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Yesterday’s news, today’s fish

and chip paper

Review of the February 2019 Monetary Policy Statement

13 February 2019

- The RBNZ downgraded its OCR projection and
sounded slightly more dovish than November,
which is exactly what we anticipated.

- However, some details were not so dovish.

- The RBNZ remains upbeat on the
economy and is focussed on burgeoning
capacity pressures.

- Some of the RBNZ'’s analysis is out of date.
There may be a further dovish tilt once the
latest information is incorporated.

- Like us, the RBNZ views the impact of bank
capital requirements on the OCR as transitory,
not as something that could affect the
neutral OCR.

- There was nothing in today’s missive to alter
our view that the OCR outlook is flat for the
coming three years.
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In its first review of 2019, the Reserve Bank left the OCR at
1.75%. The tone of the statement was more dovish than

in November. The RBNZ’s OCR projection was about 20
basis points lower than its previous forecast; the RBNZ

said it expects to keep the OCR on hold “through 2020”
(previously “into 20207); and the “the next OCR move could
be up or down” was returned to the statement, having been
removed in November after a run of strong data.

This was all bang on our expectation. However, some of the
details of the Monetary Policy Statement were a little less
dovish than we might have expected.

The RBNZ's downside concerns centred around the global
economy and were couched as risks. In contrast, the RBNZ
remains upbeat on the New Zealand economic outlook.
There was a great deal of emphasis placed on the tightening
labour market and emerging capacity pressures. The RBNZ
remains very much of the view that New Zealand GDP
growth will pick up due to government spending, thereby
helping to lift inflation to target.

One reason for the RBNZ’s sanguine view may be because
its analysis is a little out of date. The MPS included a
forecast of December quarter GDP growth of 0.8%.

That cannot possibly incorporate the information in the
Quarterly Employment Survey, which as very weak, is an
important indicator of GDP, and came out not long before
the RBNZ finalised its projections. Our own forecast of
December GDP growth is now 0.3%.

Similarly, the RBNZ made no allowance in their forecasts
for Stats NZ having revised its estimates of net migration
dramatically lower. This loomed large in our own thinking,
because it implies lower future population growth, less
need to build houses, and therefore a softer construction
outlook than we previously understood.

The RBNZ's assessment of the New Zealand economy
will probably soften once a weak December quarter GDP
and lower population growth are incorporated into their
thinking. That means the next monetary policy update
is already “preloaded” in the direction of a dovish shift
(partially offset by the fact that commodity prices are
probably already stronger than the RBNZ allowed for).
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Adding to the sense that the RBNZ could have been more
dovish, there was surprisingly little mention of the exchange
rate, which is higher than previously forecast.

As well as downgrading the OCR forecast, the Reserve Bank
downgraded its medium-term inflation forecasts to around
2%. In other words, the higher exchange rate and lower GDP
outlook have affected both the RBNZ's OCR and inflation
forecasts, which is standard. This is a contrast to last
November, when a run of strong data resulted in the RBNZ
lifting its inflation forecast but not altering the OCR forecast.

There was nothing in today’s statement to alter our OCR
view. We remain of the view that the OCR outlook is flat for
the coming three years. Amove in either direction over that
time would require an unexpected development.

Bank capital requirements impact on the OCR

Much of the press conference after the MPS was devoted

to the Reserve Bank’s recent proposal to require banks to

hold much more capital. The argument about the size of the
economic impact is ongoing. But one important point stuck
out for us - the Reserve Bank views the impact on the OCR as
transitional and not something that will affect the neutral OCR.

Some analyses have focussed on the fact that higher capital
requirements will push lending rates up, and have argued
that the neutral OCR will fall by an equivalent amount. The
implication is that the OCR will be much lower than it would
otherwise have been.

We disagree. The capital requirements will push lending
rates higher and push deposit rates lower relative to
the OCR. There is no reason to suppose that the neutral
OCR will change when the interest rates prevailing in the
economy are moving in two different directions.

Of course, we do expect the OCR will react to the economic
consequence of the bank capital requirements, but that is
transitional only.

The Reserve Bank appears to be thinking along the same
lines. They emphasised that the capital requirements will
affect both deposit and loan rates and made no mention of
a lower neutral OCR, but did say that the OCR could react to
the economic consequences.

For the record, we reduced our OCR forecast by 95 basis
points over a five year period after the bank capital
requirements were proposed.

MarKket reaction

Financial markets have been moving towards pricing

in the possibility of an OCR cut by the end of this year.
Today’s statement was a definite mark against that view.
Consequently, the New Zealand dollar rose by 0.7 cents to
0.6800 and swap rates rose by 4 basis points.

Dominick Stephens
Chief Economist
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The Official Cash Rate (OCR) remains at 1.75 percent. We
expect to keep the OCR at this level through 2019 and 2020.
The direction of our next OCR move could be up or down.

Employment is near its maximum sustainable level.
However, core consumer price inflation remains below
our 2 percent target mid-point, necessitating continued
supportive monetary policy.

Trading-partner growth is expected to further moderate in
2019 and global commaodity prices have already softened,
reducing the tailwind that New Zealand economic activity
has benefited from. The risk of a sharper downturn

in trading-partner growth has also heightened over
recent months.

Despite the weaker global impetus, we expect low interest
rates and government spending to support a pick-up in
New Zealand’s GDP growth over 2019. Low interest rates,
and continued employment growth, should support
household spending and business investment. Government
spending on infrastructure and housing also supports
domestic demand.

As capacity pressures build, consumer price inflation is
expected to rise to around the mid-point of our target range
at 2 percent.

There are upside and downside risks to this outlook. A more
pronounced global downturn could weigh on domestic
demand, but inflation could rise faster if firms pass on cost
increases to prices to a greater extent.

We will keep the OCR at an expansionary level for a
considerable period to contribute to maximising sustainable
employment, and maintaining low and stable inflation.
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Contact the Westpac economics team
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Michael Gordon, Senior Economist +64 9 336 5670
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Paul Clark, Industry Economist +64 9 336 5656

Any questions email: economics@westpac.co.nz

Past performance is not a reliable indicator of future performance. The forecasts given in this document are predictive in character. Whilst every effort has been taken to ensure
that the assumptions on which the forecasts are based are reasonable, the forecasts may be affected by incorrect assumptions or by known or unknown risks and uncertainties.

The ultimate outcomes may differ substantially from these forecasts.
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Corporation ABN 33 007 457141 (‘Westpac’).

Disclaimer

This material contains general commentary, and market colour.

The material does not constitute investment advice. Certain types

of transactions, including those involving futures, options and high
yield securities give rise to substantial risk and are not suitable for all
investors. We recommend that you seek your own independent legal
or financial advice before proceeding with any investment decision.
This information has been prepared without taking account of your
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warrants the accuracy, adequacy or completeness of the information,
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Country disclosures

Australia: Westpac holds an Australian Financial Services Licence
(No. 233714). This material is provided to you solely for your own use
and in your capacity as a wholesale client of Westpac.

New Zealand: In New Zealand, Westpac Institutional Bank refers to
the brand under which products and services are provided by either
Westpac or Westpac New Zealand Limited ("WNZL"). Any product

or service made available by WNZL does not represent an offer

from Westpac or any of its subsidiaries (other than WNZL). Neither
Westpac nor its other subsidiaries guarantee or otherwise support
the performance of WNZL in respect of any such product. The current
disclosure statements for the New Zealand branch of Westpac
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co.nz. For further information please refer to the Product Disclosure
Statement (available from your Relationship Manager) for any product
for which a Product Disclosure Statement is required, or applicable
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Advisers Act 2008 Disclosure Statement at www.westpac.co.nz.

China, Hong Kong, Singapore and India: This material has been
prepared and issued for distribution in Singapore to institutional
investors, accredited investors and expert investors (as defined in
the applicable Singapore laws and regulations) only. Recipients in
Singapore of this material should contact Westpac Singapore Branch
in respect of any matters arising from, or in connection with, this
material. Westpac Singapore Branch holds a wholesale banking
licence and is subject to supervision by the Monetary Authority of
Singapore. Westpac Hong Kong Branch holds a banking license and
is subject to supervision by the Hong Kong Monetary Authority.
Westpac Hong Kong branch also holds a license issued by the Hong
Kong Securities and Futures Commission (SFC) for Type 1and Type

4 regulated activities. This material is intended only to “professional
investors” as defined in the Securities and Futures Ordinance and
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Branches hold banking licenses and are subject to supervision by
the China Banking Regulatory Commission (CBRC). Westpac Mumbai
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subject to regulation and supervision by the RBI.

UK: The contents of this communication, which have been prepared
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place of business in the United Kingdom at Camomile Court, 23
Camomile Street, London EC3A7LL, and is registered at Cardiff in
the UK (as Branch No. BRO0106), and (b) authorised and regulated
by the Australian Prudential Regulation Authority in Australia.
Westpac is authorised in the United Kingdom by the Prudential
Regulation Authority. Westpac is subject to regulation by the
Financial Conduct Authority and limited regulation by the Prudential
Regulation Authority. Details about the extent of our regulation by
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Disclaimer continued
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and regulated by the Financial Conduct Authority and the Prudential
Regulation Authority.
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relevant persons. Any person who is not a relevant person should not
act or rely upon this communication or any of its contents. In the same
way, the information contained in this communication is intended for
“eligible counterparties” and “professional clients” as defined by the
rules of the Financial Conduct Authority and is not intended for “retail
clients”. With this in mind, Westpac expressly prohibits you from
passing on the information in this communication to any third party.

In particular this communication and, in each case, any copies thereof
may not be taken, transmitted or distributed, directly or indirectly into
any restricted jurisdiction. This communication is made in compliance
with the Market Abuse Regulation (Regulation(EU) 596/2014).

Investment Recommendations Disclosure

The material may contain investment recommendations, including
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steps have been taken to ensure that the material is presented in a
clear, accurate and objective manner. Investment Recommendations
for Financial Instruments covered by MAR are made in compliance
with Article 20 MAR. Westpac does not apply MAR Investment
Recommendation requirements to Spot Foreign Exchange which is out
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Unless otherwise indicated, there are no planned updates to this
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Westpac will from time to time dispose of and acquire
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Recommendation as principal and act as a market maker or liquidity
provider in such financial instruments.

Westpac does not have any proprietary positions in equity shares of
issuers that are the subject of an investment recommendation.

Westpac may have provided investment banking services to the issuer
in the course of the past 12 months.

Westpac does not permit any issuer to see or comment on any
investment recommendation prior to its completion and distribution.

Individuals who produce investment recommendations are not
permitted to undertake any transactions in any financial instruments
or derivatives in relation to the issuers covered by the investment
recommendations they produce.

Westpac has implemented policies and procedures, which are
designed to ensure conflicts of interests are managed consistently
and appropriately, and to treat clients fairly.

The following arrangements have been adopted for the avoidance and
prevention of conflicts in interests associated with the provision of
investment recommendations.
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iv) a “need to know” policy;
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conflicts of interest;
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arrangements remain effective and that such arrangements are
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U.S.: Westpac operates in the United States of America as a federally
licensed branch, regulated by the Office of the Comptroller of the
Currency. Westpac is also registered with the US Commodity Futures
Trading Commission (“CFTC”) as a Swap Dealer, but is neither
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securities of non-U.S. issuers may not be registered with, or be subject
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The author of this communication is employed by Westpac and is
not registered or qualified as a research analyst, representative, or
associated person under the rules of FINRA, any other U.S. self-
regulatory organisation, or the laws, rules or regulations of any State.
Unless otherwise specifically stated, the views expressed herein are
solely those of the author and may differ from the information, views
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YESTERDAY’S NEWS, TODAY’S FISH AND CHIP PAPER I 13 February 2019 I 4



