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Economic Update
Subdued for now

Preview of NZ Consumers Price Index — Q4 2009

e We expect the Q4 CPI to decline by 0.2% qoq, bringing annual inflation to 1.9%
e Driven by the retracement in vegetable prices from previous quarter’s weather-affected strength

e We expect this easing in inflation to be short-lived

Falling food prices are expected to drive a 0.2% decline in Q4 CPI, thus bringing annual inflation to 1.9%.
Leaving aside this volatile component, CPI is expected to have increased 0.2% for the December quarter.
This reflects our expectations that inflation will be subdued in the near term. A large part of this easing in
inflation can attributed to a decline in tradable inflation given strength in the NZ dollar over the second half of
2009, such that we expect tradable inflation to have declined by 1.0% in Q4. In addition, we expect an
increase in non-tradable inflation of only 0.4% in Q4 given evidence of excess capacity in early 2009.

Beyond Q4, more recent surveys of businesses point to a building up of inflation pressures. Over the past
year firms have cut back on investment, which likely exacerbated the recent reported drop in spare productive
capacity. Furthermore, inflation expectations ticked up in the December quarter.

In its December MPS, RBNZ expressed concern at the lack of disinflation in the non-tradable sector during
the recession. Hence it will be wary of the potential for rising inflation pressures to build up beyond 2010 as
the global recovery gets underway. We continue to expect the RBNZ to increase the OCR by 50 basis points

at the April OCR Review.
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Expectations: annual inflation rate should fall in near-term

The NzZ Q4 CPI will be released at
10:45am on Wednesday 20 January.

We expect a 0.2% qoq decline, which
would bring annual inflation to 1.9%.

The market median expectation is 0.0%
goq, and 2.1% yoy.

The RBNZ's December MPS forecast was
-0.2% qoq and 2.0% yoy (with the
difference to our forecast being in

its view.
[Review of Q3 CPI]

in the housing component.
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General Advice Warning

As this report was prepared without taking into account your objectives, financial situation or particular needs, you should not take any
action in reliance of this report without considering your particular circumstances and, if necessary, obtaining professional advice.


http://reports.asb.co.nz/report/article/3393/20/0/q3-cpi-review-fees-fuel-inflation.html
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Easing in non-
tradable inflation
expected to be
short-lived

...as capacity
pressures begin
to emerge

Stimulus to start
being withdrawn
soon given 2011
inflation outlook

Brief easing in non-tradable inflation

While we expect an easing in non-tradable
inflation in Q4, we do not expect non-tradable
inflation to remain low beyond early 2010. As
the RBNZ noted in the December MPS, non-
tradable inflation has been surprisingly
persistent through the recession. In particular,
the decline in construction costs was muted
given the extent of the contraction in the
building sector. Business surveys in recent
months have shown a rebound in building
activity, with pricing intentions in the sector
almost rising back to pre-recession levels in
recent months. As such we expect a modest
rebound in construction costs over the coming
year. In addition, rental inflation is expected to
lift in light of population growth which will
underpin demand for housing.

Outside of housing, the lingering effects of
excess capacity earlier in 2009 will likely weigh
on non-tradable inflation in Q4. However, there
are signs this excess capacity has been
diminishing. The December quarter NZIER
QSBO showed a rebound in capacity utilisation.
While this measure has been volatile over
recent quarters as a result of sporadic activity in
the primary sector, overall capacity utilisation
has been edging up over 2009.

The increase in difficulty finding staff also points
to a tightening in the labour market, thus
suggesting wage pressures will emerge over
2010. There was evidence of labour hoarding
throughout the recession, with the adjustment
occurring largely through very weak wage
growth. We expect wage growth to pick up as
firm profitability improves over the coming year.

Meanwhile, the substantial cut-backs to
investment in 2009 is likely to place resource
pressures on firms as they increase output in
response to a recovery in demand.

Turning to tradable inflation, we expect the
strength in the NZ dollar over the second half of
2009 to weigh on tradable inflation over much of
2010. Beyond that, we expect the depreciation
in the NZ dollar to push up the price of imported
goods, thus underpinning tradable inflation.

Overall, we expect headline inflation to remain
in the top half of the target band from the
beginning of 2011.

gpc
35

3.0

2.5

2.0

154

1.0

0.5

0.0 4

-0.5 4

-1.0
Mar

Index

0.95

0.83

%
8

NBBO & CONSTRUCTION
COSTS

index

80

CPI constructio
costs

Construction
pricing intentions,
dv 3 months (right)

Sources: Stats NZ,ASB,ANZ

70
60
50

-30

-2000 Mar-2003 Mar-2006 Mar-2009

SUPPLY CONSTRAINTS N

Difficulty finding staff

Capacity utilisation

Source: NZIER

Mar-92 Mar-96 Mar-00 Mar-04 Mar-08

BREAKDOWN OF NZ INFLATION

et %
60

-60

%
8

Non-tradable CPI

Headline CPI

Source: Stats NZ, ASB forecasts

Jun

-00 Jun-02 Jun-04 Jun-06 Jun-08 Jun-10

Implications: RBNZ will be wary of inflation pressures building up

Annual inflation will look well behaved over 2010, influenced by the lingering impacts of
recession (as well as reversal of food price increases). But the recession didn’t dent inflation
as much as would normally be expected and some of the disinflationary forces are already
starting to unwind. The tide of underlying inflation pressures will begin turning as the
economy continues to gradually recover. Over 2011 inflation is likely to once more reside in
the top half of the inflation target band. Against that outlook, the RBNZ will need to start
reducing monetary stimulus relatively soon — we continue to expect a 50bp lift in April. Even
then stimulatory short-term rates are likely to prevail into early 2011, still providing support to

the economy during much of the tightening cycle.




NZ CPI Preview Q4 2009 /
15 January 2010 AS B

Some background to the data.

CPI the key The Consumer Price Index (CPI) measures the weighted average price change of a fixed
inflation rate basket of goods and services, which represents the average expenditure pattern of New
measure. Zealand households. The CPI is one important measure of inflation, and is often used in

wage and rent reviews. The CPI is also used by central banks as a target for control of
inflation. The Reserve Bank of New Zealand (RBNZ) currently has a target of keeping CPI
increases within 1-3% per annum on average over the medium term. Hence, the RBNZ
monitors potential impacts on the CPI very closely.
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DISCLAIMER

Views expressed in this report are those of the authors as at the date of this report and are based on information and sources believed but not
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