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Steady hand
RBNZ OCR Review, January 2014

•	 The RBNZ left the OCR on hold at 2.5%, and gave a 
clear signal that the OCR is likely to rise in March. 

•	 This decision was tactical. March offers a 
superior opportunity to communicate and 
justify a hiking decision. 

•	 The Governor’s speech tomorrow may also be 
used as an opportunity to explain what the RBNZ 
intends for the OCR this year.

•	 We continue to forecast five OCR hikes over the 
course of 2014, starting in March. 

The RBNZ left the OCR on hold today, but sent the clearest 
possible signal that it intends to hike the OCR in March. The 
key comment was: 

“...inflationary pressures are expected to increase over the 
next two years. In this environment, there is a need to return 
interest rates to more-normal levels. The bank expects to start 
this adjustment soon.”

This was precisely what we and most other economists 
expected the RBNZ to do. It was also, in our opinion, the 
wisest course of action.

It is now abundantly clear that the economy warrants a higher 
OCR. As the RBNZ said in today’s press release, “New Zealand’s 
economic expansion has considerable momentum”, and 
inflation is rising. 

But to deliver a hike today without prior warning and without 
much accompanying explanation might have appeared panicky 
and high-handed. Markets might have pushed the exchange 
rate and interest rates higher than the RBNZ intends. 

The better option for the central bank was to wait six weeks 
until March, when it can deliver an OCR hike backed by 
a Monetary Policy Statement and a full set of economic 
projections. A hike in March is also anticipated by financial 
markets, and will therefore cause less market volatility. 

The RBNZ has been emphasising the importance of clear 
communication as an aid to effective policymaking. Today’s 
decision is entirely consistent with that emphasis.

In the same vein, we will be watching closely the speech the 
Governor is due to give in Christchurch tomorrow. This will 
be a great opportunity for the Governor to add colour around 
what the RBNZ expects to do with the OCR this year, including 
outlining the risks and contingencies. 

Westpac OCR forecast
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A clear case for hikes
As anticipated, the body of today’s press release gave 
the impression that the RBNZ is now considering a more 
aggressive hiking cycle than it signalled six weeks ago in 
the December MPS. Extremely bullish words were chosen 
to describe the current state of and outlook for economic 
activity in New Zealand. The RBNZ is now forecasting around 
3.5% GDP growth for 2014 compared to the forecast of 2.9% 
published in the December MPS. 

Importantly, the RBNZ also sounds more concerned about 
inflation pressures. We took particular note of the comment: 
“Construction costs are increasing and risk feeding through 
to broader costs in the economy.” In the past, the RBNZ has 
sounded more sanguine about the risk of the construction 
boom feeding through to inflation.

But the press release wasn’t all bullish. The RBNZ 
acknowledged that there has been some moderation in the 
housing market. We agree with that assessment, and we would 
add that we anticipate further moderation ahead. However, the 
RBNZ factored a housing market slowdown into its thinking 
when it introduced the high-LVR mortgage restrictions. We 
suspect that the actual housing market slowdown has, so far, 
been no steeper than the RBNZ anticipated. 

Similarly, the RBNZ described global growth as “improving”, 
but did note that the uncertain pace of US monetary 
tightening and the effect on emerging markets was a risk. 

Comment on the high exchange rate was light, and focussed 
on the effect that the exchange rate is having on inflation: “The 
high exchange rate continues to dampen inflation in the traded 
goods sector, but the Bank does not believe the current level 
of the exchange rate is sustainable in the long run.” In other 
words, the exchange rate is suppressing inflation for now, but it 
probably won’t continue doing so for much longer, so OCR hikes 
will be needed instead. We concur with that assessment. 

Market implications
This OCR Review portrays a central bank that is calmly 
preparing for a steady but extensive series of OCR hikes. 
Yes, it does seem that the total size of the hiking cycle will 
be slightly larger than previously signalled. But there were no 
signs of panic in this press release. 

Financial markets went into the statement pricing roughly a 
30% risk of a hike today. With that risk removed, interest rates 
and the exchange rate had to fall. The two-year swap rate fell 
from 3.84% to 3.78%, and the NZD/USD exchange rate fell from 
0.8263 pre-meeting to 0.8182 in the wake of the decision. 

With such a steady hand on the monetary tiller, markets are now 
able to rule out some of the wilder RBNZ scenarios that had been 
floated. For example, it now strikes us as quite unlikely that the 
RBNZ will hike the OCR by more than 25 basis points in March. 
Markets are now pricing 111 basis points worth of OCR hikes 
over 2014 – we roughly concur with that assessment. 

RBNZ Press Release
OCR unchanged at 2.5 percent

Statement issued by Reserve Bank Governor Graeme Wheeler:

The Reserve Bank today left the Official Cash Rate unchanged 
at 2.5 percent.

New Zealand’s economic expansion has considerable 
momentum. Prices for New Zealand’s export commodities 
remain very high, especially for dairy products. Consumer 
and business confidence are strong and the rapid rise in net 
inward migration over the past year has added to consumption 
and housing demand. Construction activity is being lifted by 
the Canterbury rebuild and by work in Auckland to address the 
housing shortage. Continued fiscal consolidation will partly 
offset the strength in demand. GDP grew by 3.5 percent in the 
year to September, and growth is expected to continue around 
this rate over the coming year.

While agricultural export prices are expected to come off 
their peak levels, overall export demand should benefit 
from improving growth in the global economy. However, 
improvements in the major economies have required 
exceptional monetary accommodation and there remains 
uncertainty about the timing of withdrawal of this stimulus and 
its effects, especially on emerging market economies. 

Annual CPI inflation was 1.6 percent in 2013, and forward-
looking measures of firms’ pricing intentions have been 
rising. Construction costs are increasing and risk feeding 
through to broader costs in the economy. At the same time, 
there appears to have been some moderation in the housing 
market in recent months. The high exchange rate continues 
to dampen inflation in the traded goods sector, but the Bank 
does not believe the current level of the exchange rate is 
sustainable in the long run.

While headline inflation has been moderate, inflationary 
pressures are expected to increase over the next two years. 
In this environment, there is a need to return interest 
rates to more-normal levels. The Bank expects to start this 
adjustment soon.

The Bank remains committed to increasing the OCR as needed 
to keep future average inflation near the 2 percent target mid-
point. The scale and speed of the rise in the OCR will depend 
on future economic indicators.

Dominick Stephens 
Chief Economist
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