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The Reserve Bank of New Zealand (RBNZ) is projecting 3-3.5% growth in coming years, partly driven 
by fiscal stimulus in the pipeline, and whether National or Labour form a government in September.  
A key implication of the recent Monetary Policy Statement is that, if the economy struggles to reach 
this growth rate, the Official Cash Rate (OCR) may have to be cut further to deliver the demand 
pressures required to hit the RBNZ’s inflation target. 
 
Each RBNZ Governor faces the challenges of their time: Don Brash battled to get inflation down to 
the RBNZ’s original inflation target; while Alan Bollard navigated the economy and financial system 
through the GFC/Global Financial Crisis.  Graeme Wheeler has faced the task of lifting inflation up to 
target in an environment of low global inflation – so-called ‘lowflation’.   
 
This is most clearly seen in the breakdown of annual Consumer Price Index (CPI) inflation between 
tradeables (influenced by global inflation, commodity prices and the exchange rate) and non-
tradables inflation (influenced by domestic demand for services).   
 
Chart 1. Tradeables and non-tradeables inflation - and RBNZ projections  
 

  
Source:  Bloomberg and RBNZ. 
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Over the past 30 years, tradeables inflation has typically been positive but volatile, given the sharp 
swings that can occur in commodity prices and the exchange rate.  As these factors are out of the 
RBNZ’s control, historically monetary policy makers have tended to ignore this volatility, and instead 
focus on influencing non-tradeables inflation.  This is where monetary policy has an impact through 
the effect of interest rates on domestic demand. 
 
However, over the past 5 years – almost the entire term of Graeme Wheeler – New Zealand has 
experienced a persistent deflationary force from tradeable goods.  With tradeable goods dragging 
down overall total CPI inflation, inflation expectations have also become stuck at low levels, making 
the RBNZ’s job of lifting CPI inflation back comfortably and sustainably to the 2% target more 
challenging.  
 
Many commentators have raised their eyebrows at the RBNZ’s 3-3.5% growth forecasts.  But this is 
what is needed to raise non-tradeables inflation high enough to lift overall CPI inflation to target.  
This is evident in the RBNZ’s projections for the output gap – with GDP growth running in excess of 
potential growth over the projection period.  In other words, the plan is to have the domestic 
economy running hot. 
 
Chart 2.  NZ output gap  

 
Source:  Bloomberg and RBNZ. 

 
 
Despite the scepticism of some economists, the RBNZ appear confident of their growth forecast.   
 
Part of this is technical, with some catch up expected from negative surprises in Q4 and Q1.  Part of 
the GDP growth forecast reflects strong population growth.  And finally, part is fundamental, with 
the stimulus from National’s Working for Families package announced in the May Budget.  This 
latter effect adds around 1% to GDP, on the assumption that after the election (if other parties 
formed a government instead) they would at least match the size of this fiscal stimulus. 
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The big question is whether the NZ economy can grow at 3-3.5% in an environment where banks are 
tightening credit conditions, and the NZ dollar remains elevated so that overall monetary conditions 
are tighter than suggested by the OCR alone.  Furthermore, the current economic expansion is now 
8 years old, which by historic standards is quite mature, and when economic growth often tends to 
moderate rather than accelerate.  An implication is that, all else equal, if GDP growth is only 2% over 
the coming period then the RBNZ may need to cut the OCR further to generate the domestic 
economic growth needed to lift inflation sustainably to target. 
 
Since cutting the OCR to 1.75% in November 16, the RBNZ in Feb, May, and Aug ‘17 have illustrated 
a high threshold to not only change the OCR but to even signal a move in their OCR projections. The 
end of Graeme Wheeler’s tenure complicates the picture.  But fundamentally, policy makers at the 
RBNZ appear to be very comfortable to wait and see if the impact of delivering 0.75% of OCR cuts 
through 2016 has been enough. 
 
 
Chart 3.  Official Cash Rate and RBNZ projections  

 
Source:  Bloomberg and RBNZ. 

 
 
In our view, if the RBNZ move the OCR in the next 12 months, then it will most likely be downwards, 
to help this process of lifting core inflation to the target.  If, instead, the OCR remains unchanged for 
the next 12 months, beyond that we believe the most likely move in the OCR would be upwards, as 
the amount of global spare capacity erodes and global inflation pressures finally emerge to arrest 
the deflation from tradeable goods.  By then, we will be well into the terrain of the next RBNZ 
Governor’s term. 
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IMPORTANT NOTICE AND DISCLAIMER 
 

This Harbour Navigator is provided for general information purposes only. The information is given in good faith and has been prepared from 
published information and other sources believed to be reliable, accurate and complete at the time of preparation but its accuracy and 

completeness is not guaranteed. Information and any analysis, opinions or views contained herein reflect a judgement at the date of publication 
and are subject to change without notice. To the extent that any such information, analysis, opinions or views constitute advice, they do not take 

into account any person’s particular financial situation or goals and, accordingly, do not constitute personalised advice under the Financial 
Advisers Act 2008, nor do they constitute  advice of a legal, tax, accounting or other nature to any persons. Investment in Harbour Investment 

Funds managed by Harbour Asset Management Limited can only be made using the Product Disclosure Statement, which should be read carefully 
before an investment decision is made. The price, value and income derived from investments may fluctuate in that values can go down as well 
as up and investors may get back less than originally invested. Where an investment is denominated in a foreign currency, changes in rates of 

exchange may have an adverse effect on the value, price or income of the investment. Reference to taxation or the impact of taxation does not 
constitute tax advice. The rules on and bases of taxation can change. The value of any tax reliefs will depend on your circumstances. You should 
consult your tax adviser in order to understand the impact of investment decisions on your tax position. No person guarantees repayment of any 
capital or payment of any returns on capital invested in the funds. Actual performance will be affected by fund charges. Past performance is not 

indicative of future results, and no representation or warranty, express or implied, is made regarding future performance. To the maximum 
extent permitted by law, no liability or responsibility is accepted for any loss or damage, direct or consequential, arising from or in connection 

with this presentation or its contents. 
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