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The RBNZ Observer

Comfortably on hold

» CPl inflation fell to just +1.0 y-0-y in Q3, which is the bottom
edge of the RBNZ’s target band

» At the same time, activity indicators continue to paint a
picture of robust economic growth at an above-trend pace

» Given this plumb position, we see the RBNZ remaining on
hold next week, but we still see further rate hikes in H2 2015,
as we expect inflation to pick up from here

Low inflation could prompt a more dovish outlook

The RBNZ will no doubt head into the end of 2014 feeling rather pleased. Having
delivered 100bp of hikes between March and July, it has taken some of the steam out of
the economy; however, at the same time, activity has not slowed dramatically. House
price inflation has eased to a much more comfortable pace and inflation remains low.

Indeed, inflation has continued to undershoot expectations. At just +1.0% y-o-y in Q3,
inflation was well below the RBNZ’s forecast, published in September, of +1.3% y-o-y.
The set of forecasts published next week will, therefore, have a lower starting point for
inflation and is, therefore, likely to look more dovish than the previous set — perhaps

significantly so.

In September, the RBNZ’s published 90-day rate forecasts implied that it expected the
next hike would come in H1 2015. With a lower inflation outlook, this hike is likely to be

pushed out by a quarter or two at least, in our view.

Given continued low inflation, we believe it is reasonable to ask whether the RBNZ was
perhaps too aggressive in lifting the cash rate four times in a row. Certainly doing so was
a risk, given the uncertainty over what impact higher interest rates would have on the
economy. However, it does appear to have left the economy is a plumb position of high
growth and low inflation, at least for now. It is also fair to say that the central bank is
ahead of the game, which often means it may not have to tighten policy as much in future

to keep inflationary pressures under control.

Looking ahead, we expect that over 2015 the lower NZD will put upward pressure on
tradable inflation and continued growth in the domestic economy will push non-tradable
inflation higher. With the cash rate still well below neutral, rates will most likely have to
rise further at some point, in our view. We have two 25bp hikes pencilled in over H2 2015
and another two 25bp of hikes pencilled in for 2016.
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1. Inflation now at the bottom of the RBNZ’s target band

New Zealand Headline Inflation
Year-ended change
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2. Pricing intentions and inflation expectations have fallen
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Inflation still undershooting

In the September Monetary Policy Statement, the RBNZ lowered its inflation outlook due to a

reassessment of how economic growth was feeding through into inflation. The Q3 CPI print, released in

November, proved to be even weaker than the September forecasts had predicted, with annual inflation
falling to the bottom of the target band at just +1.0% versus the RBNZ’s forecast of +1.3% (Chart 1).

Near-term inflation indicators such as the proportion of businesses planning to raise prices remain fairly

subdued. Inflation expectations also fallen over recent quarters (Chart 2). The labour market also appears

to retain sufficient slack to keep wage growth restrained for now.

However, we expect inflation will rise gradually over 2015. As we set out in recent research, we expect

the lower NZD to push tradable inflation up. We also expect continued growth in the economy to erode

what spare capacity remains, giving rise to greater price pressures in the non-tradable sectors. For a more

detailed discussion see Bloxham and Smith (2014) New Zealand digest: The ‘lowflation’ conundrum,

26 November. With inflation likely to rise from here, we expect the RBNZ to retain a tightening bias.

3. Labour cost growth remains well contained
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4. Confidence has fallen but still implies above trend growth

Confidence Surveys and GDP Growth
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5. Commercial construction is driving building growth 6. Dairy prices have fallen to low levels
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Growth is still running above its trend

New Zealand remains on course to be one of the fastest growing OECD economies in 2014. Most activity
indicators have moderated since earlier in the year but remain at high levels overall (Chart 4). Retail sales

rose by slightly more than expected in Q3, while construction activity has continued to rise.

There has been some evidence over recent months that growth in residential construction is slowing, but
commercial construction is accelerating, mostly in Canterbury (Chart 5). Residential repair work is
slowing, but many of the major commercial projects are starting to get underway. Commercial
construction is likely to be a major driver of growth over 2015. We see the Canterbury rebuild continuing
to support GDP growth in 2015.

The major risk to GDP growth is a further fall in dairy prices, which could further constrain income growth
(Chart 6). We do expect dairy prices to recover some ground over coming months as Chinese dairy
inventories are run down. At current levels, Chinese dairy imports look unsustainably low and, as they pick
up, prices should get some support. The lower NZD will also help partly offset the impact of lower dairy
prices on national income growth. Nevertheless, the current farm-gate milk price forecast for 2014/15 of

NZD5.30 per kg of milk solids looks increasingly optimistic and is likely to be revised next week.

7. HSBC’s main forecasts for New Zealand

Year-average (%) Year-ended (%)

2013 2014f  2015f 2016f] Q214  Q314f Q414f Q115f Q215f  Q315f Q415f
GDP 2.8 35 3.0 28 39 34 32 29 3.0 32 3.1
CPI 1.1 14 1.8 20 1.6 1.0 1.3 1.6 18 1.9 20
Unemployment rate 6.2 5.7 5.2 4.8 5.6 5.6 55 54 5.3 5.2 5.0
NZD/USD * 0.83 0.77 0.75 0.75 0.85 0.86 0.77 0.76 0.75 0.75 0.75
Cash rate® 2.50 3.50 4.00 450 3.25 3.50 3.50 3.50 3.50 3.75 4.00
Market Pricing
OIS Implied* NA 3.51 3.70 NA NA NA 3.51 3.52 3.54 3.60 3.70

Source: HSBC forecasts. *end-period
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