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NEW ZEALAND ECONOMICS
2011Q4 Consumers Price Index Preview

BENIGN INFLATION OFF THE RADAR

KEY POINTS

e We expect a 0.2 percent quarterly increase in Q4 CPI, which is below the
median market and December MPS pick (both 0.4 percent). We base our
forecast on evidence of slowing increases in quarterly non-tradable prices,
coupled with a large fall in food prices.

e The risks around our 0.2 percent pick are broadly balanced.

e As GST drops out of the equation, annual headline inflation will move
comfortably back into the RBNZ’s target range, enabling OCR moves to be
determined by other considerations.

e We expect quarterly Q4 core inflation measures to range from 0.3 to 0.6
percent. Inflation expectations are elevated but falling, though we do not
expect them to fall as quickly as the RBNZ does.

e The hurdle for a RBNZ move in either direction remains high. Over the next
12 to 18 months there are upside inflation risks from a combination of cost,
demand, and inflation expectations angles. Barring global meltdown, the
next move in the OCR will be up. However, this might not be for some time.
While we are not quite as sanguine on the long-term inflation outlook as the
RBNZ, inflation is currently not looking a threat. The RBNZ’s current focus on
offshore risks remains appropriate.
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CONSUMERS PRICE INDEX — DECEMBER 2011
QUARTER

(Due Thursday 19 January, 10.45am)

. Headline CPI Tradable Non-tradable

Qtrly % Ann % Qtrly % Ann % Qtrly % Ann %

chg chg chg chg chg chg
Mar-08
Jun-08 1.6 4.0 2.3 4.8 0.9 3.4
Sep-08 1.5 5.1 1.9 6.3 1.3 4.1
Dec-08 -0.5 3.4 -2.1 2.3 0.8 4.3
Mar-09 0.3 3.0 -0.4 1.7 0.7 3.8
Jun-09 0.6 1.9 0.8 0.2 0.5 S
Sep-09 1.3 1.7 1.6 -0.1 1.0 3.0
Dec-09 -0.2 2.0 -0.5 1.5 0.1 2.3
Mar-10 0.4 2.0 0.1 2.0 0.5 2.1
Jun-10 0.2 1.7 -0.3 1.0 0.3 2.2
Sep-10 1.1 1.5 0.9 0.3 0.9 215
Dec-10 2.3 4.0 2.5 SiS 0.3 4.6
Mar-11 0.8 4.5 0.5 3.7 0.7 5.2
Jun-11 1.0 5 & 1.5 55 0.6 5.2
Sep-11 0.4 4.6 0.1 4.6 0.6 4.5
ANZ 0.2 2.4 -0.2 1.8 0.5 2.8
Market 0.4 2.6 = = = =
RBNZ 0.4 2.6 — - — -

We expect a 0.2 percent quarterly increase in
the Q4 CPI index, taking annual CPI inflation to 2.4
percent. This compares with a 0.4 percent increase
forecast in the December MPS (2.6 percent y/y). The
sharp drop in annual inflation is due to the increase in
GST dropping out of the equation.

A number of offsetting influences underlie our Q4
forecast:

e  The usual seasonal fall plus the unwinding of an
earlier weather-related spike is behind our 2.0
percent fall in food prices. This will contribute
-0.4 percentage points to quarterly CPI inflation.

e Inflation in the housing component is forecast
to increase 0.7 percent, underpinned by a 0.9
percent increase in construction costs and a 0.5
percent increase in rents. Local authority rates
are expected to post a small increase after the
Q3 lift, with our Monthly Inflation Gauge
suggesting a close to 1 percent increase in
property maintenance services.

e Prices in the transport group are expected to
rise around 2 percent. A seasonal lift in airfares,
higher prices for used cars, and a 1 percent lift in
petrol prices will be influential.

e The regular seasonal pattern is expected to
contribute to a 1.1 percent lift in clothing and
footwear prices.

A key judgement we have made is that the soft
retail environment will exert downward

pressure on prices, particularly for consumer
durables. We have also assumed a relatively modest
increase in dwelling insurance, with much of the
impact assumed to be already captured in the 2.4
percent lift in the insurance component observed in

Q3.

We do not expect the Q4 CPI to show much
evidence of a “Rugby World Cup” premium
being charged. Accommodation services and
package holidays, as well as domestic and
international airfares, are expected to show a
“typical” seasonal increase.

We expect quarterly Q4 core inflation measures
to range from 0.3 to 0.6 percent. Our own
estimates suggest annual underlying inflation of
around 2.2 percent in Q4. The RBNZ's factor model of
core inflation is expected to deliver an annual rate a
touch lower than the 2.2 percent seen in 2011Q3.
That underlying inflation is within the 1 to 3 percent
target band will provide the RBNZ with comfort over
the short-term inflation outlook and provide them
with more flexibility on future OCR settings.

The risks around our 0.2 percent pick for the Q4
CPI1 are broadly balanced. Although our pick is
below market, we are putting stock in the non-
tradable inflation signal provided by our Monthly
Inflation Gauge (broadly flat in Q4), and the
possibility of more retail discounting than usual,
particularly given the build-up in retail and wholesale
stocks in Q3.

However, there are upside risks to the picture over
the coming year or two:

e Inflation expectations are persistent. They
may not fall from their still-elevated levels as
quickly as the RBNZ would prefer.

e Construction costs. While these are subdued
for now, the Auckland housing market is
strengthening markedly, and Christchurch will
suck up a growing proportion of New Zealand’s
building sector capacity. A year from now the
picture could look quite different. Insurance
premiums and local authority rates provide
further earthquake-related risks.

e Energy prices. If it weren’t for the headlines
being generated out of Europe, the world would
be focusing far more attention on the increasing
tensions between Iran and the West. With
threats to close the Strait of Hormuz, through
which 40 percent of traded oil flows, there is
clear upside risk to oil prices. Our analysis
shows that petrol prices have an outsize impact
on inflation expectations, beyond what their
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considerable weight in the CPI regimen would
imply.

e Global inflation. It isn’t on the radar now, and
it’s a longer-term issue. But the basic facts are
1) the Western world’s governments have far
too much debt, and; 2) The politically expedient
solution to this is to inflate it away, and this has
historically been the eventual outcome. The
risks are clear. In theory of course, New
Zealand can target and achieve any inflation
rate it wants, and the nominal NZD will simply
adjust to suit. But in practice, it’'s much easier
to target a low rate of inflation if your trading
partners are too.

Offsetting all of these upside risks, however, is
the big black cloud hanging over Europe’s
growth prospects, and its implications for global
growth. The Reserve Bank is appropriately focusing
on the downside risks this poses to New Zealand’s
export-earning capacity and general economic
situation. But should some of these upside inflation
risks eventuate, some unpleasant trade-offs may

loom.
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THE UPSHOT

With global concerns remaining front and centre, next
week’s inflation data is unlikely to generate as much
market reaction as usual. The focus of policymakers
is likely to remain on medium-term inflation drivers,
which will determine the timing and magnitude of
future OCR moves. The hurdle for OCR moves in
either direction remains high.
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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.

This document has been prepared by ANZ National Bank Limited. ANZ (part of ANZ National Bank Limited), Level 7, 1 Victoria Street,
Wellington 6011, New Zealand Phone 64-4-802 2000 Fax 64-4-496 8639 http://www.anz.co.nz e-mail nzeconomics@anz.com



