
RODNEY’S RAVINGS
Governor Bollard doesn’t need to deliver early OCR hikes

EXECUTIVE SUMMARY
Some of the bank economists are barking for early OCR hikes, while the comments by Governor Bollard on 
28 July have been interpreted by some economists as suggesting that he will hike the OCR 0.5% on 15 
September.  However, a balanced consideration of NZ economic growth prospects, international economic 
growth prospects and the medium-term inflation outlook suggests that  there is no need for urgency in 
delivering the first OCR hike.

In this embargoed media release I critique the calls for early OCR hikes and provide some of the more  
balanced assessment of economic growth and inflation prospects that suggests Governor Bollard shouldn’t  
be panicked into delivering early OCR hikes unless he wants to impose unnecessary pain.
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RODNEY’S RAVINGS take an open-minded and at times irreverent look at topical economic 
issues.  Unlike our pay-to-view reports that are for the eyes of subscribers only, the RAVINGS 
are free and you may forward them to other people.  You can signup to the RAVINGS on our 
website –  http://www.sra.co.nz/lists/.   The same distribution listed is used for the  Property 
Insights reports and for notification of forthcoming seminars and property market reports.
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The case for early OCR hikes
A number of the bank economists are calling for an early start to OCR hikes and for significant hikes over  
the next couple of years.  Calls for a hike before the 26 November general  election intensified following 
Stats NZ announcing on 7 July that GDP growth in the March quarter was stronger than the RBNZ had 
been expecting (left chart) and on 18 July that June quarter CPI inflation was higher than the RBNZ had 
expected (right chart).  See the gaps between the thick/black lines and the thin/blue lines in the charts 
contained within the red oval shapes.
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The fact that CPI inflation is well above the RBNZ’s 1-3% medium term target range would seem to justify  
OCR hikes.  However, as discussed below, the RBNZ is supposed to focus on the medium-term inflation  
outlook  not  the historical  level  of  inflation  that  has  been driven  by  both  one-off  factors  that  won’t  be 
repeated and surging food and energy prices that are more likely to fall than rise in the future. 

In terms of economic growth, annual GDP growth in the March quarter was only 1.4%, which is way too low 
to be concerned about it driving core or underlying inflation higher.  If we annualise the 0.85% increase in  
GDP in the March quarter it weighs in at 3.4%, which is above the historical average and sustainable rate,  
but there were some major industry factors that contributed to the stronger than expected number that are 
unlikely to be repeated.  More importantly, there is a moderate amount of spare capacity in the economy 
(e.g. the 6.5% unemployment rate is above the sustainable or desired level).  This means the RBNZ should 
be happy to see a moderate period of above average economic growth before it needs to rein it in.

Some bank economists are using components of the NBNZ survey and a composite indicator made up of  
those components to argue that economic growth will soon hit 5%, meaning the RBNZ should start leaning 
against it now.  The left chart shows that the NBNZ activity outlook survey, which used to be a good leading  
indicator of annual GDP growth, went AWOL in early 2010 (i.e. well before the 4 September earthquake).  
The  right  chart  shows  that  the  NBNZ  survey  of  residential  builders’  expectations  has  been  greatly 
overstating near-term growth prospects for residential building consents since early 2010.  Calls for early  
OCR hikes based on these components of the NBNZ survey are nonsense and should be disregarded.

-4

-2

0

2

4

6

8

10

Mar-94 Mar-97 Mar-00 Mar-03 Mar-06 Mar-09 Mar-12
-25

-15

-5

5

15

25

35

45

55

65

Real GDP Growth & NBNZ Activity Outlook
* Net % of firms surveyed, three month average

Correlation = 0.76

GDP
Ann % change

left scale

Activity Outlook *
Adv 2 qtrs
right scale

-50

-30

-10

10

30

50

70

Jan-98 Jan-00 Jan-02 Jan-04 Jan-06 Jan-08 Jan-10 Jan-12
-45

-30

-15

0

15

30

45

60

New Dwelling Consents & NBNZ Residential Survey
Correlation = 0.66

Consents
%Q/Q-4
left scale

NBNZ Survey
3 month ave.
Adv 3 months

right scale

While Strategic Risk Analysis  Limited will  use all reasonable endeavours  in producing reports to ensure the 
information is as accurate as practicable, Strategic Risk Analysis Limited, its employees and shareholders shall  
not be liable (whether in contract, tort (including negligence), equity or any other basis) for any loss or damage 
sustained by any person relying on such work whatever the cause of such loss or damage.

2



The medium term inflation outlook
In a modern economy the heart of inflation is the labour, so rather than focus overly on the likes of food and 
petrol prices that can have a major short-term impact on inflation, the key consideration for the medium 
term inflation outlook should be the labour market.  Stats NZ announced on 2 August that annual inflation in  
the most important measure of labour cost inflation nudged fractionally lower in the June quarter (black line, 
left chart).  This is a measure of labour cost inflation that is designed to only pick up the bad or inflationary  
component  of  labour  cost  increases,  which  excludes  the  good  component  of  labour  cost  increases 
associated with productivity growth.  This means it is the most important measure of underlying inflation in 
the economy and reflecting this it is the only labour cost inflation measure that the RBNZ forecasts.

The unemployment rate tells us about the balance between demand and supply in the labour market and  
reflecting this useful roll the left chart shows a strong inverse relationship between the unemployment rate  
(right scale) and annual labour cost inflation (left scale).  The best fit in the chart is with the unemployment  
rate line advanced or shifted to the right by three quarters.  A change in the unemployment rate represents  
a change in bargaining power between employers and employees and it takes around three quarters for a  
change in bargaining power to filter through to labour cost inflation.  With the unemployment rate having 
largely drifted sideways over the last three quarters it implies that this critical measure of annual labour cost  
inflation should largely drift sideways for the next three quarters at least.

The right chart shows the quarterly % changes in this measure of labour costs.  If the quarterly increases 
were becoming larger there would be a reason for concern, but the increase in the June quarter announced 
by Stats NZ on 2 August was slightly smaller than the quarterly increases in the previous three quarters.
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At the moment there is little reason to panic about medium term inflation prospects.  Obviously, if economic 
growth was about to accelerate to 5% the unemployment rate would fall significantly and roughly three 
quarters after that labour cost inflation would increase.  However, only the dubious leading indicators that  
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have gone AWOL, like those shown at the bottom of 
the  previous  page,  are  suggesting  that  economic 
growth is about to accelerate strongly.  The NZIER 
survey  of  firms’  experienced  activity,  which  leads 
annual GDP growth by one quarter, is still on the job 
and predicts a much more moderate acceleration in 
GDP growth in the June and September quarters. 
Sound judgements about the OCR should be made 
on  the  basis  of  this  sort  of  indicator  rather  than 
based on  some of  the  components  of  the  NBNZ 
survey that have been massively overstating near-
term economic growth/industry prospects.

Just  as  labour  costs  are  the  heart  of  inflation, 
consumer spending is the heart of economic growth 
in a modern economy.  The Westpac McDermott
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Miller quarterly consumer surveys point to only moderate near-term prospects for annual growth in the 
volume of retail spending (left chart below).  Supporting this expectation, the ANZ Roy Morgan monthly  
consumer surveys  that  tell  us  most  about  near-term prospects  for  consumer  spending also remain  at 
moderate rather than high levels (right chart below).  In general the indicators that have not gone AWOL are 
pointing to moderate to average near-term economic growth prospects, which is not the sort of growth that 
will  result  in a significant fall  in the unemployment rate or need for concern that medium term inflation 
prospects are at risk of getting out of control any time soon.

When we assess medium term inflation prospects there is neither a smoking gun nor an imminent risk of a 
gun going off.  There is enough spare capacity in the economy for the RBNZ to allow a brief to moderate  
period of above average economic growth before it needs to start hiking the OCR.
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Short-term inflation prospects are different.  For the next couple of quarters annual inflation will remain well  
above the top of the RBNZ’s 1-3% medium term range because of the 1 October 2010 increase in GST,  
higher energy costs because of the Emissions Trading Scheme, some increases in excise duty, and food 
and petrol prices having spiked.  But this is largely history.  The left chart below shows surges in annual  
food and petrol price inflation over the last year, but it also shows that spikes in inflation are generally  
followed by either much lower annual increases or especially in the case of petrol falling prices.  When I  
look forward rather than backwards I focus on the fact that international commodity prices in general are  
starting to fall (right chart below).  Dairy product prices in the Fonterra auctions have in general been falling 
for a while.  The ASB/CBA weekly NZ commodity price index has already fallen 13% from the peak level in  
March in NZD terms, while the ANZ monthly NZ commodity index has fallen 11% from the peak level when 
measured in NZD terms.  These falls partly reflect the rise in the NZD, but the NZD measures are the ones  
that matter locally, both in terms of incomes for primary exporters and in terms of the outlook for primary 
product prices in the supermarket.
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The fall in international commodity prices fits with signs that international economic growth is in the early 
stages of what could prove to be a significant slowdown.  The left chart below shows recent sharp falls in  
two key Australian leading indicators, while the right chart below shows the same for two US benchmark  
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leading indicators.  If Governor Bollard does what he is supposed to do and makes OCR decisions based  
on the future rather than historical movements in food, petrol and consumer prices, I see no reason for him 
to panic about hiking the OCR, but instead good reasons for him to be circumspect.  If needed I am happy 
to buy the governor a set of earmuffs so he can’t hear the barking from the bank economists who want him  
to hike early based on dubious leading indicators of economic growth and/or equally dubious assessments  
of inflation prospects.
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A balanced assessment of the OCR
The reconstruction work in Canterbury will  have a significant impact on economic growth over the next 
couple of years, with implications for inflation.  However,  the continued large quakes in Christchurch in 
February, April, May and June have materially delayed the reconstruction work and it now looks likely that  
significant rebuilding activity will not start until next year.  This means time is on Governor Bollard’s side  
while he waits to see how material the unfolding slowdown in international economic growth will turn out to  
be and how much it might push export prices down.  Again, of critical importance should be the fact that  
there is spare capacity in the economy so the governor can allow at least a moderate period of above 
average economic growth before he starts to lean against it. 

The governor has called the 0.5% cut in the OCR in March an “insurance” cut (i.e. a proactive cut just in  
case things turn out nasty, but which should be reversed once the threat has passed).  He delivered similar  
insurance cuts in 2003 when the source of concern was negative international developments.  The 2003 
insurance cuts proved to be misplaced while  the governor was much too slow to reverse them, which 
ultimately necessitated much larger hikes in the OCR than would have been needed if he hadn’t delivered  
the cuts in 2003.  This experience might well be weighing on the governor’s mind, but the charts below 
show that the current situation is dramatically different to that which existed in 2003 and 2004.  
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The left chart above shows that Governor Bollard didn’t start hiking the OCR in January 2004 until after the  
number of consents for new dwellings was already well above historical average levels.  The right chart  
above shows that he waited until after existing house sales had already boomed before hiking in 2004.  The 
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left chart below shows that annual GDP growth had been running above the average or sustainable rate for 
a number of quarters before he hiked in 2004.  The right chart below shows that he let the unemployment 
rate get well below average before he hiked in 2004.  
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To his credit Governor Bollard is trying to be proactive now (i.e. reverse the 0.5% cut in the OCR in March  
before he has over stimulated the economy), but in my assessment there is no need for urgency.  My 
assessment is supported by the four charts above that show no smoking gun (i.e. an unemployment rate of  
6.5% currently versus under 4% in 2004; consents for new dwellings at 1,000 per month now versus well  
over 2,000 per month in 2004; house sales at under 5,500 per month now versus over 8,000 per month in  
2004; and annual economic growth at only 1.4% now versus 4-5% in 2004).  And the clouds are gathering 
on the horizon in the international economy.  

The lack of need for urgency is in part because the 0.5% cut in the OCR in March should not be called an 
“insurance” cut.   Yes, it  was delivered after the horrific 22 February Christchurch earthquake, which is  
largely  why is  had been defined as an “insurance”  cut  (i.e.  insurance against  the  fallout  from the 22 
February earthquake and subsequent large quakes having a significant negative impact on the economy).  
But the March cut was justified because economic growth was stagnating well before the first earthquake 
on 4 September and it should have been delivered much earlier.  In our August 2010 monthly economic 
report we argued that token OCR cuts were justified because the economy was stuffed.  When the RBNZ 
delivered the first of two 0.25% OCR hikes in mid 2010 economic growth had already come to an almost  
standstill (i.e. 0.23% growth in the 2010 June quarter).  The 0.5% cut in the OCR in March 2011 is better  
viewed as the reversal  of the two 0.25% hikes in mid 2010 than as insurance cut associated with the 
subsequent earthquakes.  This puts a very different perspective on the need to reverse the March cut.
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