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Time for OCR cuts

e Inflation risks are tilting to a lower OCR — we have changed our call to reflect that.

e Though cuts depends in part on how the RBNZ interprets its “medium term” target focus.

e We expect 50bp of cuts from the RBNZ, most likely 25bp apiece in September and October.

We have now moved to forecast the RBNZ will cut the OCR later this year, having since mid-January ruled out OCR increases
for the “foreseeable future”. We believe the risks of inflation taking too long to make a sustained return to the 2% mid-point
of the inflation target have now got high enough to warrant a response. Accordingly, we think the RBNZ will give inflation a
nudge up through 50bp of cuts, most likely 25bp in each of September and October. But an earlier start is conceivable.

We put a 60% probability on any cuts occurring. The outcome is as much about the extent to which the RBNZ’s inflation
forecasts start to fall as it is about how strictly the RBNZ interprets its fuzzy “on average over the medium term” inflation
target. But the risks are skewed to inflation remaining low relative to the target band; there is very little risk of inflation

overshooting the target.

The main risk from a lower OCR is the housing market through the likelihood of added price growth. Even there, we would
expect the RBNZ to keep working on making the financial system even more resilient, while exhorting local and central
government to do more to address the root causes of Auckland’s housing imbalance.

Even softer inflation
pressures.

Greater labour market
slack...muted wage
pressures.

Backwards-looking
businesses are adding
to risk.

NZD likely to remain
strong for longer.

Considerably more
negative dairy
outlook...we have
revised down our
2015/16 forecast to
$5.70/kg.

Low inflation concerns

There are a mix of events that suggest the RBNZ's

assessment of inflation pressures will now be softer

(though some will have been accounted for in the

April Review):

e Labour market slack is likely to be greater than
the RBNZ recently assumed, as the labour force
grows strongly on the back of migration and
high labour participation. With unemployment
likely to be higher over coming years than the
RBNZ has past expected, wage pressures are
also likely to be more muted — even without any
behavioural responses to low inflation;

e Research cited by the RBNZ in a speech suggests
businesses are backward-looking when setting
prices, and become even more so when inflation
is low. This research suggests added risk of a
sustained period of low inflation becoming
ingrained in wage/price-setting behaviour;

e The NZD has been drifting higher than the
RBNZ’s published March forecasts, and the risk
is it remains firm. Although there has been
some retracement from recent highs against the
AUD and euro, the NZD/USD (and NZD/CHY) risk
remaining stronger for longer;

e The dairy price outlook has become
considerably more negative between the March
and April OCR decisions, and has become softer
since the April OCR statement was finalised.
Fonterra revised down its 2014/15 milk price
forecast to $4.50/kg from $4.70. Moreover, we
have revised down our 2015/16 forecast to
$5.70/kg, having been as high as $6.50 earlier
this year. There is a greater risk that farmers
lose confidence in a recovery in dairy prices, in
which case even more cautious spending would
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soften GDP growth for next year to a pace
INTEREST RATE OUTLOOK
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That narrows the RBNZ’s housing concerns to
financial stability. And it is concerned on that
front. We expect the RBNZ will continue to plug

away at measures that will mitigate the impact of % (ASBvs pr(i)cﬁg oFf(g\I/qur%gAriL%ex swaps) %
any marked housing downturn. But, as a recent 2.0 4.0
speech on housing hinted, the RBNZ can only do
so much with those tools to lean against house
prices. Itis instead urging local government and 35 fem-mmmm-
central government to do more to boost housing
supply and moderate demand.
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We have now taken the plunge to forecast the
RBNZ will actually cut the OCR later this year: we
place around a 60% probability on cut(s)
occurring. We see the most likely timing as being ”0 ) ) ) Al RPN
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We see a 60%
probability on cut(s)
occurring later this
year.
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September start, but stance over time, and a preparedness to wait for August’s labour market and inflation expectations

earlier start is data. But earlier cuts are possible. Weak GDP and CPI prints in June and July could prompt a first

possible. cutin July. Odds appear against a June cut, but we don’t rule one out if the RBNZ starts looking
harder at the risks to the medium-term considerations of its inflation target.

Market pricing has around 30bp of cuts priced in by early 2016, so roughly pricing in the
probabilities and magnitude of our forecast rate cuts (60% of 50bp). But, if the RBNZ's tone
continues to soften over time, anticipation of a lower OCR will grow.
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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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