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Interest rates to rise, not necessarily via the OCR 
 We expect little change in tone at the February MPS, except maybe to acknowledge the increase in downside 

risks to the economic outlook. 

 We have altered our OCR view as a result of the RBNZ’s proposal for higher minimum capital requirements.  

 As economic spare capacity runs out and inflation pressures lift, interest rates will still need to head higher over 

the coming years, just not through the RBNZ’s interbank interest rate mechanism (i.e. OCR). 

At the upcoming February Monetary Policy Statement, we expect the RBNZ to either leave the Official Cash Rate 

(OCR) forecast unchanged or for the timing of forecast OCR hikes to be pushed out slightly.  The RBNZ is likely to 

reiterate that there are both upside and downside risks to the outlook, but may note that the risks (particularly 

global) have become more heavily skewed toward the downside since November.  

Meanwhile, we have revised our medium-term view of the OCR in light of the RBNZ’s proposed minimum capital 

requirements.  This change in OCR view is solely to mechanically offset our expectation of higher bank funding costs.  

Our key message is that we continue to expect borrowing rates to rise gradually in coming years.  However, a 

significant part of this increase is now likely to come through increased bank funding costs, with the OCR to do less of 

the lifting. 

Recent NZ economic outturns are unlikely to materially impact the RBNZ’s OCR forecast.  Growth is slightly weaker 

than expected in the near term, but this is likely to be viewed as temporary and the RBNZ is unlikely to alter its view of 

a pickup in growth over 2019. Inflation is largely tracking in line with expectations.  The labour market is tight but 

wage inflation is yet to lift materially. 

RBNZ’s proposed bank minimum capital requirements changes 
Right at the end of 2018 the RBNZ made a very significant announcement of its intention to substantially increase 

the minimum amount of capital banks must hold.  The proposed changes will have a significant impact on the 

banking environment and we plan to release a note discussing the impact of these changes.  For interest rates, the 

main implication of these changes is that the cost of funds for banks will increase and we expect that banks will 

pass on a portion of the higher cost of funds.  

Equity capital is the most expensive form of banks’ funding. We expect higher minimum capital requirements will 

directly increase bank funding costs by at least 50 basis points.  This is at the conservative end of our estimates and a 

large range of uncertainties remain.  Mechanically, increased bank funding costs will drive borrowing rates higher 
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without the OCR needing to do the heavily lifting to return borrowing rates to ‘neutral’ from what are currently 

stimulatory levels.  It is the interest rates that households and businesses pay, not wholesale rates such as the OCR 

and swap rates which influence the economy.  The effect of higher capital costs is similar to the way that higher credit 

risk premia triggered by the Global Financial Crisis raised bank funding costs relative to the OCR.  

Interest rates are still going higher, just not via the OCR 
We now expect the OCR will not rise until 2021, and it will only take 50 basis points of OCR increases (on top of cost 

of capital funding cost increases) to return borrowing rates to ‘neutral’. Interest rates are currently very low and 

stimulating the economy.   The RBNZ will continue to want to reduce this stimulus over time as economic spare 

capacity reduces and inflation pressures lift back to the inflation target mid-point.  

Our new OCR view does not take account of other potential impacts, such as possible changes in bank lending 

appetites.  And more broadly, the risks are skewed to the OCR not needing to increase much, if at all.  But for most 

readers talking about the downside risks to the OCR can be misleading, as we continue to expect that retail interest 

rates and borrowing costs for NZ households and businesses will increase over 2021 and 2022.   

We believe the RBNZ’s initial analysis of its proposed capital requirements may be underestimating the potential 

economic impact from these changes, and so we expect to see little mention of their potential monetary policy impact 

the February MPS.  We will be releasing a note on the RBNZ’s proposed capital changes shortly. 

February MPS: Global outlook weaker, downside risks greater 
One of the RBNZ’s key concerns in the November MPS was that the deteriorating global back drop and escalating 

trade tensions impacting NZ export incomes.  Here the downside risks appear to have increased.  Recent economic 

data suggest the US-China trade tensions are having a greater impact on Chinese growth than expected.  Meanwhile, 

the Eurozone has lost momentum, including a recession in Italy.  Other events, such as the prolonged US Government 

shut down, are hardly reassuring for the global growth outlook.  Even the US Federal Reserve has become less 

confident on the economic outlook, shifting away from its tightening basis in recent weeks. 

RBNZ to take weaker growth starting point in its stride 
In the November MPS, the RBNZ had anticipated a slowdown in growth 

over H2 2018.  Nevertheless, the soft Q3 outturn along with recent 

revisions to growth suggest the slowdown might be sharper than 

expected (and spare capacity in the economy greater than expected).  

Nonetheless, we expect the RBNZ will continue to see this growth 

slowdown as temporary (as do we) and continue to forecast growth to 

pick up over 2019.  The recent pullback in petrol prices and tentative lifts 

in business confidence will reinforce this view. 

Wage growth failing to fire 
Both the Q3 and the Q4 labour market data were released following the 

RBNZ November MPS.  The labour market data over this period has been 

volatile, particularly the unemployment rate which fell sharply in Q3 but then snapped back to 4.3%.  At face value, 

the labour market could be interpreted as slightly tighter than the RBNZ expected over this period (despite GDP 

growth slowing).  However, wage inflation has yet to meaningfully accelerate and was softer than ourselves, the 

market and the RBNZ expected in Q4.  In our view, a pickup in wage growth is a crucial step toward consumer demand 

lifting and inflation pressures rising.  Our expectation is that wage pressures will firm over the course of the year, but 

with little corroborating evidence having emerged and with firms under increasing margin pressures, there is risk to 

this expectation.   
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Core inflation outlook broadly unchanged 
The RBNZ is likely to remain relatively comfortable with the inflation outlook, which is evolving broadly in line with 

expectations.  Domestic (non-tradable) inflation pressures do appear to be building slightly faster than the RBNZ 

expected in Q4.  However, the higher NZD and lower oil prices are likely to keep tradable inflation pressures muted – 

providing some offset to stronger domestic pressures. Oil prices continue to contribute to a volatile outlook for 

headline inflation, so the RBNZ is likely to remain focused on core measures of inflation.  The various core measures 

suggest that inflation is gradually trending higher toward the RBNZ’s target midpoint.  Weaker H2 2018 growth 

suggests that further lifts in inflation pressures will take a touch longer to lift than previously expected.  As a result, if 

there is any change to the RBNZ’s OCR forecast it will be for slightly later hikes. 

Risk assessment 
RBNZ key judgements and 

risks  

RBNZ Risk assessment  

(November MPS) 

ASB’s View 

Robust global growth 

continues:  

Downside via trade Downside risks have increased: on trade 

tensions and evidence of weakening 

Chinese GDP growth.  

Global inflation increases 

gradually: 

Upside via trading partner 

inflation 

Reduced upside: through recent weakness 

in oil prices and higher NZD.  

NZ grows above trend: Some downside due to weak 

business confidence 

Some downside due to weak business 

confidence and weak profitability.  

NZ capacity pressures build: Marginal downside due to more 

labour and goods market capacity 

Some downside: from lower 2018H2 

growth. 

Inflation takes its time to 

return to target:  

Upside via wages, higher petrol 

prices, capacity pressures 

Reduced upside: Headline CPI was lower 

than expected and wage growth has 

remained modest.  

Source: ASB. Red denotes a downgrade to the RBNZ’s assessed risk, green an upgrade to the risk. Black is unchanged risk. 

November 2018 RBNZ media release 
Statement by Reserve Bank Governor Adrian Orr: 

Tena koutou katoa, welcome all. 

The Official Cash Rate (OCR) remains at 1.75 percent. We expect to keep the OCR at this level through 2019 and into 

2020. 

There are both upside and downside risks to our growth and inflation projections. As always, the timing and direction 

of any future OCR move remains data dependent. 

The pick-up in GDP growth in the June quarter was partly due to temporary factors, and business surveys continue to 

suggest growth will be soft in the near term. Employment is around its maximum sustainable level. However, core 

consumer price inflation remains below our 2 percent target mid-point, necessitating continued supportive monetary 

policy. 

GDP growth is expected to pick up over 2019. Monetary stimulus and population growth underpin household spending 

and business investment. Government spending on infrastructure and housing also supports domestic demand. The 

level of the New Zealand dollar exchange rate will support export earnings. 

As capacity pressures build, core consumer price inflation is expected to rise to around the mid-point of our target 

range at 2 percent. 
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Downside risks to the growth outlook remain. Weak business sentiment could weigh on growth for longer. Trade 

tensions remain in some major economies, raising the risk that trade barriers increase and undermine global growth. 

Upside risks to the inflation outlook also exist. Higher fuel prices are boosting near-term headline inflation.  We will 

look through this volatility as appropriate. Our projection assumes firms have limited pass through of higher costs into 

generalised consumer prices, and that longer-term inflation expectations remain anchored at our target.     

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. 

Meitaki, thanks. 
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Disclaimer 

This document is published solely for informational purposes. It has been prepared without taking account of your objectives, financial situation, or 
needs. Before acting on the information in this document, you should consider the appropriateness and suitability of the information, having regard 
to your objectives, financial situation and needs, and, if necessary seek appropriate professional or financial advice.  We believe that the 
information in this document is correct and any opinions, conclusions or recommendations are reasonably held or made, based on the information 
available at the time of its compilation, but no representation or warranty, either expressed or implied, is made or provided as to accuracy, 
reliability or completeness of any statement made in this document. Any opinions, conclusions or recommendations set forth in this document are 
subject to change without notice and may differ or be contrary to the opinions, conclusions or recommendations expressed elsewhere by ASB Bank 
Limited. We are under no obligation to, and do not, update or keep current the information contained in this document. Neither ASB nor any 
person involved in the preparation of this document accepts any liability for any loss or damage arising out of the use of all or any part of this 
document.  Any valuations, projections and forecasts contained in this document are based on a number of assumptions and estimates and are 
subject to contingencies and uncertainties. Different assumptions and estimates could result in materially different results. ASB does not represent 
or warrant that any of these valuations, projections or forecasts, or any of the underlying assumptions or estimates, will be met.   
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