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(Overinflation) Nightmare on Bond Street 
• Inflation pressures have just kept on lifting ahead of RBNZ expectations 

• Expect the RBNZ to lift the OCR by 25bp, even though you could argue the RBNZ is behind the curve  

• Watch for any announcements about how the RBNZ will reduce its bond holdings over time 
 

Interest rate increases look set to come steadily over 2022, even as NZ braces for the impending wave of Omicron to 

sweep over.  The reality is that inflation pressures have intensified in the three months since the RBNZ raised the OCR 

to 0.75%.  At that point the RBNZ was already forecasting the Official Cash Rate would exceed 2.5%.  With the release 

of this Wednesday’s Monetary Policy Statement, the RBNZ is likely to forecast an OCR peak of around 3%, give or take, 

which would be roughly in line with interest rate market pricing.   

We ourselves are forecasting a peak of 2.75%.  It’s a clichéd uncertain world, and the OCR could easily end up higher 

or lower.  The lift in inflation is more than the usual demand-driven pick up, as the supply side is struggling to keep up.  

It’s always possible the RBNZ ends up leaning even harder on demand.  Conversely, we are very mindful that interest 

rates are lifting from a very low base, and household behaviours could be very sensitive to the increases. 

With this meeting, as has been the case with the past two, there is some speculation that the RBNZ will want to catch 

up a little by lifting the OCR by 50bp.  As we argued ahead of November’s 25bp lift, when data were also stronger than 

expected in the lead-up to the decision, the market is already doing a lot of the RBNZ’s work.  Delivering ‘just’ a 25bp 

OCR increase while signalling an even higher OCR end point would continue this.  And, when people are again 

battening down the hatches in response to this latest COVID outbreak, business and consumer sentiment could do 

without another unwelcome surprise. 

Financial markets will be interested in any details of how the RBNZ plans to reduce its substantial bond holdings.  

Whatever the exact details, the RBNZ will want to ensure that it reduces its holdings in an orderly fashion that doesn’t 

destabilise markets.  Bond markets are all too good at having nightmares over central bank plans for winding back 

quantitative easing. 
 

It’s turning into an inflation nightmare 
For the RBNZ staff, the inflation outlook must be starting to resemble a nightmare in which the service station 

attendant pumping up their flat car tyre morphs into Freddy Kreuger and continues to inflate the tyre – until the staff 

wake up just before the tyre was about to go boom: 

• Annual CPI inflation in December 2021 hit 5.9%, slightly ahead of the RBNZ’s 5.7% forecast.  The details showed 

inflation picking up on all fronts – domestic and external.  And, as you can see from the chart, we are now 

forecasting inflation to peak substantially higher and remain more persistent than the RBNZ envisaged back in 

November; 
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• Surveyed inflation expectations continue to lift.  That is 

to be expected for the shorter-term horizons when 

reported inflation is soaring.  However, surveyed 5- and 

10-year ahead inflation expectations are creeping above 

the 2% mid-point of the inflation target, a warning that 

people are questioning whether inflation will remain 

anchored in the longer term; 

• Although the NZ unemployment rate fell over Q4 in line 

with RBNZ expectations, the risk is skewed to further 

labour market tightness over 2022. We expect the RBNZ 

will revise down its unemployment rate outlook.  The 

Maximum Sustainable Employment objective looks to 

be well and truly met; 

• Q3 GDP fell 3.7% under the impact of the Level 3 & 4 

restrictions that were in place over the second half of the quarter, roughly half the fall the RBNZ (and us for a 

period) had anticipated.  Even allowing for the substantial rebound the RBNZ expected at the end of 2021, the 

level of GDP likely finished 2021 ahead of where the RBNZ had forecast; 

• The current Omicron outbreak is likely to add to inflation over 2022 through exacerbating labour and goods 

shortages. Although not likely to directly affect the medium-term inflation outlook, the impacts will reinforce 

perceptions that inflation is high 

Inexorably up for interest rates 
Earlier this month we raised our forecast for the OCR peak to 2.75%, from a 2.0% peak previously. That would make 

this tightening cycle 250bp in total, the largest lift outside the 325bp increase over 2004-2007.  It would also be one of 

the swiftest since the OCR came into use in 1999, beaten 

only by the 1999-2000 tightening that included two 50bp 

increases.  So in the language of the times, the current 

tightening cycle is semi-unprecedented.  Proportionately, 

though, the lift in debt-servicing costs could well be 

unprecedented in the inflation-targeting era. 

In these super-unprecedented 1-in-100 year times, there is 

naturally more uncertainty than in the other 99 years.  To the 

upside of our forecast: 

• The global inflation shock is not just demand rebounding 

but also the supply side being constrained.  Interest rates 

could well rise by more than anticipated if the supply 

side does not unblock sufficiently.  The RBNZ can only 

pull demand down to meet supply, not crank supply up; 

• The lift in demand could well prove to be more 

persistent, particularly if the world manages to sail on without any more setbacks 

Key downside risks are: 

• Households may prove very sensitive to the extent of interest rate increases, even though rates are starting from 

a very low point, impacting consumer spending and the housing market by more than anticipated.  The 2014 

tightening cycle is a prime example of the OCR halting far short of initial RBNZ expectations; 

• In this vulnerable time, NZ or the world could easily get hit with another shock that dampens inflation 

What to watch for 
Is it 25bp or 50bp: as in November, there is an argument that the RBNZ is falling behind the curve a bit and should 

catch up by doing a 50bp increase instead of ‘just’ 25bp – the market is currently pricing in a 30bp hike for next week’s 

decision.  As we noted back in November, the case is still stronger for a 25bp hike.  The market has already done a lot 
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of tightening work for the RBNZ. As long as the RBNZ signals a lot more tightening lies ahead, that de-facto tightening 

will remain.  Given the uncertainties and business fragility that Omicron is creating, now is not the time to rock the 

boat.  We expect a 25bp increase. 

Forecast OCR peak: with inflation pressures now stronger and the trade-weighted NZ dollar averaging close to 5% 

lower than assumed for early 2022, the RBNZ’s OCR track will be revised up.  Expect an OCR end point of around 3% 

(up from 2.6%), which the interest rate market is already pricing in by late 2023. 

Changes to other RBNZ tools: The RBNZ has said that it will announce in early 2022 how it intends to gradually manage 

down its circa $50bn plus bond portfolio accumulated from its Large Scale Asset Purchase programme, so watch for 

any details.  Importantly, the RBNZ will want to want to ensure it reduces its asset holdings smoothly so as not to 

cause any market ructions and potentially tighten financial conditions. NZ is not alone, with the US Federal Reserve 

also laying the foundations for the running down of its gargantuan USD9 trillion balance sheet in 2022.  

We don’t expect the RBNZ to make any changes to the Funding for Lending Programme.  The RBNZ stated in 

November that “any adjustment to the terms of the programme would increase funding and operational risks for 

banks, and would undermine future effectiveness if a similar programme is required in the future”.   
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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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