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RBNZ Cuts Another 50

e RBNZ cuts 50 to 3.75%, as widely expected

e Brings forward projected easing

e 25 basis point cuts the base case from here

e OCR low point brought forward, still close to 3%
e No surprises to us

The Reserve Bank of New Zealand lopped another 50 basis
points off its cash rate today, reducing it to 3.75%. And
projected more easing ahead.

This was very much as we and the market expected. We
went into this meeting with three broad expectations.
First, the Bank would lower the OCR by 50 basis points.
Second, it would significantly bring forward its projected
low point in its forward rate track. And third, it would
maintain that low point near 3%. It did all three.

The statement maintained a clear easing bias. The Bank
said, ‘If economic conditions continue to evolve as
projected, the Committee has scope to lower the OCR
further through 2025.’

At the same time, it indicated that the base case from here
is for movements in 25 basis point increments. And clearly
more than one, contrary to the expectations of some. On
our assessment, the Bank’s forward track looks most
consistent with 25 basis point cuts in the next two
meetings. This is consistent with our forecasts.

The clear easing bias follows from the Bank’s assessment
that economic activity ‘remains subdued’. And ‘with spare
productive capacity, domestic inflation pressures continue
to ease’.
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The low point in the Bank’s forward track was brought
forward significantly, to Q1 2026 from end of 2027
previously. This movement makes sense to us. The Bank’s
projections show an average OCR of 3.14% in Q4 this year.
Its previous projections had 3.55% at that point.

The Bank notes that annual consumer price inflation
remains near the midpoint of its target band and that
firms’ inflation expectations are at target. Notably the
Bank says that consumer price inflation is expected to be
volatile in the near term. Its forecasts show annual CPI
inflation peaking at 2.7% in Q3 this year. That matches our
own forecast.
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However, the Bank says ‘the economic outlook remains
consistent with inflation remaining in the band over the
medium term, giving the Committee confidence to
continue lowering the OCR.’

On the outlook, the Bank notes expectations of subdued
global economic growth and uncertainty around trade
barriers. It went on to say ‘The net effect of future changes
in trade policy on inflation in New Zealand is currently
unclear’. We couldn’t agree more with that statement. It is
very much a watch and monitor situation.

The Bank’s forward rate track was a bit more equivocal
beyond the next couple of meetings. Reinforced by RBNZ
Governor Orr’'s comments in the press conference
suggesting the track is consistent with a cumulative 50
points by mid-July.

We continue to ponder our own view. Not so much in the
near term with our base case unchanged with 25 basis
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point cuts at each meeting ahead. Rather the low point, of
2.75%, which we have had as a working assumption for
nearly two years now. We maintain that for now, but again
acknowledge the possibility of nudging it a touch higher in
due course as we watch the risk of near-term upside to
inflation spilling into inflation expectations, the speed of
turnaround in the real economy indicators, among all
other economic developments here and offshore.

As always, the way ahead for policy will be data and event
dependent. In the first instance, ahead of the April OCR
Review on 9 April, there’s February Selected Prices, Q4
GDP, and the QSBO, amongst everything else including
offshore developments.

We note that the RBNZ's near term growth forecasts are a
bit above our own, so there is perhaps some
disappointment possible there. That said, we wouldn’t
overstate the difference as the near-term indicators start
pointing upwards and the ever-present risk of revisions to
growth and its implications for output gap assessment.

Recovery projected
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The market wasn’t overly perturbed by the RBNZ’s
statement. There was a knee jerk modest dip in yields at
the front end of the interest rate curve, before retracing.
The NZD showed a temporary dip that wasn’t sustained
and is actually a little higher that pre-statement levels as
we go to print. We suspect the RBNZ would be reasonably
happy with the market little changed. It is back to watching
the data.
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Full text of today’s RBNZ OCR Review:

Annual consumer price inflation remains near the midpoint of the Monetary Policy Committee’s 1 to 3 percent target
band. Firms’ inflation expectations are at target and core inflation continues to fall towards the target midpoint. The
economic outlook remains consistent with inflation remaining in the band over the medium term, giving the Committee
confidence to continue lowering the OCR.

Economic activity in New Zealand remains subdued. With spare productive capacity, domestic inflation pressures
continue to ease. Price and wage setting behaviours are adapting to a low-inflation environment. The price of imports
has fallen, also contributing to lower headline inflation.

Economic growth is expected to recover during 2025. Lower interest rates will encourage spending, although elevated
global economic uncertainty is expected to weigh on business investment decisions. Higher prices for some of our key
commodities and a lower exchange rate will increase export revenues. Employment growth is expected to pick up in the
second half of the year as the domestic economy recovers.

Global economic growth is expected to remain subdued in the near term. Geopolitics, including uncertainty about trade
barriers, is likely to weaken global growth. Global economic activity is also likely to remain fragile over the medium term
given increasing geoeconomic fragmentation.

Consumer price inflation in New Zealand is expected to be volatile in the near term, due to a lower exchange rate and
higher petrol prices. The net effect of future changes in trade policy on inflation in New Zealand is currently unclear.
Nevertheless, the Committee is well placed to maintain price stability over the medium term. Having consumer price
inflation close to the middle of its target band puts the Committee in the best position to respond to future inflationary
shocks.

The Monetary Policy Committee today agreed to lower the Official Cash Rate by 50 basis points to 3.75 percent. If
economic conditions continue to evolve as projected, the Committee has scope to lower the OCR further through 2025.

Summary Record of Meeting — February 2025

Annual consumer price index (CPI) inflation is sustainably within the Monetary Policy Committee’s 1 to 3 percent target
range, and measures of core inflation are continuing to converge to the midpoint. Measures of firms’ inflation
expectations sit close to the target mid-point.

A period of restrictive interest rates has reduced demand in the New Zealand economy and contributed to lower
inflation. Subdued global economic activity, falling net immigration, and lower government consumption have slowed
domestic demand. Increased policy uncertainty associated with global trade developments is also expected to decrease
business investment. Headline inflation is expected to increase in coming quarters but remain within the target band.
This increase reflects a lower New Zealand dollar exchange rate and higher oil prices. The Committee expects these
relative price shifts will not affect inflation over the medium term. Expectations of future inflation, the pricing intentions
of firms, and the degree of spare productive capacity are consistent with the CPI inflation target being sustainably
achieved. This provides the context and the confidence for the Committee to continue lowering the OCR, and at a faster
pace than projected in November.

Global economic activity is expected to remain subdued

The Committee noted that GDP growth for many of our main trading partners remains below potential. In contrast,
economic growth in the US has remained strong. Trading partner GDP growth is assumed to decline slightly over 2025.
Global economic uncertainty has risen significantly since November, following recent trade policy announcements by the
United States. In the near term, we expect that heightened economic uncertainty will constrain business investment
amongst our trading partners and in New Zealand.

Global headline inflation has increased modestly, reflecting higher energy prices

The Committee discussed inflation amongst New Zealand’s trading partners. Headline inflation has declined over the past
year but has increased slightly in recent months. The recent increase in headline inflation in many of our trading partners
is largely accounted for by higher fuel and energy prices. Market participants expect most central banks in advanced
economies to continue reducing policy interest rates over the coming year. Market pricing implies that US policy rates
are projected to fall by less than assumed at the time of the November Statement.

GDP growth in New Zealand is expected to rise, reducing spare capacity in the economy

The Committee discussed recent domestic economic developments. Domestic economic activity remains below trend.
This reflects falling activity in interest rate sensitive sectors such as construction, manufacturing, retail trade, and
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business investment. In contrast, activity in the primary sector has increased. New Zealand’s export prices have held up,
despite subdued global growth. Global supply conditions in beef and dairy markets have supported export prices. This,
coupled with a lower New Zealand dollar exchange rate, will increase export sector incomes in New Zealand.

Timely indicators of economic activity, including a range of business surveys, have improved in recent months. Lower
interest rates and higher export earnings are expected to support economic growth. The pace is expected to be modest,
as potential GDP growth is constrained by ongoing weakness in productivity growth and lower net immigration.
Government spending is expected to decline as a share of the economy over the medium term, in line with the Half-Year
Economic and Fiscal Update 2024.

GDP revisions better explain the evolution of core inflation over the past two years

GDP data was revised significantly since the November Statement. These revisions show that the level of New Zealand’s
economic activity in 2024 was higher than assumed in November. However, the revisions show the New Zealand
economy experienced a larger contraction during the middle of 2024. Overall, there is significant spare capacity in the
economy, and slightly more than we had assumed in November.

The new profile for GDP helps explain the evolution of core inflation and broader measures of capacity pressure over the
past two years. The higher level of GDP over the start of 2024 aligns with the signal taken from high frequency data at
the time. The subsequent decline in GDP over the middle of 2024 also aligns more closely with high frequency data,
which was one of the factors that contributed to a downwards revision to the OCR outlook in August.

Employment remains subdued, but is expected to improve later this year

The Committee discussed conditions in the New Zealand labour market. Wage growth is slowing, consistent with lower
demand for workers and lower CPI inflation. Employment levels and job vacancies have declined, reflecting subdued
economic activity. As employment growth typically lags economic growth, it is expected to pick up in the second half of
the year. Net immigration to New Zealand has reduced significantly from high rates over recent history. The number of
migrant arrivals has slowed over the past year, and departures of New Zealanders have increased, partly in response to
subdued labour market conditions relative to Australia.

Lower OCR continues to pass through to mortgage and term deposit rates

The Committee noted that wholesale interest rates in New Zealand have generally declined since the November
Statement, in response to a lower OCR and weaker-than-expected economic activity. This decline in wholesale interest
rates has been reflected in lower mortgage and term deposit rates. The average interest rate on outstanding mortgages
has now peaked and is expected to decline over the next 12 months as borrowers refix their mortgage interest rates at
lower levels.

The financial system remains stable

The Committee agreed that there is currently no material trade-off between meeting inflation objectives and maintaining
financial system stability. Some households and businesses are continuing to experience financial stress. While non-
performing loans remain low compared to past recessions, some financial stress will persist in the near term, even as the
economy recovers. The banking system remains well capitalised and in a strong financial position to support customers.

Inflation is expected to remain within the target band

The Committee discussed domestic inflationary pressure. Headline CPI inflation and firms’ inflation expectations at all
horizons are close to the target mid-point. Measures of core inflation continue to converge on the target mid-point.
Surveyed household inflation expectations remain more elevated and volatile.

Non-tradables inflation has fallen but remains high. With spare productive capacity remaining in the economy over the
next 12 months, the Committee is confident that domestic inflationary pressures will continue to abate.

Headline inflation is expected to increase in coming quarters, reflecting a lower New Zealand dollar exchange rate and
higher oil prices, but remain within the target band. However, underlying inflationary pressures are expected to continue
to ease, and annual headline CPl inflation is forecast to remain near the 2 percent mid-point once the effect of recent
increases in petrol prices on inflation wanes. The near-term increase in headline inflation is unlikely to significantly affect
wage- and price-setting behaviour given excess capacity in the economy. The Committee noted that the monetary policy
remit directs it to discount disturbances in inflation that are expected to be temporary, in a manner consistent with
meeting the medium-term inflation target.

There are near-term risks to the economic outlook

The Committee discussed near-term risks to the outlook. The Committee noted that while lower interest rates are
expected to underpin a recovery in the domestic economy, the speed and timing of the recovery is uncertain. In
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particular, recent revisions to June and September 2024 quarter GDP growth suggest momentum in the economy was
considerably weaker than previously measured. The Committee noted that tighter international financial conditions
presented downside risks to global growth, particularly for those countries with high debt levels or fixed exchange rate
regimes. The Committee discussed global asset markets and the risk of a fall in equity prices if elevated earning
projections are not realised, or if market participants reassess their appetite for risk.

There is a risk of increased trade barriers and broader geoeconomic fragmentation

The Committee discussed the risks posed by increased trade barriers. Over the medium term, these trade barriers could
be increased much further. This is not currently incorporated into our central projection given uncertainty about the
timing and magnitude of any potential changes. This uncertainty is heightened given trade protection is being used to
pursue both economic and geopolitical goals.

Increased trade barriers will reduce global productive capacity. As a small open economy, New Zealand cannot avoid
being affected by these international developments. Monetary policy cannot offset the long-term negative supply-side
effects of higher barriers to international trade. More generally, global economic activity is likely to be more exposed to
economic shocks given increasing geoeconomic fragmentation.

An increase in trade restrictions is likely to reduce economic activity in New Zealand. But the effects on inflation are
uncertain, as these depend on how trade disruptions transmit through the global economy. Such shocks are likely to take
time to materialise, giving the Committee flexibility to react as necessary. Any monetary response will depend on the
impact of trade restrictions on medium-term inflationary pressures.

The global economy faces a range of structural challenges

The Committee discussed the long-term structural challenges faced by the economy in China and the broader region. In
addition, the Committee noted that geopolitical and climate-related risks pose uncertainty over the medium term. There
may be higher relative price volatility and more unpredictability in headline inflation. The Committee agreed that having
consumer price inflation close to the middle of its target band puts it in the best position to respond to any shocks to
inflation.

The Committee agreed to lower the OCR

With headline CPI inflation close to the midpoint, measures of core inflation converging on the midpoint, stable business
inflation expectations, and significant spare capacity in the economy, the Committee agreed that a further reduction in
the OCR was appropriate. The Committee agreed that a 50 basis point reduction would be consistent with their mandate
of maintaining low and stable inflation, while seeking to avoid unnecessary instability in output, employment, interest
rates and the exchange rate. If economic conditions continue to evolve as projected, the Committee has scope to lower
the OCR further through 2025. On Wednesday 19 February the Committee reached a consensus to lower the Official
Cash Rate by 50 basis points to 3.75 percent.

Attendees

MPC Members: Adrian Orr (Chair), Bob Buckle, Carl Hansen, Christian Hawkesby, Karen Silk, Paul Conway, Prasanna Gai
Treasury Observer: James Beard
MPC Secretary: Adam Richardson
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