Weekly Economic
Commentary.

What lies beneath? (Answer: Higher inflation and
interest rates).

With the Delta outbreak now well into its third month, we’re seeing an ongoing split in demand
across regions. However, under the surface, economic conditions have remained resilient. At
the same time, we’re seeing no let-up in the strong inflation pressures that have been bubbling

over in recent months.

It’s been a long three months, with ongoing Covid-related
activity restrictions resulting in challenging times for many
families and businesses. It’s been particularly tough for
those in upper North Island regions like Auckland, where
restrictions have been the most prohibitive and where retail
sales are still running close to 30% below pre-Delta levels.
However, Delta’s icy grip has been felt right across the
country, with many businesses in customer facing industries
like hospitality still struggling with significant reductions in
demand even in regions that are at Alert Level 2. And with
such a protracted outbreak, it’s no surprise that business
confidence has been slipping in recent months.

But while Delta has been a significant drag on some parts of
the economy, underlying economic conditions have actually
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remained fairly resilient. In fact, in areas outside of Auckland,
spending levels have continued to grind higher and are

now running around 5% above the levels we saw prior to

the outbreak.

That resilience in household spending appetites will be
welcome news for many retailers as we head into the holiday
shopping season. After a challenging few months, many
retailers are relying on a boost from pent-up demand. And
the early indications on this front are positive, with reports
that shoppers have already started heading back to stores
over the past week as restrictions on Auckland’s retail sector
have been relaxed. Trading restrictions are set to be eased
again next month when Auckland is expected to shift into the
Government’s new ‘traffic light’ system for managing Covid.
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And it’s not just the retail sector where we’re seeing signs

of firm demand. The outlook for construction activity
remains very strong, with a record 47,000 new dwellings
consented over the past year. We're also hearing reports

of firm demand in the manufacturing sector. And on top of
that, prices for many of our key commodity exports continue
to charge higher, with particular strength in the prices for
dairy products.

Putting this altogether, we expect a return to strong levels of
activity next year as health restrictions are gradually rolled
back. However, with firmness in domestic demand we also
expect that inflation pressures are going to remain intense.
Despite the dialling up of the Alert Level, recent months have
seen no respite in the strong imported cost pressures that
many businesses have been struggling with. Consistent with
that, nearly two-thirds of businesses have reported that they
intend to increase output prices over the next three months.
We’re forecasting that consumer price inflation will rise above
5% by the end of this year, and that it won’t return inside the
RBNZ’s target band until the end of 2022 at the earliest.

Against this backdrop of firm demand, as well as strong and
persistent inflation pressures, we’re expecting a series of
hikes from the RBNZ over the coming year, including a 25bp
hike at the upcoming November policy decision.

Given the strength of economic activity and inflation, financial
markets have been pricing in a chance that the RBNZ will
actually increase the OCR by 50bps in November. GDP growth,
inflation and the labour market have all proven to be much
stronger than the RBNZ had anticipated. But while such a
move isn’t out of the range of possible outcomes, we expect
that the ongoing risks around the health situation will prompt
the central bank to move in increments of 25 bps, though
those steps higher will come quickly over the next few years.

One key part of the economy where the resilience in demand
has been particularly evident has been the housing market.

Fixed vs floating for mortgages.

We expect the Reserve Bank to increase the OCR further at
its upcoming reviews, reaching a peak of 3% by mid-2023.

Based on these OCR forecasts, we think there is value

in extending fixed-rate terms as far out as three years.
Longer terms (out to five years) don’t offer additional value,
though they may be suitable for borrowers who value more
certainty in their repayments.

While sales are still a bit below the levels we saw prior to

the outbreak, prices have continued to charge higher. On a
nationwide basis, house prices rose 2.3% in October, and

are up 30% over the past year. Strength in prices has been
widespread, with prices in Auckland up a hefty 3.7% in
October, and prices in other regions also continuing to rise at
a brisk pace.

However, while the housing market has been resilient to date,
the real test will come over the next few years. We expect that
interest rates hikes from the RBNZ will take the OCR into ‘tight’
territory, and mortgage rates are already factoring in a similar
outcome. On top of that, the RBNZ has begun consulting on
the introduction of debt-to-income limits for borrowers, with
a tightening in lending regulations likely over the coming year.
Combined, those conditions are likely to see house price
growth slowing over the coming months and eventually giving
way to a period of modest declines.

REINZ house prices and sales
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The week ahead.

NZ GlobalDairyTrade auction, whole milk
powder prices
Nov 17, Last: +2.7%, Westpac: +2.0%

- We expect whole milk powder prices to lift at the upcoming dairy auction.
This lift would build on the circa 10% rise since the end of August.

- Our pick is more modest than futures market pricing, where a circa 4% lift
is expected.

- Recently, soft global supply has been translating into higher global dairy
prices. Notably, New Zealand production has started the season on the
back foot, with production down 3.1% on a season to date basis.

NZ Q4 Survey of expectations

Nov 18, Two year ahead inflation expectations, Last:
2.27%

- We expect the RBNZ’s latest survey will show that inflation expectations
have continued to push higher in recent months. The survey comes hot on
the heels of the much stronger than expected September quarter inflation
result. Recent months have also seen firm indications for domestic
activity and widespread reports of ongoing cost pressures.

- We expect a lift in inflation expectations across all key horizons. Notably,
the closely watched 2-years ahead measure has already risen above
the RBNZ’s 2% target, and we expect it will take another step higher
this quarter.

- We already expect the RBNZ will increase the cash rate at its November
policy meeting. However, a strong rise in inflation expectations would
reinforce the case for faster rate increases over 2022.

Aus Oct Westpac-MI Leading Index
Nov 17, Last: -0.5%

- The six-month annualised growth rate fell into negative territory in Sep as
the full impact of delta lockdowns showed through locally - marking the
first below trend read in 2021.

- The Oct read will include a mixed bag of component updates: sentiment-
related measures improving, particularly expectations around the labour
market, and commodity prices a touch firmer in the month in AUD terms
but dwelling approvals continuing to track lower. Being a six-month
annualised growth rate, the headline measure is likely to remain weak as
it cycles delta lockdown effects.

Whole milk powder prices
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The week ahead.

Aus Q3 Wage Price Index (WPI)

Nov 17, Last: 0.4%, WBC f/c: 0.5%
Mkt f/c: 0.6%, Range: 0.4% to 0.8%

- The WPI lifted 0.4% in Q2, significantly less than Westpac’s forecast of
0.7% and the market’s 0.6% estimate. This moderation followed two
consecutive increases of 0.6% which was in response to the two softest
quarterly increases in the history of the series. The annual rate lifted from
1.5%yr to 1.7%yr, 0.2ppt stronger than a year earlier.

- Apart from a few isolated examples of skills shortages placing pressure
on market rates, wage inflation was best described as subdued. Some
employers revisited wage reviews postponed during the pandemic
with the Q2 gain partially underpinned by the return of regular
scheduled increases. But the increase was still only just on par with the
pre-Covid pace.

- During Q3 there were the further disruptions of lockdowns particularly in
NSW, Vic and ACT. However, the labour market remained particular tight
SO pressure on a wage recovery remains. Our 0.5%qtr forecast will lift the
annual pace to 2.2%yr.

Au underutilisation and private wages
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New Zealand forecasts.

Economic forecasts

2021
% change Jun (a)
GDP (Production) 2.8
Employment 1.0
Unemployment Rate % s.a. 4.0
CPI 1.3
Current Account Balance % of GDP -3.3

Quarterly Annual
2022
Sep Dec Mar 2019 2020
-5.5 4.5 2.2 2.4 -2.1
2.0 0.2 0.1 1.2 0.6
3.4 3.6 3.6 4.0 4.8
2.2 0.6 0.8 1.9 1.4
-3.9 -4.4 -4.2 -2.9 -0.8

Mar-22

2021f
47
3.8
3.6
5.1
-4.4

2022f
4.8
0.3
3.5
2.7
-5.2

Financial forecasts Dec-21
Cash 0.75
90 Day bill 0.95
2 Year Swap 2.30
5 Year Swap 2.60
10 Year Bond 2.70
NZD/USD 0.71
NZD/AUD 0.95
NzD/JPY 79.5
NZD/EUR 0.60
NzZD/GBP 0.51
TWI 74.6

2 year swap and 90 day bank bills
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NZ interest rates as at market open on 15 November 2021

Interest rates Current Two weeks ago
Cash 0.50% 0.50%
30 Days 0.73% 0.59%
60 Days 0.79% 0.70%
90 Days 0.85% 0.80%
2 Year Swap 2.31% 2.26%
5 Year Swap 2.68% 2.63%

Jun-22 Sep-22 Dec-22 Mar-23 Jun-23 Dec-23
1.50 2.00 2.25 2.50 2.75 3.00
1.90 2.20 2.45 2.70 2.95 3.10
2.75 2.90 2.95 3.00 3.00 2.90
2.95 3.05 3.10 315 315 3.0
2.85 2.90 3.00 3.00 3.00 2.95
0.73 0.74 0.74 0.74 0.74 0.73
0.95 0.95 0.95 0.94 0.93 0.94
82.5 83.6 84.4 84.4 85.1 84.7
0.61 0.63 0.63 0.63 0.64 0.63
0.52 0.52 0.52 0.53 0.53 0.53
75.9 76.6 76.4 76.3 76.0 75.3

NZD/USD and NZD/AUD
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NZ foreign currency mid-rates as at 15 November 2021

One month ago

0.50%
0.53%
0.61%
0.70%
1.65%
2.05%

Exchange rates Current Two weeks ago
NZD/USD 0.7047 0.7159
NZD/EUR 0.6155 0.6195
NZD/GBP 0.5251 0.5229
NZD/JPY 80.26 81.70
NZD/AUD 0.9621 0.9532
TWI 7513 75.94

One month ago

0.7063

0.6090
0.5137
80.68
0.9525
75.20
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Data calendar.

Mon 15
Nz Oct BusinessNZ PSI
Sep net migration
Aus RBA Assistant Governor Economic
Chn Oct retail sales %oyr
Oct retail sales YTD %yr
Oct industrial production YTD %oyr
Oct fixed asset investment ytd %oyr
Eur Sep trade balance €bn
UK Nov Rightmove house prices
us Nov Fed Empire state index
Tue 16
Aus RBA minutes
RBA Governor Lowe speaking
Eur Q3 GDP
UK Sep ILO unemployment rate
us Oct retail sales
Oct industrial production
Sep business inventories
Nov NAHB housing market index
Fedspeak
Wed 17
Nz GlobalDairyTrade auction
Aus Oct Westpac-MI Leading Index
Q3 wage cost index
Eur Oct CPI (final)
UK Oct CPI
us Oct housing starts
Oct building permits
Fedspeak
Thu 18
NZ Q4 RBNZ inflation expectations (2yrs)
Aus RBA Assistant Governor Economic
us Initial jobless claims
Nov Phily Fed index
Oct leading index
Nov Kansas City Fed index
Fedspeak
Fri 19
UK Nov GfK consumer sentiment
Oct retail sales
us Fedspeak

Last

46.9
353
4.4%
16.4%
11.8%
7.3%
1.1
1.8%
19.8

2.2%
4.5%
0.7%
-1.3%
0.6%

2.7%
-0.5%
0.4%
0.8%
0.3%
-1.6%
-7.7%

2.27%
267k
23.8
0.2%

Market
median

2.2%
4.4%

1.1%
0.8%
0.6%

0.6%
0.8%
0.8%
1.3%
2.8%

260k
22.0
0.8%

Westpac
forecast

2.0%

0.5%

Risk/Comment

Expected to lift as restrictions in Auckland were eased.
Set to remain low due to the continued border closure.
Appearing Parliament (Tax & Revenue Committee).
Services PMI was promising, but delta cases built over...

... month, creating risks for consumption.

Supply issues & power outages to slow production growth.
Regulatory changes to put pressure on investment.
Surplus has narrowed through 2021.

House price growth approaching 2020 peak of 6.6%.

To provide a timely update on NY manufacturing sector.

Colour around possible timing of initial RBA rate hike.
Recent Trends in Inflation, to ABE.

+ve outlook with high vaccination rates & supportive policy.
Economic recovery to gradually reduce unemployment.
Expected to lift as demand evens for goods and services.
Conditions volatile given supply and delta risks.

Should build as supply chain allows.

Stable at high level in 2021.

Barkin, Bostic, George and Daly.

Soft global supply is translating into higher global dairy prices.

Too early for delta reopening to show through in a big way.
Despite a robust labour market wage gains will be gradual.
Energy prices account for half of overall inflation.

Supply chain constraints and recovery demand to lift CPI.
Expected to reverse some of Sep’s losses...

... as a result of robust underlying demand.

Bowman, Mester, Waller, Daly, Evans and Bostic.

Expected to take another step higher this quarter.

Luci Ellis, speaking at CEDA, online.

Gradual downtrend continuing.

To offer a gauge of varied business conditions in the region.
Momentum to pick up after a soft result in Sep.

Record high suggests +ve manufacturing outlook for region.
Bostic, Evans and Daly.

Fuel shortages hurt sentiment, but well above 2020 lows.
Demand for services weighing on goods retail.
Clarida to speak on global monetary policy. Waller too.
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International forecasts.

Economic Forecasts (Calendar Years) 2017 2018 2019 2020 2021f 2022f
Australia

Real GDP %yr 2.4 2.8 1.9 -2.4 3.0 5.0
CPI inflation %oyr 1.9 1.8 1.8 0.9 3.0 2.5
Unemployment rate % 5.5 5.0 5.2 6.8 4.9 3.7
Current account % of GDP -2.6 -2.1 0.7 2.7 4.4 1.8

United States

Real GDP %yr 2.3 3.0 2.2 -3.5 5.6 4.0
CPl inflation %yr 2.1 2.4 1.9 1.2 4.5 31

Unemployment rate % 4.4 3.9 3.7 8.1 5.4 4.2
Current account % of GDP -2.3 -2.3 -2.6 -2.5 -2.4 -2.4
Japan

Real GDP %yr 1.7 0.6 0.3 -4.8 2.3 2.7
Euro zone

Real GDP %yr 2.6 1.9 1.3 -6.6 4.9 4.4

United Kingdom

Real GDP %yr 1.7 1.3 1.4 -9.9 6.7 5.5
China
Real GDP %yr 6.9 6.7 5.8 2.3 8.5 5.7

East Asia ex China

Real GDP %yr 4.7 4.4 3.7 -2.4 3.8 4.9
World
Real GDP %yr 3.8 3.6 2.8 -3.3 5.4 4.6

Forecasts finalised 5 November 2021

Interest rate forecasts Latest Dec-21 Mar-22 Jun-22 Sep-22 Dec-22 Mar-23 Jun-23

Australia

Cash 0.10 0.10 0.10 0.10 0.10 0.10 0.25 0.50 0.75
90 Day BBSW 0.04 0.07 0.10 0.15 0.20 0.40 0.65 0.70 0.95
10 Year Bond 1.79 1.95 2.05 2.15 2.25 2.30 2.30 2.30 2.30

International

Fed Funds 0.125 0.125 0.125 0.125 0.125 0.375 0.625 0.875 0.875

US 10 Year Bond 1.56 1.75 1.90 2.00 2.10 2.20 2.25 2.30 2.30

Exchange rate forecasts Latest Dec-21 Mar-22 Jun-22 Sep-22 Dec-22 Mar-23 Jun-23

AUD/USD 0.7286 0.75 0.76 0.77 0.78 0.78 0.79 0.80 0.78
USD/JPY 14.26 n4 15 15 15 16 16 n7 n7
EUR/USD 11439 118 118 118 117 117 1.16 1.16 115
GBP/USD 1.3364 1.38 1.39 1.40 1.41 1.4 1.40 1.40 1.39
USD/CNY 6.3962 6.35 6.30 6.25 6.25 6.20 6.20 6.15 6.10
AUD/NZD 1.0403 1.06 1.06 1.05 1.05 1.05 1.07 1.08 1.07
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Contact the Westpac economics team.

Michael Gordon, Acting Chief Economist
@ 6493365670

Satish Ranchhod, Senior Economist
@ +64 93365668

Nathan Penny, Senior Agri Economist
@ 6493489114

Paul Clark, Industry Economist
@ 6493365656

Gregorius Steven, Economist
@ 16493673978

Any questions email:
® economics@westpac.co.nz
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