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RODNEY’S RAVING 

Will low CPI inflation justify OCR cuts? 

EXECUTIVE SUMMARY 

Speculation that Governor Wheeler will cut the OCR this year is growing, fuelled mainly by the recent fall in 
CPI inflation to below the bottom of the governor's 1-3% medium-term target range.  Is "global deflation" at 
work and, if so, will it remain so?  Does high net migration mean labour cost inflation won't be a problem 
despite the prospect of robust economic and employment growth?  Will the fall in inflation expectations 
mean CPI inflation remains below the bottom of Governor Wheeler's target range? 

This Raving looks at inflation prospects from a range of perspectives.  I conclude that inflation is taking a 
breather for a range of good reasons but will return.  This has major implications for what borrowers should 
do, as covered in our Mortgage & Debt Strategy reports (see page 7 for info on these sharply-priced 
reports).  It has major implications for the OCR, the housing market, the exchange rate and economic 
growth, as covered in our various pay-to-view reports (visit www.sra.co.nz for info on these or contact me).   

This Raving reveals the shallowness of the analysis behind some of the calls for OCR cuts.  If you want 
quality, well-research and independent analysis forget the bank economists who are too inclined to mimic 
half-baked ideas emanating from the Reserve Bank.  To showcase the quality of our various reports, 
contact me if you would like to see a sample copy of any of our reports (rodney@sra.co.nz) and visit our 
website for info on the range of reports we offer (www.sra.co.nz).   
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The growing calls for OCR cuts  

 

Calls for OCR cuts are based on the view CPI 
inflation, having fallen well below the bottom of 
Governor Wheeler's 1-3% medium-term target 
range (adjacent chart), will remain too low if 
economic growth and inflation aren't boosted by 
cuts.  Based on the March forecasts, the Reserve 
Bank expects inflation to rebound to around the 
mid-point of the target range (blue line) without 
OCR cuts, with Governor Wheeler having stated he 
is targeting 2%.  But in the April Policy Assessment 
the governor stated that: 

"It would be appropriate to lower the OCR if 
demand weakens, and wage and price-setting 
outcomes settle at levels lower than is consistent 
with the inflation target."  

Source: http://www.rbnz.govt.nz/news/2015/ocr-unchanged-april-2015.html 

As covered in our pay-to-view reports, economic growth is strengthening rather than weakening, so the first 
of the governor's prerequisites for OCR cuts won't be met (i.e. "demand weakens").  However, could "wage 
and price-setting outcomes settle at levels lower than is consistent with the inflation target", because of 
"global deflation" or some other factors, even if economic growth remains robust?   

Inflation is dead.  Long live inflation. 

 

A good starting point for assessing inflation 
prospects is to look at the breakdown of CPI 
inflation between the tradable and non-tradable 
components that each make up approximately half 
of the CPI (adjacent chart).  Tradable goods and 
services are those that are exported or imported 
and for which the exchange rate and international 
prices play a major part in determining local prices.  
Non-tradable goods and services are those that are 
largely produced and consumed locally and for 
which local demand-supply conditions play the 
major part in determining prices.  The chart shows 
that most of the fall in CPI inflation has been due to 
tradable inflation turning quite negative, while non-
tradable has nudged lower but remains above 2%.   

Negative tradable inflation could mean "global deflation" is behind low NZ CPI inflation and some bank 
economists have at times partly pointed the finger at global deflation (i.e. falling global prices in general, as 
distinct from just falling commodity prices).  The real story is that three largely independent factors 
coincided and drove tradable inflation negative, while two of the three are already pointing to a rebound in 
tradable inflation (i.e. the exchange rate and the oil price). 

Between March 2009 and July 2014 the NZD appreciated 45% against NZ's major trading partner 
currencies (as measured by the TWI) and 67% against the USD (left chart below).  The right chart below 
shows a strong negative correlation between the annual % change in the NZD TWI and the annual % 
change in import prices measured in NZDs (i.e. the prices that filter through to local consumer prices).  
Between early-2009 and mid-2014 the appreciation in the NZD rather than global deflation drove down the 
NZD prices of imported goods and services, just as it made a negative contribution to the NZD prices of 
exported goods and services that feed into the CPI; although for export prices, international price behaviour 
was more important at times.  If global deflation was a significant factor, import prices should have fallen 
more than implied by the appreciation in the NZD, but this hasn't been the case.   
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With the NZD TWI currently down 6% on a year ago, the right chart below points to the prospect that import 
price inflation should soon be moderately positive.  Inflation is dead.  Long live inflation.  The extreme 
volatility in import price inflation that is largely due to the exchange rate explains much of the volatility of 
inflation in the tradable component of the CPI, including why it has been negative recently.  But there is 
more to the tradable inflation than just the exchange rate and more to the overall inflation story that 
includes, most importantly, prospects for non-tradable inflation (see pages 4-6). 

   

The more than halving of the oil price between June 2014 and March 2015 played a part in driving tradable 
inflation negative, reflected in a 15% fall in the petrol price component of the CPI that made a sizeable 
contribution to the negative tradable inflation over the last year.  But the oil price has rebounded 33% since 
March (left chart below).  The fall in export prices last year also played a small part in the trifecta driving 
down tradable inflation (right chart). 

   

As has happened every time tradable inflation has tumbled previously, it is inevitable that it will rebound at 
some stage and prerequisites for it becoming at least mildly positive have already occurred (i.e. the fall in 
the NZD TWI and some upside in the oil price).  In the case of export prices, they have taken to bouncing 
sideways rather than clearly heading higher or lower (right chart above), but they play a much smaller part 
in driving tradable inflation than do import prices, the oil price and the exchange rate.   

When tradable inflation will next head back above 2% is hard to say.  Who can accurately predict the 
exchange rate, the oil price and export prices?!  But it should become sufficiently positive in the not too 
distant future that overall CPI inflation heads back into the governor's 1-3% medium-term target range. 

I suspect the primary reason some of the bank economists are predicting OCR cuts is because they have 
been caught in the spotlight of the temporarily negative tradable inflation (i.e. they are excessively focused 
on what has occurred and have limited insight into what will happen, which isn’t unusual).  And they are 
ignoring that the volatile cycles in tradable inflation have little bearing on the medium-term inflation 
prospects Governor Wheeler is supposed to focus on.  Core to medium-term inflation prospects is non-
tradable or domestic inflation that remains above 2%. 
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Non-tradable inflation, migration and the labour market 

Maybe non-tradable inflation is where the miracle will occur and by the time tradable inflation experiences 
the inevitable rebound, non-tradable inflation will have headed below 2% and possibly much lower.  
Recapping, the non-tradable component makes up approximately half of the goods and services in the CPI 
and relates to goods and services that are largely produced and consumed in New Zealand.  Local 
demand-supply conditions are the key driver of non-tradable or domestic inflation, but one-off factors can at 
times have a significant temporary impact.   

 

For the average producer, labour costs are the 
single largest cost of production, so it makes sense 
there is a reasonably high correlation between non-
tradable inflation and annual inflation in average 
hourly earnings sourced from the Quarterly 
Employment Survey conducted by Statistics NZ 
(adjacent chart).  To better show the underlying 
relationship, the impact of the GST increase has 
been removed from non-tradable inflation.   

Some caution is warranted in interpreting the 
behaviour of hourly earnings inflation and most of 
the labour market indicators because they can be 
subject to quite a bit of random variation.  For 
example, it is common for hourly earnings inflation 
to experience temporary spikes and tumbles, so I 

am wary of reading too much into the recent fall in hourly earnings inflation. 

Labour cost inflation is central to non-tradable inflation prospects and there are some views floating around 
suggesting that labour cost inflation will remain low and could even head lower despite the prospect of 
reasonably robust economic growth: (1) the boost to labour supply from high net migration/immigration and 
the partly related increase in the percentage of the working age population participation in the labour force; 
and (2) low inflation expectations dragging down wage and salary inflation.  To meet Governor Wheeler's 
second precondition for OCR cuts (i.e. "wage and price-setting outcomes settle at levels lower than is 
consistent with the inflation target") labour cost inflation would have to head lower rather than just drift 
sideways.  These views warrant investigation to see if they are well-founded or unsubstantiated speculation 
of the sort the Reserve Bank and bank economists participated in the early-1990s and early-2000s when it 
was also argued - incorrectly - that inflation would remain low despite robust economic growth.  

There are a range of labour cost inflation measures and the one the Reserve Bank forecasts is the 
productivity-adjusted measure calculated by Statistics NZ (black line, chart below).  Effectively it measures 
labour cost increases in excess of those justified by productivity growth (i.e. the purely inflation part of 
labour cost increases that will drive up the cost of production per unit and encourage producers to put up 
prices).  There is a high negative correlation between the unemployment rate and adjusted labour cost 
inflation.  The highest correlation is with the unemployment rate leading by three quarters, which is reflected 
in the chart by the unemployment line being advanced or shifted to the right by three quarters. 

 

Based on the inverse relationship in the adjacent 
chart, the fall in the unemployment rate the Reserve 
Bank is predicting should result in more upside in 
labour cost inflation than the Reserve Bank is 
predicting (see the blue forecast lines in the 
adjacent chart).  A lower unemployment rate would 
give more bargaining power to employees and via a 
range of mechanisms they should extract larger pay 
increases.  But one of the low inflation views is that 
high net migration is solving the skill shortage 
problem to the extent it will stop the unemployment 
rate falling further despite strong employment 
growth and thereby short-circuit the link between 
GDP growth and labour cost inflation.  Add to this 
the view that recent low CPI inflation will depress 

-1

0

1

2

3

4

5

6

7

8

9

10

-1

0

1

2

3

4

5

6

7

8

9

10

Mar-90 Mar-94 Mar-98 Mar-02 Mar-06 Mar-10 Mar-14

CPI Non-Tradables & Hourly Earnings Inflation 
Annual % change 
Correlation = 0.71 

Earnings Inflation * 
Non-Tradables 

Inflation 
Excl. GST impact 

* Based on QES private sector hourly earnings  

2

3

4

5

6

7

8

9

10

11

12

-1

-0.5

0

0.5

1

1.5

2

2.5

3

3.5

4

4.5

Mar-90 Mar-94 Mar-98 Mar-02 Mar-06 Mar-10 Mar-14 Mar-18

Labour Cost Inflation & Unemployment Rate 
Correlation = -0.86 

Unemployment Rate 
Adv 3 qtrs 
right scale 

Labour Costs * 
LCI Adjusted 

left scale 

* Annual average % change. Prior to 1992 

Prevailing Wage Index adjusted for productivity 

RBNZ 
Mar-15 

Forecasts 



 

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. 

5 

inflation-linked pay increases and we have the basis for suggesting labour cost inflation could fall, although 
the inflation-linked impact will be short-lived if CPI inflation rebounds as I expect (see pages 2-3).  The 
migration-unemployment-low inflation view has several shortcomings. 

There is no consistent relationship between the unemployment rate and net migration (left chart below). 

A high proportion of immigrants coming into the country are in the 25-35 age bracket and this group has a 
higher than average propensity to participate in the work force.  This partly explains the increase in the 
"participation rate" shown in the right chart below (i.e. the percentage of the working age population wanting 
to work).  The latest spike in the participation rate has stopped the unemployment rate from falling despite 
strong annual employment growth (i.e. 3.2% based on the official numbers).  But the spike in the 
participation rate and the lack of downside in the unemployment rate recently will partly reflect random 
variations due to sampling errors that can have significant temporary impacts on these surveys, as is 
evident in the right chart below, especially in the case of the participation rate. 

   

More importantly, it is normal for robust employment growth to result in the participation rate increasing and 
the unemployment rate falling (see the reasonably high negative correlation in the right chart above).  Most 
of the increase in the participation rate since 2013 can be explained by normal cyclical behaviour.  If 
employment growth remains robust, the participation rate should head higher - subject to the likelihood of 
random variation - and the unemployment rate should head lower.   

The left chart below shows the inverse relationship between annual employment growth and the annual 
percentage point change in the unemployment rate; with no clear breakdown in the relationship (i.e. if 
employment growth remains high, the unemployment rate will most likely fall further).  The right chart below 
shows that annual growth in the volume of retail spending is a reasonably good leading indicator of annual 
employment growth (especially if we overlook the at times large random variation in reported employment 
growth).  The stronger growth in retail spending in the March quarter partly reflects a boost from Cricket 
World Cup spending, but the strength was much too broad-based to be attributed mainly the CWC, while it 
fits with the recent improvement in consumer surveys.  
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While the reported unemployment rate has stopped falling - again, this most likely partly reflects random 
variation in the survey - the NZIER survey of skill shortages has continued to nudge higher (red lines in the 
two charts below; right hand scales that show the net percentage of firms surveyed finding it harder to 
attract staff).  The left chart below shows the labour shortage survey to be a reasonably useful leading 
indicator of the private sector hourly earnings inflation that is of significant relevance to non-tradable 
inflation (i.e. the peak correlation of 0.66 is with the survey advanced or leading by five quarters, which is 
OKish but not fantastic).  The right chart shows the NZIER survey as a more accurate leading indicator of 
annual growth in total gross income, with a more respectable correlation of 0.78, but this time the peak 
correlation is with it only leading by one quarter.   

   

Unless economic growth magically slows significantly, it is hard to see how the unemployment rate won't 
fall further over the next year and result in skill shortages becoming more acute and a moderate labour cost 
inflation problem developing in 2016 and beyond.  The shortcoming with the view that high net migration 
will solve the labour shortage problem is that the stronger population growth resulting from high net 
migration is a key factor driving robust growth in consumer spending that will result in stronger growth in 
employment and downside in the unemployment rate (i.e. net migration will end up adding at least as much 
to labour demand as to labour supply, which even the Reserve Bank has acknowledged).  That is what the 
historical record shows and I can't see why things will be dramatically different this time around, although 
they could be a bit different at the margin.   

To me the case for expecting labour cost inflation to fall and result in lower non-tradable inflation is far-
fetched (i.e. almost as farfetched as the Reserve Bank's labour market forecasts were in the mid-2000s as 
highlighted in past Ravings).  Expecting robust economic growth not to result in further downside in the 
unemployment rate even with the aid of strong population growth is almost as farfetched, but maybe there 
could be an element of this.  But there is one more low inflation view. 

Will the fall in inflation expectations mean inflation stays low? 

 

Having worked at the Reserve Bank I have seen 
first-hand some of the mind games central bank 
economists play at times (i.e. promoting views that 
aren't supported by real world behaviour), while the 
bank economist are too inclined to mimic the views 
emanating from the Reserve Bank rather than 
undertake the analysis required to highlight the 
shortcomings.  In my assessment something of a 
mind game is being played currently regarding the 
role inflation expectations play in determining future 
inflation.  The blue line in the adjacent chart shows 
the Reserve Bank's survey of inflation expectations.  
Certainly, inflation expectations have fallen 
moderately recently, but will this have any bearing 
on future inflation? 
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The highest correlation between CPI inflation and the survey of inflation expectations is coincidental (i.e. 
inflation expectations generally increase and fall at the same time inflation increases and falls).  This 
suggests expectations reflect current inflation rather than have a bearing on future inflation.  This is 
consistent with the findings of work I did at the Bank of England in the 1980s that showed market inflation 
expectations in the major countries responded to changes in historical inflation rather than offered insights 
into future inflation.  The implication is that when tradable inflation turns positive again and drives up overall 
CPI inflation, inflation expectations will increase somewhat, just as occurred most recently when inflation 
temporarily increased in 2013.   

 

However, the current low CPI inflation will have 
some bearing on future inflation if it constrains 
inflation-linked pay adjustments.  The adjacent 
chart offers some support for this idea, with the 
highest correlation between annual inflation in 
private sector hourly earnings and annual CPI 
inflation being with the latter leading by two 
quarters.  The correlation is relatively low at 0.56 
and there is a somewhat higher correlation between 
hourly earnings inflation and NZIER's survey of 
labour shortages, with the survey suggesting a bit 
of upside potential for hourly earnings inflation (top 
left chart on page 6).  Low CPI inflation may 
temporarily dent labour cost inflation somewhat, but 
if this occurs this low inflation source will only be 

temporary if CPI inflation increases with tradable inflation (see pages 2-3).   

Ultimately, a tighter labour market should result in higher labour cost inflation and especially higher 
productivity-adjusted labour cost inflation.  A key consideration at the moment that will work counter to the 
low inflation views is that even if labour cost inflation falls somewhat, income growth will remain well above 
CPI inflation for a period (i.e. real income growth of the sort relevant to growth in the volume of retail 
spending and growth in employment will remain strong for a while). 

One angle I've not provided analysis of is growth in internet shopping and especially increased purchasing 
from overseas internet suppliers.  I have analysed this in the past in one of our pay-to-view reports and 
concluded that it has been a relevant issue at times (i.e. put downward pressure on local retail prices), but 
when I last crunched the numbers the impact appeared to have faded.  It will be of some ongoing 
relevance, although conceptually there should be an adjustment period over which this impacts, with much 
of this adjustment period potentially behind us, rather than it being a source of ongoing lower inflation. 

Implications for interest rates and what borrowers should do 

The analysis of inflation in this Raving has significant implications for what mortgage and corporate 
borrowers should do, with my views on these fronts reserved for clients of our Mortgage & Debt Strategy 
reports.  For more info on these sharply priced reports - $25+GST per report and $250+GST for an annual 
subscription to the monthly reports - visit our website (www.sra.co.nz) or contact me (rodney@sra.co.nz).  
Contact Denise (denise@sra.co.nz) if you want to sign up for these reports that are being supplied on a 
complimentary basis to clients of our other pay-to-view reports during 2015. 

These insights also have material implications for interest rate, the exchange rate and the housing market, 
as covered in our various pay-to-view reports.  Please contact me if you want more information on any of 
our regular pay-to-view reports, including a sample copy.  
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