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The Reserve Bank of New Zealand delivered a larger than expected 50 basis point rise in the Official Cash Rate
last week and continued to talk tough on inflation. We’ve revised up our forecast for the cash rate, and now
expect a peak of 5.50% with the next hike expected in May. Beyond that point, continued strength in inflation
means that the RBNZ is likely to maintain a tightening bias for some time yet.

The Reserve Bank of New Zealand surprised markets at its April
meeting by raising the Official Cash Rate by 50bps to a level

of 5.25%. In contrast, Westpac and most other analysts had
expected that the RBNZ would only deliver a 25bp rise.

Importantly, the tone of the policy statement that accompanied
the rate rise was very hawkish, highlighting the ongoing
strength in inflation and the lingering upside risks. While the
RBNZ did not release any updated forecasts, the statement
noted that “the OCR needs to increase, as previously indicated,
to return inflation to the 1-3 percent target range over the
medium term.” The RBNZ’s last set of published forecasts
(released in February) showed the cash rate peaking at 5.50%.

With the RBNZ appearing much more focused on taking the
OCR higher than we had previously anticipated, we have revised
up our forecast for the OCR. We now expect a further 25bp
increase at the May review, which would take the cash rate to a
peak of 5.50%.

Even after the larger than expected April rate hike, a hawkish
bias was clearly evident in the RBNZ’s thinking. While the RBNZ

did acknowledge that economic growth has been softer than
they had expected, they remain concerned about the extent
of inflation pressures. The Monetary Policy Committee noted
that inflation was still too high and persistent, employment
was beyond its maximum sustainable level, and interest rate
hikes remained necessary to get inflation back within the
target band.

The RBNZ also highlighted additional upside risks for growth
and inflation that have had an important impact on their
thinking. That includes an expectation that reconstruction
following the recent severe storms will now add more to
medium-term inflation than initially expected. The RBNZ
also noted the inflation risks associated with fiscal spending
were to the upside, especially given the ongoing demand for
government spending at a time of rapid cost increases. Putting
that all together has meant that, despite the recent softer
than expected GDP result, the RBNZ’s economic projections
have remained largely unchanged from February when they
highlighted the likelihood of the cash rate continuing to push
higher from here.
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The RBNZ noted a further increase in the OCR was needed to
sustainably bring both inflation and inflation expectations down
over time. However, the Monetary Policy Committee was also
conscious of the sharp fall in wholesale interest rates that’s
occurred since February. Those falls could place downwards
pressure on lending rates, risking a more drawn out and costly
inflation cycle. Given that risk, the Committee wanted to steer
markets away from what it regards as prematurely pricing in
OCR cuts. April’s large 50bp rise was in part aimed at ensuring
that the current level of lending rates faced by borrowers

are maintained.

We see the balance of risks around the expected 5.50% peak in
the OCR as being to the upside. That reflects the high starting
point for inflation and the RBNZ’s clearly stated concerns about
inflation expectations. Consequently, it’s likely that the RBNZ
will retain a tightening bias after May 2023, with the discussions
at each subsequent meeting likely to be between no change
and a 25bp increase, depending on the incoming data.

With this in mind, it will be increasingly important to think
about the key risks that might push the RBNZ towards a higher
(or lower) peak than we’re forecasting. The key factors are likely
to be:

- The RBNZ’s assessment of the extent to which fiscal policy
will add to inflation. That includes the extent of spending
related to the cyclone rebuild, allowances for underlying
cost pressures, as well as any potential election-year
policy initiatives.

- The extent to which additional spending is financed through
borrowing (as opposed to re-prioritisation or spending
deferrals) will be key here. The next key update will be the
2023 Budget, due for release on 18 May, just ahead of the
RBNZ’s May interest rate decision.

- The strength of net migration, with net inflows rising
strongly in recent months. The RBNZ views migration as
a factor that is adding to net demand and hence inflation
pressures. This is actually how the RBNZ has traditionally
viewed migration, but it’s worth highlighting because the
business community seems to be taking the opposite view at
the moment - hoping that the return of migrant workers will
ease labour shortages and bring wage inflation down.

- The evolution of global demand and offshore financial
stability concerns and the extent of flow-through to
domestic financial conditions and inflation.

- Finally, the RBNZ may change its assessment of the impact of
previous OCR increases on medium-term inflation pressures
as new data are released. The RBNZ has previously noted
that much of the impact of rate hikes to date still lies ahead
of us, and that there are uncertainties around how those
hikes will affect economic conditions.

Satish Ranchhod, Senior Economist
¢, +64 9336 5668
S satish.ranchhod@westpac.co.nz

Chart of the week

Last week’s fiscal accounts showed that the
Government’s operating balance remained in deficit in
the eight months to February. Significantly, the balance
is no longer outperforming the Treasury’s forecasts in
the way that it has done in previous years (something
that perhaps says as much about the difficulty of
forecasting tax revenue as it does about the strength

of the economy). That means as next month’s Budget
approaches, the Government won’t have the benefit of
a revenue ‘surprise’ this time to help offset the spending
pressures arising from inflation and the cyclone recovery.

Govt operating balance by fiscal year
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Fixed vs floating for
mortgages

We expect the Official Cash Rate to reach a peak of 5.50%
in May, though there’s a risk of further increases in the
following months. As inflation pressures recede, we see
scope for an extended series of rate cuts in 2024 and
2025, by more than that market is currently factoring in.

As a result, we see the most value in fixing for terms of up
to one year. We would regard fixing for terms longer than
this as expensive, but this option may suit those who want
more certainty in their repayments.

NZ interest rates

56" * 56
54 - 5.4
52 1 —3 Apr23 L 5.2
5.0 1 —11 Apr23 [ 50
4.8 - 4.8
46 1 - 4.6
44 1 - 44
42 1 - 42
40 4.0

90 days
180 days
1yr swap
2yr swap
3yr swap
4yr swap
Syr swap
7yr swap

10yr swap

Westpac Weekly Economic Commentary 11 April 2023 2



The week ahead

NZ Mar retail card spending NZ monthly retail card spending
Mar 9, Last: Flat, Westpac f/c: +1.5%

9 ’ pacf/c: +1.5 7000 " $m 7000
Retail spending was essentially flat through February as a whole. 6000 - + 6000
However, that likely hid some big swings over the month related to
the severe weather events that affected large swathes of the country 5000 - 5000
through the first half of February. 4000 - L 4000
We’re forecasting a 1.5% rise in spending in March. In part, that reflects 3000 - L 3000
a normalisation in spending after the recent storms (particularly
in areas like hospitality), as well as some spending associated with 2000 1 Retail g 2000
replacing damaged items. We also expect that spending levels will be 1000 | el spending L 1000
boosted by the continued increases in consumer prices. Source: Stats NZ —Core (ex-fuel) spending

0 ‘ ‘ ‘ ‘ ‘ — 0

Longer term, we continue to expect the combination of strong Jan-17  Jan-18  Jan-19  Jan-20 Jan-21 Jan-22 Jan-23
inflation and increases in borrowing rates will be a significant drag
on spending. Recent discussions with retailers indicate that such a
slowdown is already starting to occur.
Aus Apr Westpac-MI Consumer Sentiment Aus Consumer Sentiment Index
Apr 11, Last: 78. ind ind

pr 11, 78.5 130 , Index index
Consumer sentiment was unchanged in March, holding at an extremely 120 | | 120
weak level of 78.5. Similar runs of sub-80 reads have only been seen
during recessions and in the mid-1980s when the Australian dollar was 110 4 L 110
in free-fall after the Federal government lost its triple-A rating.

100 + r 100
April should finally see some reprieve from the dire run of sentiment
updates. The RBA’s decision to leave the cash rate unchanged at its 90 - L 90
April meeting, following ten consecutive rate hikes, will undoubtedly
come as a relief. And while the Bank warns that further rate rises may 80 - + 80
well be needed, the pause and less hawkish tone should allay fears Source: Wesipa Economics, Melboure Instiute
of more aggressive rate rises to come. Financial markets have been 70 ‘ ‘ ‘ ‘ ‘ ‘ ‘ — 70
Mar-07 Mar-11 Mar-15 Mar-19 Mar-23

mixed, turmoil associated with US bank failures just post the March
survey having largely died down.

Housing-related sentiment will be an area to watch given recent
updates showing a stabilisation in prices nationally and some firming
in Sydney.

Aus Mar Labour Force - employment chg, ‘000 Aus employment by sector

Apr 13, Last: 64.6k, WBC f/c: 25k
Mkt f/c: 20k, Range: 10k to 45k

Construction

Education & health

After two consecutive monthly declines in December (-16.6k) and
January (-10.9k), employment bounced in February (+64.6k), more
than offsetting the prior falls. These results were largely attributed to Leisure & hospitality
seasonalities - a surge in illness and a lift in unemployed persons with
ajob lined up in the future - the onset and fading of which resulted in
the falls and gains in employment over the last three months. Production

Retail
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Looking through recent volatility however, an underlying softening White collar = 6mths to Feb 2023

trend is beginning to emerge. Over the last six months, employment 100 -50 0 50 100 150 200
growth has exhibited a clear slowdown - three-month average
monthly gains of +37k in November now down to +17k at February -
and it looks to be broadly-based by industry.

Source: ABS, Westpac Economics ‘000 change in employment

For March, we have pencilled in +25k rise in employment, though
recent payrolls data is pointing to some upside risk. More broadly,
given the fading of earlier seasonalities, this update will provide

a clearer indication of underlying employment dynamics and the
expected path for employment outcomes over the near-term.
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The week ahead

Aus Mar Labour Force - unemployment rate %

Apr 13, Last: 3.5%, WBC f/c: 3.5%
Mkt f/c: 3.6%, Range: 3.4% to 3.7%

In February, the lift in participation saw the labour force grow

by 48.1k, lower than the gain in employment, resulting in the
unemployment rate falling from 3.7% to 3.5%. At two decimal places,
the decline was a more modest 0.13pts (3.67% to 3.54%).

Between October and February, the unemployment rate rose from a
cycle low of 3.4% to 3.5%. Interestingly, over that same period, male
unemployment moved 0.4ppt higher while female unemployment
actually fell 0.2ppt, reflecting a relative strength in male labour force
growth compared to females, outstripping that of employment.

At least for now, the labour market is in a very strong position by
historical standards, and it will take some time before a material
weakening takes hold. Holding participation flat at 66.6%, we expect
the unemployment rate to remain at 3.5% in March.

Aus Mar overseas arrivals and departures,
preliminary

Apr 13, Arrivals, Last: 1376.3k
Apr 13, Departures, Last: 1075.9k

Over the course of last year, the recovery in overseas travel forged
ahead at a very strong pace. According to recent official population
estimates, net migration printed +106.2k in Q3 2022 - a historical
record for that quarter that is consistent with our official forecast for
arecord level of net migration over 2022, estimated at +400k.

The February estimate for overseas arrivals and departures provided
further indications that this momentum is carrying through to 2023.
Most notably, net student arrivals was estimated to +120k in February,
roughly on par with the pre-pandemic average of +114k. There are

also early indications of a pick-up in arrivals from China - an up-trend
which we expect to persist over this year as the normalisation of travel
patterns continues to materialise.

More information around February’s component breakdown will be
of keen interest, providing further clarity around the full extent of the
travel rebound over the summer period.

US Mar CPI

Apr 12, Headline %m/m, Last: 0.4%, Mkt f/c: 0.3%, WBC:
0.3%

Recent developments in the US banking sector has taken the
spotlight off inflation. But, ahead of the May meeting, the market’s
focus is likely to return to price momentum. In March, a marginal
deceleration is likely in both headline and core inflation, with risk of a
downside surprise.

Partial data continues to point towards a imminent turn in shelter
inflation as the gap between market measures and the CPI index
continues to widen. Evidence of a trend deceleration in demand also
points to a softer inflation pulse for discretionary items, particularly
for services whose prices soared as the economy re-opened.

We remain of the view that annualised US inflation can get back to 2%
in H2 2023. Risks are increasingly balanced for this view.
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New Zealand forecasts

Economic forecasts Quarterly Annual

2022 2023
% change Sep Dec Mar Jun 2021 2022f 2023f 2024f
GDP (Production) 1.7 -0.6 0.2 0.2 6.0 2.4 11 -0.5
Employment 1.3 0.1 0.3 0.2 3.3 1.3 0.5 -0.3
Unemployment Rate % s.a. 3.3 3.4 3.5 3.6 3.2 3.4 4.0 5.1
CPI 2.2 1.4 1.3 1.3 5.9 7.2 5.1 2.9
Current Account Balance % of GDP -8.5 -8.9 -8.5 -8.3 -6.0 -8.9 -6.7 -4.5

Financial forecasts Dec-23 Mar-24 Jun-24
Cash 5.50 5.50 5.50 5.50 5.25 4.75 4.25
90 Day bill 5.60 5.60 5.60 5.50 5.05 4.55 4.25
2 Year Swap 5.10 4.80 4.50 4.20 3.90 3.70 3.50
5 Year Swap 4.40 4.25 4.10 4.00 3.90 3.80 3.70
10 Year Bond 4.20 4.10 4.00 3.85 3.70 3.60 3.50
NZD/USD 0.64 0.66 0.67 0.68 0.68 0.68 0.68
NzZD/AUD 0.93 0.92 0.91 0.90 0.89 0.89 0.88
NZD/JPY 83.2 85.1 85.8 85.7 85.1 84.4 84.3
NZD/EUR 0.58 0.59 0.60 0.60 0.59 0.59 0.59
NZD/GBP 0.52 0.53 0.54 0.54 0.53 0.53 0.53
TWI 7.4 72.5 72.7 72.5 71.7 711 71.0
2 year swap and 90 day bank bills NZD/USD and NZD/AUD
6.00 - r 6.00 0.72 - r 0.98
5.00 5.00 0.70 A —NZD/USD (left axis) | 096
0.68 + —NZD/AUD (right axis)
4.00 4.00 0.66 - 0.94
0.64
3.00 3.00 - 0.92
0.62
2:00 =90 day bank bill (left axis) 2:00 0.60 090
1.00 A —2 year swap (right axis) L 1.00 0.58 L 0.88
0.56
0.00 ‘ ‘ ‘ ‘ ‘ —- 0.00 0.54 ‘ ‘ ‘ ‘ ‘ —- 0.86
Apr-22  Jun-22  Aug-22 Oct-22 Dec-22 Feb-23 Apr-23 Apr22 Jun22 Aug22 Oct22 Dec22 Feb23 Apr23
NZ interest rates as at market open on 11 April 2023 NZ foreign currency mid-rates as at 11 April 2023
Interest rates Current Two weeks ago One month ago Exchange rates Current Two weeks ago One month ago
Cash 5.25% 4.75% 4.75% NZD/USD 0.6223 0.6184 0.6171
30 Days 5.33% 5.00% 4.96% NZD/EUR 0.5728 0.5743 0.5782
60 Days 5.41% 5.09% 5.06% NZD/GBP 0.5025 0.5042 0.5114
90 Days 5.49% 5.17% 5.19% NZD/JPY 83.11 81.30 82.44
2 Year Swap 5.07% 4.82% 5.31% NZD/AUD 0.9371 0.9317 0.9310
5 Year Swap 4.33% 4.27% 4.67% TWI 71.03 70.57 70.74
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Data calendar

Last ::;'i(:: ‘:L:Z::zasi Risk/Comment
Mon 10
NZ Easter Monday - - - Public holiday; markets closed.
Chn Mar M2 money supply %oyr 12.9% 12.7% - Credit will remain freely available...
Mar new loans, CNYbn 1812 3300 - ... as authorities support growth.
us Feb wholesale inventories 0.2% 0.2% - Final estimate.
Fedspeak - - - Williams.
Tue 11
Aus Apr WBC-MI Consumer Sentiment 78.5 - - RBA pause to see extreme pessimism ease?
Mar NAB business survey 17 - - Conditions off Q3 2022 high, business mood pessimistic at -4.
Chn Mar CPI %yr 1.0% 1.1% - Inflation to remain a benign force for consumers...
Mar PPI %yr -1.4% -2.5% - ... and most businesses.
Eur Apr Sentix investor confidence -1 - - Sentiment has improved greatly over recent months...
Feb retail sales 0.3% - - ... but the consumer remains under intense pressure.
us Mar NFIB small business optimism 90.9 - - Inflation and rates pressures remain the key concerns.
Fedspeak - - - Goolsbee, Harker.
Wed 12
NZ Mar retail card spending 0.0% - 1.5% Boost from high inflation and post-cyclone recovery.
Aus RBA Deputy Governor Bullock - - - Participant on WEAI Monetary Panel, Melbourne.
us Mar CPI 0.4% 0.3% 0.3% Shelter and discretionary services remain critical.
FOMC March meeting minutes - - - Focus is on the near-term path for policy.
Fedspeak - - - Kashkari, Barkin.
Thu13
Aus Apr Ml inflation expectations 5.0% - - Expectations are easing from an elevated level.
Mar employment 64.6k 20k 25k Fading seasonalities to provide a clearer picture on employment...
Mar unemployment rate 3.5% 3.6% 3.5% ... outcomes should remain robust, at least for now.
Mar overseas arrivals, prelim ‘000s 1376.3k - - Arrivals from China to begin rebuilding over this year.
Chn Mar trade balance USDbn 16.8 41.0 - To widen after Lunar New Year; longer-term outlook strong.
Eur Feb industrial production 0.7% - - Lasting issues with energy-intensive sectors; otherwise positive.
UK Feb trade balance £bn -5.9 - - Weak consumer should narrow deficit over this year.
us Mar PPI -0.1% 0.0% - Decelerating quickly from a historic peak.
Initial jobless claims - - - To remain at a relatively low level, at least for now.
Fri14
NZ Mar manufacturing PMI 52.0 - - Off its lows, but still soft. Headwinds mounting.
Feb net migration 5170 - - Returned to strong net inflows with the border now open.
us Mar import price index -0.1% - - Falling energy costs driving a sharp deceleration.
Mar retail sales -0.4% -0.4% - Core sales strong over Jan/Feb, pull-back likely in March.
Mar industrial production 0.0% 0.3% - Performance in line with evidence from regional surveys.
Feb business inventories -0.1% 0.3% - Inventory accrual at stall speed as economy slows.
Apr Uni. of Michigan sentiment 62.0 64.0 - Forward looking gauges providing downbeat view on outlook.
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International forecasts

Economic Forecasts (Calendar Years) 2019 2020 2021 2022f 2023f 2024f
Australia

Real GDP %yr 1.9 -1.8 5.2 3.7 1.6 1.0
CPI inflation %yr 1.8 0.9 3.5 7.8 3.9 3.0
Unemployment rate % 5.2 6.8 4.7 3.5 4.5 5.0
Current account % of GDP 0.7 2.4 3.1 1.2 0.8 -0.1

United States

Real GDP %yr 2.3 -3.4 5.7 2.1 0.9 0.7
CPI inflation %yr 1.9 1.2 7.2 6.4 2.5 2.0
Unemployment rate % 3.7 8.1 5.4 3.7 4.8 5.5
Current account % of GDP -2.6 -2.5 -2.4 -2.4 -2.4 -2.4
Japan

Real GDP %yr -0.4 -4.6 1.7 1.6 1.3 1.0
Euro zone

Real GDP %yr 1.6 -6.1 5.2 3.5 0.6 1.4

United Kingdom

Real GDP %yr 1.7 -9.3 7.4 4.0 -0.5 1.5
China
Real GDP %yr 6.0 2.2 8.4 3.0 6.2 5.5

East Asia ex China

Real GDP %yr 3.8 -2.3 4.2 4.6 4.1 4.4
World
Real GDP %yr 2.8 -3.0 6.0 3.3 3.0 3.1

Forecasts finalised 6 April 2023

Interest rate forecasts Latest Jun-23 Sep-23 Dec-23 Mar-24 Jun-24 Sep-24

Australia

Cash 3.60 3.85 3.85 3.85 3.60 3.35 3.10 2.85
90 Day BBSW 3.64 3.95 3.95 3.97 3.72 3.47 3.22 2.97
10 Year Bond 3.22 3.40 3.30 3.20 3.00 2.80 2.70 2.50

International

Fed Funds 4.875 4.875 4.875 4.875 4.375 3.875 3.375 2.875

US 10 Year Bond 3.30 3.50 3.40 3.30 3.10 2.90 2.80 2.60

Exchange rate forecasts Latest Sep-23 Dec-23 Mar-24 Jun-24 Sep-24 Dec-24
AUD/USD 0.6714 0.69 0.72 0.74 0.75 0.76 0.76 0.77
USD/JPY 131.03 J130 129 128 127 126 125 124
EUR/USD 1.0899 1.10 1 112 113 114 1.15 1.16
GBP/USD 1.2456 1.23 1.24 1.25 1.26 1.27 1.28 1.29
USD/CNY 6.8795 6.70 6.60 6.50 6.40 6.30 6.20 6.10
AUD/NZD 1.0640 1.08 1.09 1.10 1m 113 113 113
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