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INFLATION SURPRISE UPS THE RISK OF
AN EARLIER RATE HIKE

e The stronger than expected 1.0 percent increase in the Q2 CPI
leave us in no doubt that the 2.5 percent OCR emergency setting
is on borrowed time.

e The various core measures were mixed, ranging from 0.5 percent
to 0.9 percent. But the fact is that with a headline inflation rate of 5.3
percent (and even with GST excluded it is above the top of the RBNZ’s
target band at 3.3 percent) and growth momentum picking up (from a
stronger base), the risks to the inflation outlook are skewed to the upside.

e There is no room for the RBNZ to absorb any more upside
surprises to inflation, or its medium term drivers. With inflation
expectations already at elevated levels, and recent evidence pointing to
less spare capacity in the economy than initially thought, we struggle to
see how the RBNZ’s June Monetary Policy Statement projections of
inflation heading towards 2 percent by early next year can be achieved.

e As such, a 2.5 percent OCR is looking increasingly inconsistent
with the inflation outlook. We are not overly hawkish on the outlook
for monetary policy, and acknowledge that the global situation remains
challenging. But the recent run of data confirms that the economic
recovery in New Zealand is on track, with inflation pressures starting to
emerge earlier than expected.

e Our central view is for a December hike. But an earlier move
cannot be ruled out. Indeed, strong upside surprise to upcoming
labour market data and inflation expectations survey could well
see a September hike becoming our central case.
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DATA WRAP

The Consumers Price Index (CPI) rose by 1.0
percent in Q2 2011, taking the annual rate of
headline inflation to 5.3 percent. The annual
rate is the highest since the 7.6 percent increase
recorded in Q2 1990, which included the rise in GST
from 10 to 12.5 percent on 1 July 1989. The
increase in the CPI was higher than market
expectations for a 0.8 percent quarterly increase,
and the RBNZ’s June Monetary Policy Statement
forecast of 0.7 percent.

Half of the increase in the CPI during the
quarter was driven by higher prices for food
(up 1.1 percent in the quarter), petrol (up 4
percent) and electricity (up 2.7 percent) — all
essential everyday items. Other strong upward
contributions came from higher domestic and
international airfares.
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Dec-08 -0.5 -2.1 . 0. 3.5
Mar-09 0.3 3.4 -0.4 3.4 0.7 3.5
Jun-09 0.6 4.0 0.8 4.8 0.5 3.4
Sep-09 1.3 51 1.6 6.3 1.0 4.1
Dec-09 -0.2 3.4 -0.5 2.3 0.1 4.3
Mar-10 0.4 3.0 0.1 1.7 0.5 3.8
Jun-10 0.2 1.9 -0.3 0.2 0.6 3.3
Sep-10 1.1 1.7 0.9 -0.1 1.2 3.0
Dec-10 2= 2.0 2.5 1.5 2.2 2.3
Mar-11 0.8 2.0 0.5 2.0 1.1 2.1
Jun-11 1.0 1.7 1.5 1.0 0.6 2.2
ANZ 0.8 51 0.8 4.8 0.8 585
RBNZ 0.7 5.0 = = = =
Market 0.8 51 - - - -
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Looking across the range of price changes, most
of the upside surprise in the CPI relative to our
expectations came from the higher airfares, and
less retail discounting than we had factored in.

While prices for whiteware (-0.6 percent) and audio-
visual & computing equipment (-2.2 percent)
continue to fall, other retail related prices recorded
stronger increases. Winter related products, which
were not included in the CPI in the last two quarters
but are included in Q2 (which is how Statistics NZ
treats seasonal items), have seen their prices pushed
higher by the GST increase.

On balance though, we detect signs that the
aggressive retail discounting of the past year
that has helped to hold tradable inflation lower
is coming to an end. Given the strong NZ dollar,
we could see further passthrough into retail prices to
come. But we suspect that with retail margins
already wafer thin, any passthrough from the
currency will be slower in coming, as firms seek to
rebuild margins.

The impact of the Christchurch earthquake was
apparent in the prices for the purchase of new
housing, which rose 0.9 percent in the quarter.
According to Statistics NZ, the increase was
influenced by rises for Canterbury and the rest of the
South Island. As the earthquake rebuilding effort
eventually gets going, this will only add further
upward pressure on this component. We also know
that higher premiums for house and contents
insurance are looming. These have not been evident
in today’s CPl number (dwellings insurance up 0.2
percent and contents up 0.4 percent) but we know
they are coming.

Another area worth watching is rents, which
rose by 0.5 percent in Q2, driven by rises in
Auckland. With housing shortages in Auckland set
to become worse given the low number of consent
issuance, further rental inflation look to be in the
pipeline.

The price level data also provided
disconcerting signs. The distribution of item-level
movements shows that the number of items that
rose in price (363 versus 340 in Q1), and the
percentage of the CPI they make up (66 versus 59
percent) increased. Downside price movements
were fewer. This will be concerning for the RBNZ.
As mentioned earlier, evidence of ongoing retail
discounting were not as prevalent as we had
expected. This implies suppressing factors are
easing while inflating factors are rising. And this is
before the recovery has really gotten underway.

The various core measures of inflation are
mixed. Non-tradable CPI increased by 0.6 percent
in the quarter, in line with our inflation gauge which
was pointing towards 0.5 percent. The weighted
median was 0.5 percent while the trimmed mean
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was strong at 0.9 percent for the second quarter
running.

We will be paying close attention to the RBNZ’s
structural factor model of core inflation, which
is due to be released on their website later this
afternoon. In the June Monetary Policy Statement,
the RBNZ noted that this core inflation measure
(which excludes the GST impact) rose above 2
percent in Q4 2010 and Q1 2011, with the last
reading at 2.3 percent. A further increase in this
measure will not be welcomed by the RBNZ.

ASSESSMENT

Today’s CPI report in itself is not a show
stopper. The headline number was stronger, but
the core measures are mixed, ranging from 0.5 to
0.9 percent for quarterly movements. However, for
annual readings, collectively the core measures are
clearly running above 2 percent. If we exclude GST
from the headline rate, inflation is still above the top
of the RBNZ'’s target band at 3.3 percent. Even if
we were to strip out the tobacco tax increases, fuel
excise increase and impact of the Emissions Trading
Scheme, underlying inflation would still come in at
2.8 percent.

-

[ 000 [ Yoy | One-off [ _QoQ | YoY |Notes
Mar-10 0.4 2.0 0.4 2.0
Jun-10 0.0 15 0.2 0.2 1.7 Tobacco tax increase
Sep-10 0.9 1.0 0.2 11 1.5 ETS round 1
Dec-10 0.3 16 2.0 2.3 4.0 GST rise and fuel excise
Mar-11 0.6 18 0.2 0.8 45 Tobacco tax increase
Jun-11 1.0 2.8 1.0 53

There is no room for the RBNZ to absorb any
more upside surprises to inflation, or its
medium term drivers. With inflation expectations
already at elevated levels, and recent evidence
pointing to less spare capacity in the economy than
initially thought, we struggle to see how the RBNZ’s
June Monetary Policy Statement projections of
inflation heading towards 2 percent by early next
year can be achieved.

A major consideration for the RBNZ will be the
extent to which the near-term spike in
headline inflation and higher commodity prices
affect wage and price setting behaviour. The
June Monetary Policy Statement made the explicit
assumption that “recent increases in surveyed
inflation expectations will be short-lived”. Our
research suggests that surveyed measures of
inflation expectations are unlikely to retreat as
quickly as the RBNZ asserts.

Inflation expectations vs actual inflation
Annual % change

6.0

Actual inflation

5.0
RBNZ 2-year ahead

inflation expectations
4.0 A

3.0 1
2.0 A
1.0 1

0.0 \\/ T

-1.0-
96 97 98 99 00 01 02 03 04 05 06 07 08 09 10 11
Sources: ANZ, National Bank, Statistics NZ, RBNZ

As such, a 2.5 percent OCR is looking
increasingly inconsistent with the inflation
outlook, and we believe is on borrowed time.
We are not overly hawkish on the outlook for
monetary policy, and acknowledge that the global
situation remains challenging. But the recent run of
data confirms that the economic recovery in New
Zealand is on track, with inflation pressures starting
to emerge earlier than expected.

Our central view is for a December hike. But
an earlier move cannot be ruled out. Indeed,
strong upside surprise to upcoming labour
market data and inflation expectations survey
could well see a September hike becoming our
central case.
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IMPORTANT NOTICE

NEW ZEALAND DISCLAIMER

This publication is for information purposes only. Its
content is intended to be of general nature, does not take
into account your financial situation or goals, and is not a
personalised adviser service under the Financial Advisers
Act 2008. It is recommended you seek advice from a
financial adviser which takes into account your individual
circumstances before you acquire a financial product. This
publication does not constitute an offer to sell or
solicitation to buy any security or other financial
instrument. No part of this publication can be reproduced,
altered, transmitted to, copied to or distributed to any
other person without the prior express permission of ANZ
National Bank Limited (the “Bank”).

This publication is a necessarily brief and general summary
of the subjects covered. The information contained in this
publication is given in good faith, has been derived from
sources perceived by it to be reliable and accurate and the
Bank shall not be obliged to update any such information
after the date of this publication. To the extent permitted
by law, neither the Bank nor any other person involved in
the preparation of this publication accepts any liability for
the content of this publication (including the accuracy or
completeness thereof) or for any consequences flowing
from its use.

UNITED STATES DISCLAIMER

This publication is being distributed in the United States by
ANZ Securities, Inc. (Member of FINRA [www.finra.org]
and registered with the SEC) (“ANZ S”) (an affiliated
company of Australia and New Zealand Banking Group
Limited (“ANZBG”) and the Bank), which accepts
responsibility for its content. Further information on any
securities referred to herein may be obtained from ANZ S
upon request. Any US person(s) receiving this publication
and wishing to effect transactions in any fixed income
securities referred to herein should contact ANZ S 277 Park
Avenue, 31st Floor, New York, NY 10172 USA, Tel: 1-212-
801-9160, Fax: 1-212-801-9163, not its affiliates.

This publication is issued on the basis that it is only for the
information of the particular person to whom it is provided.
This publication may not be reproduced, distributed or

published by any recipient for any purpose. This
publication does not take into account your personal needs
and financial circumstances. Under no circumstances is
this publication to be used or considered as an offer to sell,
or a solicitation of an offer to buy.

In addition, from time to time ANZBG, the Bank, ANZ S,
their affiliated companies, or their respective associates
and employees may have an interest in any financial
products (as defined by the Australian Corporations Act
2001), securities or other investments, directly or indirectly
the subject of this publication (and may receive
commissions or other remuneration in relation to the sale
of such financial products, securities or other investments),
or may perform services for, or solicit business from, any
company the subject of this publication. If you have been
referred to ANZBG, the Bank, ANZ S or their affiliated
companies by any person, that person may receive a
benefit in respect of any transactions effected on your
behalf, details of which will be available upon request.

The information herein has been obtained from, and any
opinions herein are based upon, sources believed reliable.
The views expressed in this publication accurately reflect
the author’s personal views, including those about any and
all of the securities and issuers referred to herein. The
author however makes no representation as to its accuracy
or completeness and the information should not be relied
upon as such. All opinions and estimates herein reflect the
author’s judgement on the date of this publication and are
subject to change without notice. No part of the author’s
compensation was, is or will be directly or indirectly related
to specific recommendations or views expressed in this
publication. ANZBG, the Bank, ANZ S, their affiliated
companies, their respective directors, officers, and
employees disclaim any responsibility, and shall not be
liable, for any loss, damage, claim, liability, proceedings,
cost or expense (“Liability”) arising directly or indirectly
(and whether in tort (including negligence), contract,
equity or otherwise) out of or in connection with the
contents of and/or any omissions from this communication
except where a Liability is made non-excludable by
legislation.
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