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Q1 inflation spike on tobacco tax increase

e We expect Q1 CPI to lift 0.6%, bringing annual inflation to 1.1%.
e Tobacco tax increase spikes Q1 CPI, while continued lift in construction costs/rents offset by subdued tradable inflation.

e Subdued inflation pressures for now, but RBNZ wary of construction cost spillover over the coming year.

We expect Q1 CPI to increase 0.6%, bringing the annual rate of inflation to 1.1%. This is above the RBNZ's March MPS
forecast of 0.4% goq. Behind the Q1 increase, we expect a lift in non-tradable inflation led by increased taxes on tobacco,
increased prescription charges, a lift in food prices and continued growth in construction costs and rents. Providing some
offset will be the subdued tradable inflation as a result of the high NZD. However, we are assuming some unwinding of the
strong discounting in the December quarter. If this does not come through there is some downside risk to our forecast. To
date there has been limited spillover of the higher construction costs from rebuilding in Canterbury, which we assume will
continue. But potential for construction costs spillover, as well as supply shortages in Canterbury and Auckland, present
some upside risk to housing-related components.

Overall, inflation pressures remain subdued and at the bottom of the RBNZ’s target band. The RBNZ may choose to look
through the increase in Q1 non-tradable inflation, given higher taxes and charges are key contributions to the increase.
However, with the economic recovery broadening we expect generalised inflation pressures will begin to lift from the second
half of 2013. We continue to expect the RBNZ to lift the OCR in March 2014.
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Continued upward lift
in construction costs,
rents.

Elevated NZD to
continue to
downward influence,
although scope for
reduced discounting.

RBNZ may look
through Q1 non-
tradable increase, but
wary of further
increase.
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Upward pressure on construction costs, rents
Housing and household utilities will continue to be a
source of increased inflation, reflecting the
continued lift in Canterbury construction costs as
the rebuild places further strain on resources. Over
time, the increase in construction costs may start to
spillover to the rest of the country, but for now the
spill-over appears to remain reasonably contained.
Q1 is also a seasonally strong quarter for rental
increases and ongoing supply shortages in
Canterbury and Auckland are likely to place upward
pressure on rental growth.

We expect continued insurance premium increases
(in the miscellaneous category), although anecdotes
suggest reinsurance cost increases are starting to
ease. There is also scope for some reversal of the
previous quarter’s discounting in personal effects
(largely jewellery).

NZD continues to have downward influence
Providing an offset to these increases, we expect to
see continued discounting on tradable prices
reflecting the continued lift in the NZ dollar.
Nonetheless, there were some large discounts
recorded in household contents and recreational
equipment over Q4. As such, there is scope for
retailers to recoup some margin, limiting the extent
of further price declines in Q1 (particularly in light of
the recent lift in consumer confidence).

Meanwhile, seasonal discounting in international
airfares will drive much of the decline in transport
costs over Q1. Continued price declines are likely in
communications. There has been a steady fall in
prices since late 2009, due to increased competition
in the telecommunications industry.

We expect the composition of Q1 CPI will highlight
the divergence between tradable and non-tradable
inflation. As a result of the elevated NZD, tradable
inflation remains very subdued. In addition,
competitive pressures have put substantial
downward pressure on areas such as
communications. However, non-tradable inflation
pressures have started to lift, particularly as the
Canterbury rebuild commenced. For the time being,
the RBNZ has scope to look through this

%

CONSTRUCTION COSTS
(annual % change)

ASB

Institutional

Res Investment

LTV —

Construction costs

5

TRADABLE INFLATION

(annual % change)

Mar-90 Mar-94 Mar-98 Mar-02 Mar-06 Mar-10 Mar-14

NZD (rhs inverted,

AL

Ex-GST tradable inflation

-4

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

Mar-12

NON-TRADABLE INFLATION
& CAPACITY UTILISATION

Source: Stats NZ, RBNZ, ASB estimates

flc

Non-tradable excluding
construction costs

7.\

Capacity Utilisation
advanced 3 (rhs)

Jun-91 Jun-95 Jun-99 Jun-03 Jun-07 Jun-11

50

25

-25

-50

-40

-30

-20

-10

10

20

30

40

97

95

93

91

89

87

85

83

increase in non-tradable prices, particularly considering the sources of the increase over Q1. The
lift in Canterbury construction costs is a relative price shift to attract additional resources to the
region. As yet, there is little sign of any spillover to construction costs beyond Canterbury. Beyond
construction, much of the increase in non-tradable inflation is not related to demand pressures.
Increased tobacco taxes and reduced health subsidies are administrative charges and will have the

impact of reducing disposable income for those affected. Increased rents are a result of housing

supply shortages in Auckland and Canterbury which, in theory, will be remedied by increased

housing construction over the coming years. Increased reinsurance premiums reflect increased
global insurance industry risk aversion following a number of costly natural disasters in recent years.
None of these factors can be influenced/tempered by the RBNZ lifting the OCR.
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However, over the coming year as the economic recovery starts to broaden, we expect to see a
more generalised increase in non-tradable inflation. This will likely prompt the RBNZ to move away
from accommodative monetary policy. Indeed, at the March Monetary Policy Statement, the RBNZ
noted that experience has shown that once inflation pressures in the housing and construction
sectors start to become established they can be difficult to offset.

RBNZ to lift OCR from  Implications.
March 2014. Our Q1 forecast of 0.6% is above the RBNZ’s 0.4% March MPS expectation. However, as discussed

above, the factors driving stronger non-tradable inflation are unlikely to be worrisome to the RBNZ,
as they are either Canterbury-rebuild-specific or due to an increase in government charges.
Meanwhile, the continued lift in the NZD implies tradable inflation will remain very subdued for
some time. We expect non-inflation pressures will start to increase on a broader basis over the
second half of 2013. As a result, we continue to expect the RBNZ will start to lift the OCR in March

2014.

Background to the data
CPI key measure of The Consumer Price Index (CPI) measures the weighted average price change of a fixed basket of
inflation in the NZ goods and services, which represents the average expenditure pattern of New Zealand households.
economy. The CPl 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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