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Economic Research note

Rate cuts beckon for Kiwi
economy in recession
• RBNZ to cut OCR in September, not July

• Nontradable inflation still well above 1-3% target

• New Zealand economy in recession

Economic momentum in New Zealand has slowed to a
standstill and, according to our forecasts, the economy
probably is in the midst of a technical recession, with GDP
having contracted in 1Q. Weaker economic activity, how-
ever, has emerged alongside high and rising inflation. The
growing headwinds faced by New Zealand consumers have
fanned fresh calls for a rate cut as soon as next week.

Market pricing suggests a 50% chance of a 25bp cut next
Thursday. While a rate cut next week remains a significant
risk, we believe that the RBNZ will delay a rate cut until
September. Leaving the OCR unchanged next week will
allow time to assess whether the weakness in employment
reported in 1Q has been sustained and, as a consequence,
whether the risk of additional wage pressures will abate,
and also to gauge the impact on NZD.

The RBNZ has left the official cash rate (OCR) at a record
high 8.25% since July 2007, although central bank Gover-
nor Alan Bollard signalled in June that softer economic
growth and the prospect of easing medium-term inflation
should pave way for the OCR to be lowered later this year.

Inflationary pressures widespread
Headline inflation accelerated to an 18-year high of 4%oya
in 2Q, well above the RBNZ’s 1-3% target range. The an-
nual rate of inflation was driven higher by rising gasoline
prices, up 26%oya, which made the most significant indi-
vidual contribution to the rise in the 2Q CPI. The Kiwi dol-
lar did, however, fall 3.2% against the US dollar over the
quarter, providing less of a buffer to imported inflation.

More importantly, though, nontradable inflation—gener-
ated domestically and not influenced by exchange rate fluc-
tuations—remained uncomfortably high at 3.4%oya, down
only slightly from 1Q; this is a key point of focus for
RBNZ officials, whom we suspect were hoping for a
sharper slowdown in nontradable inflation.

The 2Q CPI data was an important milestone on the road to
the next RBNZ policy rate decision. We believed that a

reading of 3.0% or 3.1% on nontradable inflation would
have strengthened the case for a July rate cut. Instead, the
still-elevated level of nontradable inflation, coupled with
significant pipeline pressures and rising inflation expecta-
tions, mean that there is no rush.

From September, though, the RBNZ probably will look
through elevated inflation readings as downside growth
risks emerge as an even greater threat to the outlook. The
RBNZ forecasts inflation to peak at 4.7% in 3Q, as long as
“commodity prices stop rising, inflation expectations re-
main anchored, and weakening economic activity contrib-
utes to an easing in nontradable inflation.” But, commodity
prices are still increasing, albeit at a slower pace; inflation
expectations are rising; and nontradable inflation remains
above target. We forecast headline CPI at 5.0% in 3Q, with
upside risks, mainly owing to surging gasoline prices.

Second- and third-round price effects
The RBNZ can look through short-term inflation shocks,
but not through the second- and third-round effects these
may have on underlying inflation. With nontradable infla-
tion remaining persistently high despite the significant eas-
ing in domestic demand in recent quarters, the risk that
wage and price setting behavior may soon change has risen.

New Zealand’s biggest trade union recently suggested that
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workers soon will start demanding higher wages to com-
pensate for rising living costs. The Engineering, Printing
and Manufacturing Union said that its members plan rallies
in July to promote stronger work rights and higher wages
for its 50,000 members, ahead of this year’s election.

Employment report next in focus
RBNZ officials probably are searching for additional evi-
dence of weakness in employment before embarking on
what is sure to be an extended easing cycle. Labor market
statistics in 1Q indicated that employment had contracted
and wage growth eased unexpectedly.

Further loosening of the labor market would ease upside
pressure on wages, providing some relief on the inflation
outlook. Dr. Bollard forecasts that wage inflation will re-
main high for the next year before slowing as firms become
less willing to pay more for workers as economic growth
slows. Corporate profitability is dwindling amid soaring
gasoline prices and tighter credit conditions, and firms may
become increasingly reluctant to hire workers, sending un-
employment higher. The 2Q job report is due August 7.

Consumers facing growing headwinds
Businesses are facing rising input costs, but are unable to
pass on the burden given the sharp fall in consumers’ pur-
chasing power. The household sector is under significant
pressure from record high interest rates, rising food and
energy prices, and the rapidly deteriorating housing market.

Negative wealth effects from the crumbling housing market
have helped drive confidence to record lows. Home sales
were down 42%oya in June, house prices fell 2.2%, and the
median number of days taken to sell a house rose to 53, the
highest since January 2002. The net worth of households
has fallen, meaning that the nation’s negative saving rate
(of nearly 14%) and high debt servicing burden have be-
come even more serious concerns.

If credit conditions tighten further, the economic slowdown
will be exacerbated, putting additional financial pressure on
households already knee-deep in debt. But, after Bollard
signaled that rates probably would fall this year, some do-
mestic banks cut their fixed home lending rates, which they
raised even though the OCR had held steady since last July.

September and December, not October
The RBNZ will also be eager to measure the impact of the
October 1 tax cuts on confidence and spending, and also
the tax cut promises announced by the Opposition party

ahead of the election. The Government already has an-
nounced weekly tax cuts of NZ$16.54 for workers on the
average wage. The opposition Nationals, though, have
voiced an intention to deliver cuts of NZ$50 a week—it
will announce its policy at the start of the election cam-
paign in October.

Also, expectations that the RBNZ will soon start cutting
rates, when other central banks around the world are on
hold or looking to tighten in a bid to combat inflation, has
weighed on NZD, down 3% against the US dollar since
early June. We believe that after an OCR cut in September
the RBNZ will want to assess the impact on NZD. The de-
sire to avoid an inflationary plunge in NZD probably rules
out a back to back move in October. The downside for the
currency should be limited, however. Many investors al-
ready have exited carry trades and reduced holdings of
higher yielding currencies, such as NZD, amid heightened
risk aversion. Also, NZD should retain some interest-rate
derived support given the OCR will remain high even after
the 75bp in rate cuts we forecast by the end of 1Q09.

On the upside, weaker NZD should help growth recover to
1.8% in 2009 from our forecast of 0.8% in 2008. The
economy should benefit from increased exports, lower in-
terest rates, personal income tax cuts, increased govern-
ment spending, and less drag from the housing market.
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