19 April 2010

Inflation Defies Recession

We pick 0.6% for Q1 CPI — on consensus but above
RBNZ’s 0.3%

Consumer confidence edging lower

Credit aggregates remain in the mire

Concern over sustainability of tourism improvement
Australian magnetism for NZ workers increases

All eyes this week will be on tomorrow’s CPI outturn.
It's all well and good pontificating on the health of the

New Zealand economy, as defined by its growth indicators,

but for the Reserve Bank, at least, the real concern is how
the economy’s progress translates into inflation.

From our perspective, inflationary pressures are currently
well contained. When you have as much spare capacity
in an economy as New Zealand currently has, it's really
difficult for sellers to raise prices. And while the

New Zealand dollar’s fall from its peaks has been
unhelpful, in an inflationary sense, the decline has

been far from dramatic.

Be that as it may, inflation is far from dead and buried.
Indeed, it concerns us that, despite having been

through one of the nastiest recessions in many years,
annual inflation only fell to 1.7% at its low point back in
September 2009. With growth pushing higher, this must
leave the central bank anxious about the way ahead.

This anxiety will be compounded with what now looks

to be an inevitable hike in GST, which will see annual
headline inflation approach 5.0%. If this feeds into
inflation expectations then actual inflation further out into
the future could well be pushed higher than otherwise
justified by economic fundamentals. Look for Alan Bollard
to be wheeled out with gay abandon towards the end of
year as he tries to ensure these expectations are well and
truly capped. Keep an eye out for the Reserve Bank's
inflation expectation series, published quarterly, to see
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how Dr Bollard fares on this front. The two-year-ahead
series is of most importance in this regard. And be aware,
also, that the Bank itself puts some weight on this series.

It won't help expectations if we are correct about the
outturn for the CPI this week, where we are picking a
0.6% increase in the headline index. This would take
annual inflation to 2.3%, its highest since March 2009.
Moreover, we are expecting another 0.7% for June.

Our view is on consensus though, interestingly,
significantly above the Reserve Bank's 0.3% forecast.

The comparison is a bit unfair as we suspect that
developments post the publication of the Bank's forecasts
will also have had it thinking of a higher number.

That aside, the important thing to note here is that the
RBNZ's 0.3% pick is consistent with it tightening June
or July. A number such as we are forecasting would tend
to pull more towards a June start, all other things being
equal. A number significantly higher than our own pick
would certainly weigh heavily on sooner rather than later.

By our reckoning, the biggest contributions to the March
quarter outturn will come from rising fuel and food costs.
We estimate that petrol prices rose around 7.5% for the
quarter and food prices around 1.0%. Look also for the
excise hike on cigarettes and tobacco, higher car prices,
the normal annual reset in education costs and the
ongoing, albeit modest, pressure from the housing sector.

In contrast, there are a number of seasonal items that
tend to fall in price this quarter including clothing,
footwear and international air transport, which should
keep a cap on the overall number.

While CPI will be the “big” indicator for the week, there
are other partials worthy of a look. On Thursday the
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ANZ-Roy Morgan consumer confidence index makes an
appearance. It's been drifting lower over the last couple
of months and we wouldn't be surprised if it edged a
tad lower again. Still, the overall reading is likely to be
around the 120 mark which would tend to suggest that
retail spending should pick up a head of steam as the
year progresses.

The other indicator of household spending growth to be
released during the week is credit card billings for March
on Friday. We are looking for a bounce in March retail
sales and this was supported by recent Electronic Card
Transactions Data. Accordingly, we would expect to the
billings data move in a similar direction.

Last but not least will be Friday’s migration data. We are
looking for evidence that the stronger Australian economy
is starting to have a bigger impact on New Zealanders
headed offshore for employment. This is expected to see
the positive impact on growth from net migration abate
over the next twelve months. Meanwhile, our expectation
is that March tourist inflows will look fairly good when
compared with the previous March. Annual growth over
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the last three months has averaged 5.2%. Of course
the increase in outflows may match this, offsetting the
positive GDP impact of the inflows.

Tourism inflows should, in theory, improve over the year
as global growth picks up but anecdotal evidence on
forward bookings for the industry looks very weak, so
we remain cautious in our optimism for the sector.
More generally, don't forget that April travel data could
be significantly adversely affected by the Icelandic
volcano with an unpronounceable name.

Of course, we've already had one piece of data out this
morning — that was the BNZ-sponsored Performance of
Services Index. This was a welcome start to the week

with the index climbing to 57.3 from its shabby 47.1 a year
earlier. A close look at the entrails of these data reveals a
service sector that is relatively confident that the way
ahead is brighter. In this vein, it fits with our own view
that economic growth through 2010 will approach 3.0%.

stephen_toplis@bnz.co.nz
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Domestic Interest Rates

New Zealand interest rates pushed a little lower last

week as weak data and a continued lack of payside
interest combined to lower yields somewhat. The major
piece of data on the week was a weak retail sales number,
which came in at -0.6% vs an expectation of +0.2%.

That saw a small rally in the front futures contract and

has left the OCR pricing a 50% chance of a 2bbp hike

for the June meeting, then 25bp per meeting through to
the end of 2010.

The bond market rallied somewhat on the week with a
larger tender than in recent times issuing $250m of 2021
bonds. We are now trading towards the bottom of recent
ranges and with continued issuance it seems unlikely

we will be able to follow offshore moves too far. The key
piece of data on the week will be tomorrow’'s Q1 CPI
number, which may provide some clues to the OCR
announcement next week.

90 day 11/11 12/17 | 2yr swaps (10yr swaps| 2yr/10yr
bills NZGS NZGS sla sla swaps(bps)
9-Apr-10 2.67% 3.76% 5.70% 4.24% 5.88% 164
16-Apr-10 2.68% 3.73% 5.66% 4.21% 5.86% 165
Change (bps) 1 -3 4 -3 2 1

Reuters pgs BNZL BNZM

The swaps market was somewhat whippy on the week
with a strong flattening bias early being reversed by
steepening later in the week. The carry on the 2-yr swap
suggests that it should sell off by roughly 2.75bp per

week to be pricing the same track for the OCR, which
indicates how far we have in effect rallied while treading
water around the 4.20% level in 2-yr. The outright levels
still seem to be good value to pay from here, but fresh
paying interest is probably required for a significant sell off.

nick_webb@bnz.co.nz
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Interest Rate Technicals

NZD 5yr Swap Rate

Outlook: Higher
ST Resistance:  5.50%
ST Support: 5.03%

We are likely in a fairly tight range but we look for support
at 5.03% to hold and a gradual move higher towards
5.50% resistance, en route 5.85%.
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NZ 2yr-5yr Swap Spread (yield curve)
Outlook: Rangebound
MT Resistance: +122
MT Support: +92
The trendline from mid 09 has been broken suggesting

a near-term steepening. However expect resistance at
+122 to hold.
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Foreign Exchange Market

The NZD was the weakest performing currency last week.
Having spent most of the week trading inside a relatively
tight 0.7090-0.7180 range, a spike in risk aversion on
Friday dragged NZD/USD below 0.7080.

After starting the week at 2V2 year highs above 76%, our
risk appetite index (which has a scale of 0-100%) slumped
to 70% on Friday. Risk aversion skyrocketed after fraud
charges were filed against US banking giant Goldman
Sachs for its marketing of sub-prime debt securities.
Global equities plunged 1.1-2.0% in the wake of the news
such that the MSCI World Equity Index ended the week
down 0.1%, scuppering a six week rally. The more
uncertain global backdrop also took a toll on commodity
prices — the CRB index (a broad measure of commodity
prices) slipped 1.2% on Friday.

Against a backdrop of sliding equities and rising risk
aversion, investors sold “risk-sensitive” like the NZD in
favour of “safe-haven” currencies like the USD and JPY.
NZD/JPY slipped from above 66.40 to nearly 65.20, and
NZD/USD skidded below 0.7080.

Last week’s local data was anything but NZD supportive.
February's decidedly lacklustre retail sales data and the

Reuters pg BNZWFWDS

generally soft REINZ March housing report questioned
the pace of NZ's recovery, providing another excuse for
the RBNZ to delay policy tightening — if it was looking
for it. It seems markets are also conscious of this risk;
traders now price just a 50/50 chance of a 25bps rate
hike in June.

For this week, Tuesday’s Q1 CPI stands out as the
highlight of an otherwise quiet data week. We are
looking for a 0.6%q/q increase, which would set annual
CPl inflation at 2.3%, from 2.0%. The RBNZ had 0.3%
in its March MPS. While this seems a fair reflection of
the underlying pulse, we're conscious of the headline
result being an upside nuisance for the Bank.

While an above expectations result from Tuesday's
CPI could see the NZD/USD retest resistance towards
0.7150, we suspect the more cautious global backdrop
will keep the NZD under pressure early in the week.
Initial support is eyed towards 0.7000. A convincing
break through this level would open up 0.6960 as the
next key support level.

mike_s_jones@bnz.co.nz

Foreign Exchange Technicals

NzZD/USD

Outlook: Consolidation

ST Resistance:  0.7150 (ahead of 0.7220)

ST Support: 0.7000 (ahead of 0.6960)
The rejection of 0.7160 suggests we are in for more range
trading in the near-term. A convincing break below 0.6960
would confirm the emergence of a new downtrend.
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NzD/AUD

Outlook: Consolidation

ST Resistance:  0.7770 (ahead of 0.73805)

ST Support: 0.7615 (ahead of 0.75b5)
The failure to sustain dips below 0.7600 suggests
downward momentum is fading. A daily close above
0.7770 would indicate the downtrend has run out
of steam.
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Key Upcoming Events

Forecast Median Last Forecast Median Last
Monday 19 April Thursday 22 April
US, Leading Indicator, March +05% +0.1% US, Existing Home Sales, March 5.25m 5.02m
Tuesday 20 April US, PPI ex-food/energy, March y/y +0.9% +1.0%
Nz, CPI, Q1 +0.6%  +0.6%  -0.2% Can, BOC Qtly Policy Report
Aus, RBA Minutes, 6 Apr Meeting Friday 23 April
UK, CPI, March y/y +3.1% +3.0% NZ, External Migration, March s.a. +1,060
Jpn, Tertiary Industry Index, February -1.0% +2.9% NZ, Credit Card Billings, March -0.3%
US, Bernanke/Geithner Testify, Re Lehman's Aus, Stevens Speaks, Economic Conditions
Germ, ZEW Sentiment, April +45.1 +44.5 Aus, Terms of Trade, Q1 +2.7%
Germ, PPI, March y/y -1.8% -2.9% Jpn, All Industry Index, February -1.6%  +3.8%
Can, BOC Policy Announcement 0.25% 0.25% 0.25% UK, Retail Sales vol., March +0.6% +2.1%
Wednesday 21 April UK, GDP, Q1 1st est +04%  +0.4%
Aus, Westpac Leading Index, February +0.2% US, Durables Orders, March +0.2%  +0.9%
UK, BOE Minutes, 7/8/ Apr Meeting US, New Home Sales, March 325k 308k
UK, Unemployment Rate (ILO), February 7.8% 7.8% Euro, Industrial Orders, February +1.0% -1.6%
Thursday 22 April Germ, IFO Index, April 98.7 98.1
NZ, ANZ-RM Consumer Confidence, April 121.8 Sunday 25 April
Jpn, Merchandise Trade Balance, March +¥991b  +¥650b NZ, ANZAC Day
Euro, PMI Manufacturing, April 1st est 56.7 56.6 Monday 26 April
Euro, PMI Services, April 1st est 54.4 54.1 Aus, Holiday, ANZAC Day (observed)
Historical Data
Today Week Ago Month Ago Year Ago Today Week Ago  Month Ago  Year Ago
CASH & BANK BILLS FOREIGN EXCHANGE
Call 2.50 2.50 2.50 3.00 NzD/USD 0.7073 0.7169 0.7066 0.5686
1 mth 2.62 2.60 2.58 3.22 NZD/AUD 0.7672 0.7659 0.7717 0.7857
2 mth 2.65 2.64 2.63 3.23 NZD/JPY 65.06 66.83 63.95 56.38
3 mth 2.69 2.70 2.62 3.06 NZD/EUR 0.5248 0.5264 0.5219 0.4360
6 mth 2.88 2.89 2.84 3.00 NZD/GBP 0.4625 0.4644 0.4701 0.3846
GOVERNMENT STOCK NZD/CAD 0.7184 0.7201 0.7176 0.6897
1111 372 377 372 3.66 Wi 65.60 66.17 65.45 56.71
04/13 452 457 453 4.34
04/15 5.14 5.21 5.11 4.79
12/17 5.65 5.72 5.60 5.24 NZD Outlook
05/21 5.92 6.01 6.53 - ™wi New Zealand Dollar NZD/USD
CORPORATE BONDS " Ficasts [ oo
BNZ 09/10 3.41 3.39 3.41 4.41 ™1 o
BNZ 05/15 6.53 6.52 6.38 6.99 70 { 070
GEN 03/14 6.45 6.46 6.45 7.09 o6 4 0,66
GEN 03/16 7.13 7.13 7.07 7.65 062
TRP 12/10 3.71 3.74 3.79 4.76 62 058
TRP 06/20 7.1 7.1 7.12 7.52 58 NZDTWI 054
SWAP RATES 54 050
0.46
2 years 4.20 4.25 4.18 3.68 0 NZDIUSD (rhs) oo
3 years 4.66 4.70 4.64 4.26
46 0.38
5 years 521 522 517 483 96 97 98 99 00 O1 02 03 04 05 06 07 08 09 10 11 12
10 years 5.85 5.88 5.86 5.49 Source: Bnz, RNz Monthly
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