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The economy in ten pics

¢ The ship appears to be turning, slowly

¢ Dairy cash, retail stirrings will help

¢ But conflict between future expectations and current reality remains
e Another 50bps cash rate cut awaited
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Chart 2: Turning point: expectations vs. reality — o
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The ship may now be turning, but it’s doing so slowly. A chasm Index Index
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Chart 3: Speed limits

Economic turning points are messy affairs. The many sectors
and regions making up the economy have varying leads and
lags to the broader cycle. Many are still doing it tough.

As an example, government consumption looks set to play
only a bit-part in the expected upturn as tackling a persistent
fiscal deficit remains the order of the day. The absence leaves
more of the heavy-lifting for the likes of exports, private
consumption, and investment.

Chart 4: Trading places

All the while the threat and risks of a global trade war
shroud the outlook. The share of NZ exports going to the
US has been increasing in recent years such that it now
(just) edges Australia as our 2" largest export market.
Meat, dairy, and wine are the largest components.

Alongside these direct exposures, it’s the indirect impacts
of trade disruptions on the global economy, and China in
particular, that may be the bigger risk for NZ. The share of
NZ exports bound for China has reduced, but it still takes
the equivalent of Australia and the US combined.

Chart 5: Spending stirs

So where is the impetus for a 2025 recovery? Given its
importance, household spending needs to be part of the
equation. And card spending figures indeed point to
households starting to thaw out their credit cards. Monthly
spend has now increased for five months straight.

The expected windfall from lower mortgage rates is a key
part of the swelling in spending appetites, even if most of
the cash flow impact is yet to hit. More retail pep can be
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likely ensure we don’t get carried away.
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Chart 6: Dairy freed

Dairy is another heavyweight sector heading in the right
direction. We recently lifted our Fonterra Milk Price
forecasts for this season and next to a healthy $10.00/kgms
and $9.50 respectively.

There’s a much higher on-farm cost structure to take
account of. But the boost to revenue is worth about $4%b
compared to last season. That’s equivalent to about 1% of
(nominal) GDP. The low and falling NZ dollar and improving
offshore pricing for meat and horticulture exports round
out an increasingly positive outlook for many of our primary
exports.

Chart 7: A tale of two islands

A strong house price tailwind has been a common feature
of past cyclical upturns. We think we’re in for a more
modest lift this time around.

National house prices have been trundling largely sideways
for 18 months. But, as ever, the average hides some of the
interesting stuff. House prices in Canterbury and Otago
have been rising for over 12 months. They’re up 5% and 6%
respectively from the mid-2023 cycle low, underlining the
more general outperformance of South Island economies.

Chart 8: Not at the peak yet

Indicators of labour demand appear to be stabilising. Prior
declines in monthly filled jobs have flattened off and hiring
intentions have crept back into net positive territory.
Perhaps firms are having another look at resourcing ahead
of some anticipated expansion this year.

It doesn’t mean the unemployment rate is about to turn
lower though. Growth in the labour supply is slowing on the
back of much reduced migration flows. But we think it will
be late in the year before the pace of jobs growth matches
supply. The unemployment rate is consequently expected
to rise further from this morning’s 5.1% Q4 read.
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Chart 9: Contained

A continued excess labour supply points to further slowing in
wage inflation this year. Figures out this morning showed
annual growth in the (private sector) Labour Cost Index cooling
to 3.0% in the final quarter of last year. We see it drifting down
to around 2.5% y/y by mid-2025.

CPl inflation is likewise seen as well contained overall,
notwithstanding the short-term wrinkles from a falling NZ
dollar and higher energy prices. Trade tensions ratchet up the
uncertainty around any sort of inflation projection. But the
overall picture still provides a green light for further interest
rate cuts.

Chart 10: Green light

We haven’t seen anything in the summer data flow likely to
prevent the Reserve Bank lopping another 50bps off the
Official Cash Rate this month. Markets price it as a near
certainty.

The RBNZ's guidance alongside the rate decision will be most
important for the rates outlook as it folds global trade
uncertainty, changes in US interest rate expectations and a
much lower NZ dollar into the mix. We continue to believe
the cash rate needs to fall to at least 3.0%, but acknowledge
the heightened uncertainties about pace and timing. It
sums to a view where short-term retail interest rates still
have reasonable downside, less so those for longer terms.

Mike Jones
Chief Economist

bnz_chief _economist@bnz.co.nz
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