its risks, but is a pragmatic approach right now. We still expect OCR
cuts in November and February.



Confirmation that “further policy easing will be required” will soothe
a market that had become sceptical of the RBNZ’s desire to continue
easing, and is the strongest hat-tip to a November cut the market could ask
for. We expect the short end and forward rates to resume grinding lower
from here, and for geographic bond spreads (which have under-performed
badly) to narrow in gradually over coming weeks, assisted by index duration
extensions due at the end of the month.
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The Reserve Bank today left the Official Cash Rate (OCR)
unchanged at 2.0 percent.

The Reserve Bank today reduced the Official Cash Rate
(OCR) by 25 points to 2.0 percent.

Global growth is below trend despite being supported by
unprecedented levels of monetary stimulus. Significant
surplus capacity remains across many economies and, along
with low commodity prices, is suppressing global inflation.
Volatility in global markets has increased in recent
weeks, with government bond yields rising and equities
coming off their highs. The prospects for global growth and
commodity prices remain uncertain. Political uncertainty
remains.

Global growth is below trend despite being supported by
unprecedented levels of monetary stimulus. Significant surplus
capacity remains across many economies and, along with low
commodity prices, is suppressing global inflation. Some central
banks have eased policy further since the June Monetary Policy
Statement, and long-term interest rates are at record lows. The
prospects for global growth and commodity prices remain
uncertain. Political risks are also heightened.

Weak global conditions and low interest rates relative to New
Zealand are placing upward pressure on the New Zealand
dollar exchange rate. The trade-weighted exchange rate
is higher than assumed in the August Statement.
Although this may partly reflect improved export prices,
the high exchange rate continues to place pressure on the
export and import-competing sectors and, together with low
global inflation, is causing negative inflation in the tradables
sector. A decline in the exchange rate is needed.

Weak global conditions and low interest rates relative to New
Zealand are placing upward pressure on the New Zealand dollar
exchange rate. The trade-weighted exchange rate is
significantly higher than assumed in the June Statement.
The high exchange rate is adding further pressure to the
export and import-competing sectors and, together with low
global inflation, is causing negative inflation in the tradables
sector. This makes it difficult for the Bank to meet its
inflation objective. A decline in the exchange rate is needed.

Second quarter GDP results were consistent with the
Bank’s growth expectations. Domestic growth is expected
to remain supported by strong net immigration, construction
activity, tourism, and accommodative monetary policy.
While dairy prices have firmed since early August, the
outlook for the full season remains very uncertain. High
net immigration is supporting strong growth in labour supply
and limiting wage pressure.

Domestic growth is expected to remain supported by strong
inward migration, construction activity, tourism, and
accommodative monetary policy. However, low dairy prices
are depressing incomes in the dairy sector and reducing
farm spending and investment. High net immigration is
supporting strong growth in labour supply and limiting wage
pressure.

House price inflation remains excessive, posing concerns for
financial stability. There are indications that recent
macro-prudential measures and tighter credit
conditions in recent weeks are having a moderating
influence.

House price inflation remains excessive and has become more
broad-based across the regions, adding to concerns about
financial stability. The Bank is consulting on stronger macroprudential measures that should help to mitigate
financial system risks arising from the rapid escalation in
house prices.

Headline inflation is being held below the target band by
continuing negative tradables inflation. Annual CPI inflation is
expected to weaken in the September quarter, reflecting
lower fuel prices and cuts in ACC levies. Annual inflation is
expected to rise from the December quarter, reflecting the
policy stimulus to date, the strength of the domestic
economy, reduced drag from tradables inflation, and rising
non-tradables inflation. Although long-term inflation
expectations are well-anchored at 2 percent, the sustained
weakness in headline inflation risks further declines in
inflation expectations.

Headline inflation is being held below the target band by
continuing negative tradables inflation. Annual CPI inflation is
expected to weaken in the September quarter, reflecting lower
fuel prices and cuts in ACC levies. Annual inflation is expected
to rise from the December quarter, reflecting the policy
stimulus to date, the strength of the domestic economy,
reduced drag from tradables inflation, and rising non-tradables
inflation. Although long-term inflation expectations are wellanchored at 2 percent, the sustained weakness in headline
inflation risks further declines in inflation expectations.

Monetary policy will continue to be accommodative. Our
current projections and assumptions indicate that further
policy easing will be required to ensure that future inflation
settles near the middle of the target range. We will continue
to watch closely the emerging economic data.

Monetary policy will continue to be accommodative. Our current
projections and assumptions indicate that further policy easing
will be required to ensure that future inflation settles near the
middle of the target range. We will continue to watch closely
the emerging economic data.
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