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NZD: unjustifiably or understandably high? 
 • RBNZ leaves the Official Cash Rate (OCR) on hold at 2%, as widely expected. 

• A clear easing bias has been retained and we expect the RBNZ will cut the OCR in November to 1.75%. 

• Risks are still skewed to a further cut in 2017. 

 Summary 
The RBNZ kept the OCR on hold at 2% as widely expected.  The clear easing 
bias of “further policy easing will be required” was retained.  The key parts of 
the statement were very similar to the August Monetary Policy Statement 
assessment and the statement as a whole was very much in line with what we 
were expecting to see.  We continue to expect the RBNZ to cut the OCR to 
1.75% in November, with a high risk of a further cut to 1.5% in early 2017.  Key 
factors for determining a second cut include inflation expectations, the NZD 
and developments in bank funding costs. 

Comment 
The RBNZ kept the OCR on hold at 2% as widely expected.  The clear easing 
bias of “further policy easing will be required” was retained.  The key parts of 
the statement were very similar to the August Monetary Policy Statement 
assessment and the statement as a whole was very much in line with what we 
were expecting to see. We continue to expect the RBNZ to cut the OCR to 
1.75% in November, with a high risk of a further cut to 1.5% in early 2017.  Key 
factors for determining a second cut include inflation expectations, the NZD 
and developments in bank funding costs.  

Market focus was on the RBNZ’s assessment of the higher NZD.  The RBNZ 
remains frustrated with the impact the NZD is having on tradable inflation, and 
reiterated that “a decline in the exchange rate is needed”.  However the RBNZ 
also conceded that some of the recent lift was due to increased dairy prices.  
The growth story in NZ is positive and the dairy sector is seeing some light at 
the end of the tunnel.  The RBNZ acknowledged the lift dairy prices, but 
appears wary about assuming these prices will be sustained over the entire 
season (in contrast, we are very confident). 

Inflation risks remain skewed to the downside, particularly through the ever-
stubborn NZD and through the risk that inflation expectations fall further. 

The RBNZ’s perennial policy challenge is the NZD, which has continued to 
creep up in defiance of the RBNZ’s assumptions of a decline and its calls for a 
lower NZD.  The RBNZ clearly doesn’t see the NZD’s strength as 
appropriate.  But that strength is fairly understandable: 

• NZ’s growth is averaging 0.9% per quarter, above trend; 
• NZ interest rates still stand out as high within the developed world; 
• USD dairy prices have risen 36% from their April low. 

The RBNZ may have to accept that the NZD will hold up, even in the face of 
further OCR cuts.  If the NZD remains a concern for low inflation, the 
alternative is to try cutting to generate inflation.  That inflation most likely 
needs to come from the non-tradable sector of the economy – there is no 
guarantee a lower OCR will materially weaken the NZD. 

The RBNZ’s outlook continues to hinge on the evolution of inflation 
expectations.  While the RBNZ is relieved that longer-term inflation 
expectations remain anchored at 2%, it clearly notes that the risks are skewed 
to the downside.  The RBNZ is very aware of the fact that the sustained 
weakness in headline inflation risks weighing on inflation expectations. 
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In October, Consensus Economics will provide us with the next snap-shot of longer-term inflation expectations, before the 
RBNZ’s inflation expectations survey in early November. 

As with past OCR cuts, there is no guarantee a lower OCR will pull the NZD down.  Furthermore, credit growth is relatively 
fast while deposit growth is slowing, creating a growing funding hole for banks.  In this environment the impact of a lower 
OCR on deposit rates will be increasingly blunted and there will be a lower bound at some point on the level of deposit 
rates.  Wholesale funding costs also risk being affected by increased demand for funds.  These funding dynamics and the 
NZD’s stubbornness to rate cuts continue pointing to a risk that the RBNZ cuts the OCR to 1.5% in early 2017, particularly if 
the risks of low inflation deepen and the need for added stimulus is pressing.  But, perversely, if the risk balance doesn’t shift 
much the RBNZ may simply be content to keep using the inflation target’s rubber-like flexibility. 

Market reaction 
The NZD and interest rates declined modestly in reaction to the statement, as the RBNZ reaffirmed its strong easing bias and 
reiterated the need for a lower NZD.  The reaction suggests the market was positioned for a reasonably upbeat statement.  2-
year swap rates have fallen approximately 4 basis points in reaction to the RBNZ statement, and are 6 basis points lower in 
total due to the move following the Fed statement earlier this morning.  The NZD has dropped around 30 pips against the AUD 
and 20 pips against the USD.  However, the NZD is still higher against the USD in the wake of the Fed statement this morning 
(which weighed on the USD).  
 

  Key Rates 8:55am 9:05am 9:50am 
NZD/USD            0.7360            0.7333             0.7335  
NZD/AUD            0.9649             0.9630             0.9612  
NZD/EUR            0.6576             0.6555             0.6554  
NZD/JPY              73.84               73.56               73.67  
NZD/GBP            0.5645             0.5627             0.5626  
NZ TWI              78.26               77.99               78.00  
AUD/USD            0.7628             0.7619             0.7631  
AUD/EUR            0.6815             0.6807             0.6819  
NZ 90 day Bank Bill                 2.23                  2.23                  2.23  
NZ 1 year swap rate                 2.12                  2.10                  2.09  
NZ 3 year swap rate                 2.13                  2.13                  2.08  
NZ 5 year swap rate                 2.26                  2.24                  2.22  

 

RBNZ Statement: 
The Reserve Bank today left the Official Cash Rate (OCR) unchanged at 2.0 percent. 

Global growth is below trend despite being supported by unprecedented levels of monetary stimulus. Significant 
surplus capacity remains across many economies and, along with low commodity prices, is suppressing global 
inflation. Volatility in global markets has increased in recent weeks, with government bond yields rising and 
equities coming off their highs. The prospects for global growth and commodity prices remain uncertain. Political 
uncertainty remains. 

Weak global conditions and low interest rates relative to New Zealand are placing upward pressure on the New 
Zealand dollar exchange rate. The trade-weighted exchange rate is higher than assumed in the August Statement. 
Although this may partly reflect improved export prices, the high exchange rate continues to place pressure on the 
export and import-competing sectors and, together with low global inflation, is causing negative inflation in the 
tradables sector. A decline in the exchange rate is needed. 

Second quarter GDP results were consistent with the Bank’s growth expectations. Domestic growth is expected to 
remain supported by strong net immigration, construction activity, tourism, and accommodative monetary policy. 
While dairy prices have firmed since early August, the outlook for the full season remains very uncertain. High net 
immigration is supporting strong growth in labour supply and limiting wage pressure. 

House price inflation remains excessive, posing concerns for financial stability. There are indications that recent 
macro-prudential measures and tighter credit conditions in recent weeks are having a moderating influence. 

Headline inflation is being held below the target band by continuing negative tradables inflation. Annual CPI 
inflation is expected to weaken in the September quarter, reflecting lower fuel prices and cuts in ACC levies. Annual 
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inflation is expected to rise from the December quarter, reflecting the policy stimulus to date, the strength of the 
domestic economy, reduced drag from tradables inflation, and rising non-tradables inflation. Although long-term 
inflation expectations are well-anchored at 2 percent, the sustained weakness in headline inflation risks further 
declines in inflation expectations.  

Monetary policy will continue to be accommodative. Our current projections and assumptions indicate that further 
policy easing will be required to ensure that future inflation settles near the middle of the target range. We will 
continue to watch closely the emerging economic data. 
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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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