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Inflation to Breach RBNZ Band

e We add to our GDP projections

e Sending CPI inflation above 1.0 to 3.0% band

e RBNZ will be forced above neutral, to 5% OCR
e But the NZD still likely to trend lower

e Watch for a materially stronger March MPS too

We have nudged up our economic forecasts for 2014 and
bolstered them for 2015. While some of this is population
driven, the overall consequence is greater excess demand
than we previously envisaged. This, in turn, will drive CPI
inflation above the Reserve Bank's 1.0 to 3.0% target
band. To bring inflation under control, the Bank will be
forced to lift its Official Cash Rate (OCR) through neutral,
to a braking level of 5.00%. This process will likely be
reinforced by the NZ dollar struggling to hold its already
very high level.

If all of this sounds full on, it is supposed to.

Of course, we might have waited to see what the national
accounts have to say for themselves in a couple of weeks’
time, before redoing our forecasts from a reset base.
Indeed, there's a risk that these show Q4 GDP failing to
live up to the solid 0.8% quarterly expansion we expect.
However, we don't believe there’s much point in waiting,
when the issues we're concerned about are all about
looking forward, not backwards.

In terms of numbers, we're now looking for real GDP
growth of 4.1% for 2014 and 3.5% for 2015. This
compares to the 3.9% and 2.3% we forecast previously.
Our expectations for 2016 are down at 1.8%, from 2.2%.
So we still have growth peaking this year, but at a slightly
stronger pace and, more to the point, much less of a
slowdown in 2015. Outright, this means sustained,
above-trend, growth for a good couple of years.
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Why the upgrade? Well, some of it has to do with the
fuller acceptance of the high level that net immigration
has surged to and the way this has effectively doubled
the rate of New Zealand’s annual population growth, to
approximately 1.4%. We can't see why this would turn
tail anytime soon. While we had this substantively built
into our labour market track, via working-age population
assumptions, we felt we needed to do more to reflect
this in GDP, via aggregate demand impacts.

And so the greatest change we've made is actually

to our private consumption track. While nudging its
2014 expansion to 3.5%, from 3.2%, we've lifted our
expectations for 2015 to 3.5%, from 2.3%. This, by the
way, stalls the recent improvement in the household
savings rate.

However, we've also added a little more to our view on
residential construction for 2014/15, while nudging up
business spending on plant and machinery too, given the
further surge in investment intentions we've witnessed
in these realms. We have also taken the opportunity,

in light of soaring staffing intentions, to strengthen our
employment forecasts (although not as much as GDP,
implying less of a squeeze on productivity growth,
compared to what we had before).

The net impact of all the changes we've put through is
to add to excess demand in our economic projections.
This is reflected in a more persistent “output gap”
rather than a clearly higher one. Also it means the
unemployment rate falls to 4.9% by end-2015,
compared to 5.1% in our prior set of forecasts.

With a stronger phase of excess demand in prospect, we
now forecast the non-tradables component of the CPI to
inflate to a 4.2% annual pace by early 2016, from last
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year's 2.9%. This is countered, to some extent, by slightly
lower inflation in tradables inflation, given the slower
retreat we now project in the NZ dollar (more on that
later). Totting these two parts up, we have CPI inflation
getting to 3.1% by early 2016.

While this is only 0.2 points higher than we saw before,
it's symbolically (if not significantly) above the 1.0 to 3.0%
target band. And, just as importantly, it's further away
from the 2.0% mid-point that Governor Wheeler has said
he is intently aiming to achieve.

This reinforces our belief the Reserve Bank will be
forced to not just neutralize its stimulus, but get the OCR
to a point where it's actually having a braking effect on
(excess) demand. We judge this level to be 5.00%. Pre
GFC, of course, a 5.00% OCR was thought of as barely
neutral. So, to be clear, we are accepting of the “new
normal” notion that New Zealand's neutral cash rate is
now more like 4.00-4.50% (assuming 2.0% inflation, that
is). We previously projected the OCR peaking at 4.50%.
But while we've since upped it, to 5.00%, we haven't
changed the time at which it's achieved. That remains
pitched at September 2015.

As for how we get there, we haven't altered our sequence
of events for this year, meaning 25bp moves in March,
April and June, to 3.25%, then two more in September
and December for an end-year 3.75%. In this there is

an assumption the RBNZ will continue to lag. But come
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2015, and relentless growth, and persistence of inflation
pressure, we anticipate the RBNZ will add rate hikes at the
April and July OCR reviews, to complement those at the
March, June and September MPS meetings, in order to
get to 5.00%.

Regarding the impact of our upgraded economic outlook
on the currency, our gut feel is that this will be of second
order to the implications for interest rates. We think the
exchange rate has been better at reflecting the hefty local
data and economy’s relative outlook than have central
bank influenced interest rates. And so we suspect the
recent robustness in the NZ dollar is well cottoned on to
the GDP and CPI strength we are talking about. In any
case, it might be asking too much for the NZ TWI to
remain at such extreme highs, let alone go even higher,
in order to sustain its inflation fighting role. In this regard,
we still expect commodity export prices to drift lover over
the coming 12-24 months.

Still, we feel we must make some adjustment to our
currency track, given the non-trivial changes we've made
to our GDP, CPI and interest rate projections. And so we
have toned down its rate of decline for this year and next.
We now expect NZD/USD to ease to 0.7800 by end-2014
(previously 0.7700) and the level for end-2015 to be 0.7150
(previously 0.7000). This is proportionately enforced for
the TWI, given it's a change in the NZ story rather than
anything US (dollar) specific.

What of the risks around our new central track? One of
the motivations for us making all the changes was that we
felt a bit exposed to being majorly wrong. And this was us
being most conscious of the economic surveys telling us
GDP growth could very well accelerate to 6% this year.

If this was to transpire there would be a lot of egg on a

lot of faces, especially the consensus view amongst
economists, which presently expects 3.3% GDP growth
for 2014 and 2.8% for 2015. There is a great danger here
in the wolf arriving (which it always does, eventually, by
the book).

Sure, the business surveys might still be stretching the

truth, reflecting more the consensus for a pick up than
the exactness on the extent of it. Then again, there are

Page2



Economy Watch

so many identifiable reasons for annual GDP growth to
hit 6%, and soon, that we have to take it seriously.
Population growth, dairy money and Canterbury’s
(re)construction alone could be enough to achieve this,
this year.

And even if GDP growth in the order if 6% is not achieved
in the statistics it could well be because supply simply
cannot keep up with the acceleration in demand. So the
pressure would be exacerbated in inflation. This is pretty
much what happened over New Zealand's previous
upswing, with GDP growth “slowing” but because of a
severe lack of supply.

The main downside risks we see are international and,
locally, related to housing and this year's election.

The international risks are nothing new but, to repeat,
involve commodity risk in relation to China’s importance
on the trading front, and funding issues with respect to
Europe’s ongoing banking uncertainties. The local housing
market, particularly prices, will be a key test of how well,
or otherwise, folk are prepared for rising rates (although
we will also be monitoring reactions from businesses and
farms, which also seem overly weighted to short-term
debt and rates). The election, due by November, will be
most important should it deliver a change to a left-leaning
government. In the least, it may inject uncertainty.
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Any of these things could interrupt the OCR getting to
neutral, let alone the 5.00% we are projecting. Of course,
nor can we ignore the currency response to a greater than
expected tightening cycle, lest it proves more than we
anticipate as a base case.

As for how our latest (central) view stacks up to the
Reserve Bank's latest, ours is quite a bit stronger.

Using the Bank’s March-year basis, its December
Monetary Policy Statement expected 2.8% GDP growth
for 2013/14, 3.0% for 2014/15 and 2.3% for 2015/16.
Our outlook is for 3.1%, 4.2% and 3.1% respectively.
That's a cumulative premium of 2.3%. No wonder, then,
we are forecasting CPl inflation to get to 3.1% by

early 2016, while the December MPS saw a more
middling 2.2%.

But it's also why we should probably expect the Bank to
strengthen its macro-economic outlook in its Monetary
Policy Statement of next Thursday. There certainly
appears room and good reason for this to occur. And
for the Bank to lift its (implied) OCR track in no small
measure. Its December MPS, recall, inferred a 4.50%
OCR by end-2015. Might this be lifted to 5.00%, even
higher? It's worth thinking about, and preparing for.
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Quarterly Forecasts

Forecasts as at 7 March 2014

Key Economic Forecasts

Quarterly % change unless otherwise specified

Sep-12  Dec-12 Mar-13  Jun-13

GDP (production s.a.) 0.2 1.3 0.5 0.3
Retail trade (real s.a.) 0.0 1.8 0.8 15
Current account (ytd, % GDP) -3.7 4.1 -3.9 -3.9
CPI 0.3 -0.2 0.4 0.2
Employment -0.4 0.5 0.2 0.4
Unemployment rate % 7.2 6.8 6.2 6.4
Avg hourly earnings (ann %) 3.0 2.6 2.3 2.4
Trading partner GDP (ann %) 3.2 3.4 2.9 3.3

[ Forecasts

Interest Rates

Historical data - qtr average Government Stock Swaps US Rates Spread
Forecast data - end quarter Cash 90Day 5 Year 10 Year 2Year 5 Year 10 Year Libor US10yr  NzZUS
Bank Bills 3 month Ten year
2013 Mar 2.45 2.65 3.05 3.70 2.90 3.40 4.00 0.30 1.95 1.75
Jun 2.50 2.65 3.00 3.50 2.95 3.45 4.05 0.25 2.00 1.55
Sep 2.50 2.65 3.85 4.45 3.40 4.25 4.85 0.25 2.75 1.75

Dec 2.50 2.70 4.15 4.70 3.60 4.50 5.10 0.25 2.75 1.95

Exchange Rates (End Period)

USD Forecasts NZD Forecasts

EUR/USD USD/JPY GBP/USD NZD/USD AUD/USD NZD/EUR NZD/JPY NZD/GBP NZD/USD NZD/AUD  TWI

Current 1.3859 102.98 1.6751 0.8491 0.9098 0.6127 87.44  0.5069 0.8491 0.9333 79.4

TWI Weights
0.2532  0.1510 0.0633  0.3123  0.2202

Source for all tables: Statistics NZ, Ecowin, Bloomberg, Reuters, RBNZ, BNZ
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Forecasts

ForecaStS March Years December Years

as at 7 March 2014 Actuals Forecasts Actuals Forecasts
2012 2013 2014 2015 2016 2011 2012 2013 2014 2015

GDP - annual average % change

Private Consumption 31 2.5 3.4 3.6 3.1 2.5 2.9 3.2 3.5 3.5
Gowvernment Consumption 0.2 -0.6 1.1 0.4 0.8 0.9 -1.0 0.8 0.8 0.5
Total Investment 4.3 7.2 10.3 9.6 5.6 4.8 6.8 9.4 9.8 6.9
Stocks - ppts cont'n to growth 0.5 -0.4 0.2 0.2 -0.2 -0.2 0.3 0.1 -0.1 0.0
GNE 3.4 2.2 4.8 4.8 3.1 2.6 3.0 4.1 4.7 3.8
Exports 2.8 25 0.5 4.6 4.2 25 2.2 11 4.4 3.8
Imports 6.5 1.2 7.9 6.6 4.0 6.9 2.6 6.2 7.1 4.6
Real Expenditure GDP 2.3 2.6 2.8 4.1 3.1 12 2.9 2.7 3.9 35
GDP (production) 2.4 2.3 3.1 4.2 3.1 1.9 2.6 2.7 4.1 3.4
GDP - annual % change (g/q) 3.2 2.1 3.6 3.9 25 3.3 2.6 3.0 4.3 3.0
Output Gap (ann awg, % dev) -0.3 -0.2 0.1 1.3 1.6 -0.5 -0.2 0.0 1.0 1.7
Household Savings (gross, % disp. income) 3.2 2.4 3.3 3.8 2.7

Nominal Expenditure GDP - $bn 207.4 2117 225.0 236.3 246.2 205.7 210.2 220.7 234.6 2431

Prices and Employment - annual % change

CPI 1.6 0.9 1.6 24 3.1 1.8 0.9 1.6 2.2 3.0
Employment 0.9 0.4 3.4 3.1 2.2 1.6 0.4 3.0 2.9 2.6
Unemployment Rate % 6.8 6.2 5.9 53 4.9 6.4 6.8 6.0 5.4 4.9
Wages - ahote 3.8 2.3 3.2 35 3.8 2.8 2.6 3.2 3.6 3.8
Productivity (ann av %) 1.3 1.9 0.4 0.9 0.4 0.4 2.3 0.6 0.9 0.5
Unit Labour Costs (ann av %) 2.3 1.0 2.2 25 3.4 3.3 0.8 2.0 2.5 3.2

External Balance
Current Account - $bn -6.3 -8.3 -5.9 9.1 -11.0 -5.9 -8.6 -7.2 -7.0 -11.6
Current Account - % of GDP -3.1 -3.9 -2.6 -3.9 -4.5 -2.9 -4.1 -3.3 -3.0 -4.8

Government Accounts - June Yr, % of GDP

OBEGAL (core operating balance) -4.4 2.1 0.0 0.6 1.0
Net Core Crown Debt (excl NZS Fund Assets) 24.3  26.3 275 27.2 259
Bond Programme - $bn 15.0 14.0 10.0 8.0 7.0
Bond Programme - % of GDP 7.4 6.6 4.5 3.5 2.9

Financial Variables ®

NZD/USD 0.82 0.83 0.83 0.77 0.70 0.77 0.83 0.82 078 0.71
USD/JPY 82 95 105 112 117 78 84 98 111 117
EUR/USD 1.32 1.30 138 126 1.26 132 131 136 127 1.25
NZD/AUD 0.78 0.80 0.93 093 0.89 0.76  0.79 0.92 093 0.89
NzZD/GBP 0.52 0.55 050 051 048 0.49 0.52 0.50 050 0.49
NZD/EUR 0.62 0.64 0.60 0.61 0.56 0.58 0.63 0.61 061 0.57
NZD/YEN 67.7 785 87.2 86.2 823 59.9 695 80.3 86.6 83.6
TWI 73.0 76.1 783 76.7 729 68.6 743 774 771 738
Owernight Cash Rate (end qtr) 250 2.50 275 400 5.00 250 2.50 250 375 5.00
90-day Bank Bill Rate 274  2.65 3.12 437 520 269 2.66 274 395 520
5-year Govt Bond 3.56 3.09 420 476 5.28 3.18 293 423 475 538
10-year Gowvt Bond 4.17 3.72 470 5.08 577 391 354 476 510 5.85
2-year Swap 3.07 292 410 5.00 4.75 274 270 3.79 475 490
5-year Swap 3.79 347 460 527 551 335 312 465 520 5.63
US 10-year Bonds 216 194 280 325 425 1.97 1.70 2.89 3.00 4.00
NZ-US 10-year Spread 201 1.78 190 183 152 194 184 1.87 210 1.85

@ Average for the last month in the quarter

Source for all tables: Statistics NZ, Ecowin, Bloomberg, Reuters, RBNZ, NZ Treasury, BNZ

research.bnz.co.nz Page5



Economy Watch 7 March 2014
Contact Details

BNZ Research

Stephen Toplis Craig Ebert Doug Steel Kymberly Martin Raiko Shareef

Head of Research Senior Economist Economist Markets Strategist Currency Strategist
+(64 4) 474 6905 +(64 4) 474 6799 +(64 4) 474 6923 +(64 4) 924 7654 +(64 4) 924 7652
Main Offices

Wellington Auckland Christchurch

60 Waterloo Quay 80 Queen Street 81 Riccarton Road

Private Bag 39806 Private Bag 92208 PO Box 1461

Auckland 1142

New Zealand

Phone: +(64 9) 976 5762
Toll Free: 0800 081 167

Christchurch 8022

New Zealand

Phone: +(64 3) 3563 2219
Toll Free: 0800 854 854

Wellington Mail Centre
Lower Hutt 5045

New Zealand

Phone: +(64 4) 473 3791
Fl: 0800 283 269

National Australia Bank

Peter Jolly
Global Head of Research
+(61 2) 9237 1406

Wellington
Foreign Exchange
Fixed Income/Derivatives

Sydney
Foreign Exchange
Fixed Income/Derivatives

London
Foreign Exchange
Fixed Income/Derivatives

Alan Oster
Group Chief Economist
+(61 3) 8634 2927

+800 642 222

+800 283 269

+(612) 9295 1100
+(612) 9295 1166

+(44 20) 7796 3091
+(44 20) 7796 4761

Ray Attrill

Global Co-Head of FX Strategy

+(61 2) 9237 1848

New York

Foreign Exchange
Fixed Income/Derivatives

Hong Kong
Foreign Exchange
Fixed Income/Derivatives

Skye Masters
Head of Interest Rate Strategy
+(612) 9295 1196

+1212916 9631

+1212916 9677

+(85b 2) 2526 5891
+(85b 2) 2526 5891

ANALYST DISCLAIMER: The person or persons named as the author(s) of this report hereby certify that the views expressed in the research report accurately reflect their personal views about the subject
securities and issuers and other subject matters discussed. No part of their compensation was, is, or will be, directly or indirectly, related to the specific recommendations or views expressed in the research
report. Research analysts responsible for this report receive compensation based upon, among other factors, the overall profitability of the Markets Division of National Australia Bank Limited, a member of
the National Australia Bank Group (“NAB”). The views of the author(s) do not necessarily reflect the views of NAB and are subject to change without notice. NAB may receive fees for banking services
provided to an issuer of securities mentioned in this report. NAB, its affiliates and their respective officers, and employees, including persons involved in the preparation or issuance of this report (subject to
the policies of NAB), may also from time to time maintain a long or short position in, or purchase or sell a position in, hold or act as advisors, brokers or commercial bankers in relation to the securities (or
related securities and financial instruments), of companies mentioned in this report. NAB or its affiliates may engage in these transactions in a manner that is inconsistent with or contrary to any
recommendations made in this report.

NEW ZEALAND DISCLAIMER: This publication has been provided for general information only. Although every effort has been made to ensure this publication is accurate the contents should not be relied
upon or used as a basis for entering into any products described in this publication. Bank of New Zealand strongly recommends readers seek independent legal/financial advice prior to acting in relation to any
of the matters discussed in this publication. Neither Bank of New Zealand nor any person involved in this publication accepts any liability for any loss or damage whatsoever may directly or indirectly result
from any advice, opinion, information, representation or omission, whether negligent or otherwise, contained in this publication.

US DISCLAIMER: If this document is distributed in the United States, such distribution is by nabSecurities, LLC. This document is not intended as an offer or solicitation for the purchase or sale of any
securities, financial instrument or product or to provide financial services. It is not the intention of nabSecurities to create legal relations on the basis of information provided herein.

National Australia Bank Limited is not a registered bank in New Zealand.

research.bnz.co.nz Page 6



