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Low inflation still causing RBNZ heartache 
 • The RBNZ continues to expect further policy easing will be required.   

• The RBNZ expect annual inflation to lift to 1% by Q4, but we believe inflation will remain lower for longer.   
• We continue to expect a 25 basis point rate cut in November and risk of a further rate cut next year.     

 Summary and Implications 

RBNZ Assistant Governor John McDermott delivered a speech on “Understanding low inflation” on Tuesday afternoon.    
McDermott reiterated the RBNZ’s key message from the August Monetary Policy Statement (and September OCR review) that 
based on the RBNZ’s current projections further policy easing will be required.  We continue to expect the RBNZ to cut the 
OCR to 1.75% in November.  Furthermore, there remains risk of a further rate cut next year as we still see downside risks to 
the RBNZ’s inflation forecasts.   

In the speech, the McDermott noted that inflation has been weak in NZ and globally, with much of the weakness in NZ 
inflation due to global drivers.  In NZ, strong labour supply has also been a factor in dampening inflation, for a given amount 
of growth.  McDermott also mentioned that inflation expectations have become more backward looking, and the RBNZ has 
adapted its models accordingly.  

RBNZ’s near-term CPI expectations 
The RBNZ expects Q3 inflation to register at a higher level than we are forecasting. The RBNZ is looking for annual CPI to fall 
to 0.2%, but we think it will be closer to 0%. The combination of a higher NZD, a reduction in ACC levies, a fall in fuel prices, a 
slight reduction in rents and a subdued lift in council rates will all have weighed on inflation over the quarter.  

While acknowledging that Q3 CPI will be weak, John McDermott appeared confident that inflation will rebound to the 
bottom of the target band (1.0%) in Q4.  In our opinion, inflation looks likely to remain lower for longer and, as a result, the 
RBNZ may be required to ease monetary policy further than it is currently anticipating next year. 

Concerns over inflation expectations remain a key downside risk to the RBNZ’s view, according to McDermott. The RBNZ 
cited research that suggests inflation expectations are backward looking and warned of the impact of falling inflation 
expectations on inflation over the medium term. Consensus Economics publishes its long-term inflation expectations survey 
results this Friday and the RBNZ will be watching this data release closely. 

Global drivers of weak inflation 
Further afield, McDermott underlined the role of weak global growth in supporting the NZD and NZD assets.  McDermott 
notes this has kept the NZD higher than RBNZ estimates despite increased risk aversion at times and drops in NZ export 
prices.  Lower import prices have also added to current low inflation, notably in the tradebles sector.  This is due to NZD 
strength and lower commodity prices, including oil.  This all ties in with comments in the August MPS and September OCR 
review.  There is little the RBNZ can do about international commodity prices, while the impact of OCR cuts on the NZD has 
been limited, impacting the effectiveness of RBNZ action.  

Domestic drivers of weak inflation 
On domestic inflation, some sector-specific factors are picked out.  These include lower communications prices and a cut in 
vehicle relicensing fees.  The drop in dairy prices over 2014 is also highlighted, leading to reduced farm investment and rural 
spending, flowing through to the wider economy and weaker domestic inflation. 

Labour supply has dampened inflation 
McDermott remarked ample labour supply has contained labour costs and inflation in general. As a result the NZ economy is 
experiencing less inflation for a given rate of growth as increased labour supply (migration and participation) has boosted 
potential growth.  McDermott also noted the different migration composition (younger) has meant the migration cycle less 
inflationary than in the past.  Weakness in the Australian labour market has also been a factor.  “People who move to New 
Zealand because their job prospects in Australia have deteriorated are likely to spend less once here.” 

Inflation expectations have become more backward looking 
RBNZ research suggests there has been a structural change in how inflation expectations are formed, and are more 
backward looking than in the past.  As a result, weaker inflation outcomes are having a greater dampening impact on broader 
inflation than previously.  RBNZ has reviewed its forecasting process accordingly, and feels more confident its forecasts now 
reflect this altered economic relationship.    
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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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