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Data summary
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Headline CPI 2.2% 4.9%
Tradable 2.8% 5.7%
Non-tradable 1.8% 4.5%
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Purchasing power under attack

CPI inflation was 2.2% q/q (4.9% y/y) in the September quarter, up
from an already-strong 1.3% q/q (3.3% y/y) in June. That’s a lot higher
than the market median forecast of 4.2% y/y, and our forecast of 4.5%
y/y. In fact, excluding the 2010 GST increase, that’s the strongest
qguarterly increase in consumer prices since the 1980s!

e The data continues to be buffeted by a mix of temporary factors (eg oil
prices and council rates rises) and more persistent drivers (eg supply
chain disruptions). But there’s clearly a very strong underlying inflation
impulse coming through as well, with some measures of core inflation
rising over 4% y/y in September.

e For the RBNZ, today’s data will only reinforce that hiking the OCR in
early October was the right move. Underlying inflation is too high, and
further removal of monetary stimulus is needed to get things back on an
even keel. With lockdown creating downside risks to employment and
growth, uncomfortable trade-offs could quickly emerge. But with
inflation this strong, the RBNZ won't want to play fast and loose with
their inflation-targeting credibility.

Key points

Consumer prices rose an eye-watering 2.2% q/q (4.9% y/y) in the
September quarter, up from 1.3% q/q (3.3% y/y) in the June quarter.
Tradables prices were up 2.8% q/q (5.7% y/y), while non-tradables inflation
was 1.8% qg/q (4.5% y/y). We had expected annual tradables inflation of
5.3%, and non-tradables of 4.1%. The latter increase will be most
concerning for the RBNZ, since it represents strength in the domestic
inflation impulse, which is harder to pin on temporary factors. Inflation is
now markedly above the RBNZ’s 1-3% target range, and while a lot of the
increase in prices has been driven by temporary factors, there are now
several indicators of core inflation with a 4-handle.

Consumers’ purchasing power continues to be assailed from all directions.
On the transitory side, surging petrol prices and an increase in council rates
are boosting prices. With concerns about global energy shortages sending
oil prices to a multi-year high in the first weeks of Q4, petrol prices may
increase still further by the end of the year.

On the persistent (but not permanent) side, supply chain disruptions
continue to plague the global economy. The US is resorting to operating its
largest ports on a 24-hour basis just to clear the logjam of containers that is
accumulating, and getting stock into stores for Christmas is going to be a
real issue. With energy prices spiking and supply chain disruption facing off
against Christmas demand, it’s likely that imported inflation in particular
(about 40% of the CPI basket) is going to get worse over the next few
quarters.

As painful as these price rises are for Kiwi households, the RBNZ usually
looks through this kind of inflation, so long as it remains temporary, and
inflation expectations remain glued to the 2% midpoint of their inflation
target. But what will be concerning is that several measures of core inflation
now have a 4-handle, with CPI ex-food and fuel at 4.8% and 30% trimmed
mean inflation at 4.0%. Weighted median inflation was a still-concerning



3.3%. These measures are probably overstating the degree of true
‘underlying’ inflation — they also spiked in 2010 when GST was increased.
But they do unambiguously speak to the breadth of price increases, and it's
hard to escape the conclusion that the underlying inflation impulse right now
is too strong to be consistent with the inflation side of the RBNZ’s dual
mandate, which will likely see the Monetary Policy Committee more
confident that further OCR hikes are needed.

Turning to the details

Food, housing, and transport-related costs continue to be the big drivers of
price rises, but there’s widespread strength across the CPI, with
communication being the only group to see prices fall in the September
quarter. Of the 2.2% qg/q increase in consumer prices:

e Housing added 0.7ppts as rent prices continued to grind higher, and
council rates were increased. Construction costs are still rising sharply,
up 12% y/y in the September quarter, as shortages of materials and
workers combine with record levels of building consents to create a
pressure cooker for prices. The housing market is showing tentative
signs of slowing down, but it’s a slow ship to turn.

e Food prices added 0.5ppts to headline. The monthly food price index has
now posted six consecutive increases in a row — with prices rising in the
month of September, which is usually when prices start to come off
their seasonal peak. Domestically, the strength in food prices reflects
acute labour shortages, the higher minimum wage, and higher seasonal
price rises over winter. For imported food products, COVID-related
disruptions and adverse weather events have both seen prices shooting

up.

e Transport costs are up sharply again, adding 0.5ppts to inflation. Petrol
prices are up 22% y/y, contributing 0.3ppts to headline. Petrol prices
fell sharply in 2020, but demand has rebounded as countries start to
relax COVID restrictions. In recent weeks, petrol prices have surged still
further as concerns about energy shortages rise. Should prices keep
lifting, that’ll only add to inflation pressure - and short-term inflation
expectations - in Q4.

Monetary policy implications

Today’s data will likely make the Monetary Policy Committee more certain
that hiking the OCR in early October (with more to come) was the right
move. The underlying inflation impulse is very strong. Our Business Outlook
flash estimate for October showed that price and cost expectations
remained near record levels; the QSBO posted a record level of capacity
utilisation in Q3; and the labour market is likely still extremely tight, despite
lockdown. There’s a lot of noise in the data, with a large contribution from
supply disruptions, but underneath it all is an inflation gremlin that could
easily get out of hand without continued action by the RBNZ.

We think that a series of gradual OCR hikes over the next year will be
effective at constraining the domestic inflation impulse, but the risks are
rising that inflation pressures become ingrained into price and wage setting,
necessitating OCR hikes over and above the neutral interest rate to
constrain the inflation overshoot. It's worth noting that the RBNZ’s current
forecast of a 2.1% OCR in 2024 already overshoots our assumption of
neutral (1.5%), but the RBNZ's neutral estimate is currently around 2%, so
chances are that the November MPS will feature a higher endpoint to the
OCR track.
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As we've noted before, COVID is on balance a supply shock, which means it
isn't deflationary, despite being tough on the growth outlook. As lockdown
drags on, downside risks to growth and employment are building, while
inflation pressures worsen.

Early indications are that the labour market has been resilient so far, but if
firms do have to start letting workers go, the RBNZ may have to make an
uncomfortable trade-off between stabilising inflation and supporting
employment.

Their preferred strategy would be to let inflation overshoot the target (via a
lower-than-otherwise OCR), in order to stop employment falling too far
below its maximum sustainable level. But in this highly inflationary
environment, the RBNZ may be reluctant to risk inflation expectations
becoming unanchored by letting inflation drift too high for too long.
Assuming no sudden deterioration in the growth outlook (which remains a
very real risk), OCR hikes into next year look like the least-regrets move
given the risks around inflation. And while they are by no means a done
deal, risks are building that even more OCR hikes could be needed to
contain rising inflation.

Markets

Markets reacted swiftly to the news, which was more about the brute
strength of the headline rather than the details. For interest rate markets, it
is less about the RBNZ will do next — which was already pretty obvious -
and more about how much they may need to do in the future. Markets have
moved to price in more OCR hikes in total, as opposed to bigger hikes over
the near term. Not surprisingly, the 2yr swap rate rose by more than 10bps
on the data.

The data also gave the NZD a boost, taking it above the 0.71 mark initially.
Stagflation or a sustained period of high inflation and a de-anchoring of
inflation expectations could potentially be very negative for the NZD if that
were to eventuate, but that is not what we expect. Instead, we think
inflation risks point to a higher-than-otherwise OCR, and that in turn likely
speaks to a higher NZD so long as inflation expectations remain anchored,
which we expect they will. We are also mindful that New Zealand is far from
alone in experiencing an inflationary impulse, and that does potentially
water down the way FX markets react to higher interest rates here.

(see charts over)
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Figurel. Headline CPI inflation
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Figure 3. CPI groups — September 2021 quarter
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Figure 4. Core inflation measures
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This document is intended for ANZ’s Institutional, Markets and Private Banking clients. It should not be forwarded, copied or
distributed. The opinions and research contained in this document are (a) not personal advice nor financial advice about any
product or service; (b) provided for information only; and (c) intended to be general in nature and does not take into
account your financial situation or goals.

This document may be restricted by law in certain jurisdictions. Persons who receive this document must inform themselves about and
observe all relevant restrictions.

Disclaimer for all jurisdictions: This document is prepared and distributed in your country/region by either: Australia and New Zealand
Banking Group Limited (ABN11 005 357 522) (ANZ); or its relevant subsidiary or branch (each, an Affiliate), as appropriate or as set out
below.

This document is distributed on the basis that it is only for the information of the specified recipient or permitted user of the relevant
website (recipients).

This document is solely for informational purposes and nothing contained within is intended to be an invitation, solicitation or offer by ANZ
to sell, or buy, receive or provide any product or service, or to participate in a particular trading strategy.

Distribution of this document to you is only as may be permissible by the laws of your jurisdiction, and is not directed to or intended for
distribution or use by recipients resident or located in jurisdictions where its use or distribution would be contrary to those laws or
regulations, or in jurisdictions where ANZ would be subject to additional licensing or registration requirements. Further, the products and
services mentioned in this document may not be available in all countries.

ANZ in no way provides any financial, legal, taxation or investment advice to you in connection with any product or service discussed in this
document. Before making any investment decision, recipients should seek independent financial, legal, tax and other relevant advice
having regard to their particular circumstances.

Whilst care has been taken in the preparation of this document and the information contained within is believed to be accurate, ANZ does
not represent or warrant the accuracy or completeness of the information Further, ANZ does not accept any responsibility to inform you of
any matter that subsequently comes to its notice, which may affect the accuracy of the information in this document.

Preparation of this document and the opinions expressed in it may involve material elements of subjective judgement and analysis. Unless
specifically stated otherwise: they are current on the date of this document and are subject to change without notice; and, all price
information is indicative only. Any opinions expressed in this document are subject to change at any time without notice.

ANZ does not guarantee the performance of any product mentioned in this document. All investments entail a risk and may result in both
profits and losses. Past performance is not necessarily an indicator of future performance. The products and services described in this
document may not be suitable for all investors, and transacting in these products or services may be considered risky.

ANZ expressly disclaims 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
this document to the extent permissible under relevant law. Please note, the contents of this document have not been reviewed by any
regulatory body or authority in any jurisdiction.

ANZ and its Affiliates may have an interest in the subject matter of this document. They may receive fees from customers for dealing in the
products or services described in this document, and their staff and introducers of business may share in such fees or remuneration that
may be influenced by total sales, at all times received and/or apportioned in accordance with local regulatory requirements. Further, they
or their customers may have or have had interests or long or short positions in the products or services described in this document, and
may at any time make purchases and/or sales in them as principal or agent, as well as act (or have acted) as a market maker in such
products. This document is published in accordance with ANZ's policies on conflicts of interest and ANZ maintains appropriate information
barriers to control the flow of information between businesses within it and its Affiliates.

Your ANZ point of contact can assist with any questions about this document including for further information on these disclosures of
interest.

Country/region specific information: Unless stated otherwise, this document is distributed by Australia and New Zealand Banking
Group Limited (ANZ).

Australia. ANZ holds an Australian Financial Services licence no. 234527. For a copy of ANZ's Financial Services Guide please or request
from your ANZ point of contact.

Brazil, Brunei, India, Japan, Kuwait, Malaysia, Switzerland, Taiwan. This document is distributed in each of these jurisdictions by
ANZ on a cross-border basis.

Cambodia. The information contained in this document is confidential and is provided solely for your use upon your request. This does not
constitute or form part of an offer or solicitation of any offer to engage services, nor should it or any part of it form the basis of, or be relied
in any connection with, any contract or commitment whatsoever. ANZ does not have a licence to undertake banking operations or
securities business or similar business, in Cambodia. By requesting financial services from ANZ, you agree, represent and warrant that you
are engaging our services wholly outside of Cambodia and subject to the laws of the contract governing the terms of our engagement.
Chile. You understand and agree that ANZ Banking Group Limited is not regulated by Chilean Authorities and that the provision of ANZ
Research is not subject to any Chilean supervision and is not guaranteed by any regulatory or governmental agency in Chile.

European Economic Area (EEA): United Kingdom. ANZ is authorised in the United Kingdom by the Prudential Regulation Authority
(PRA) and is subject to regulation by the Financial Conduct Authority (FCA) and limited regulation by the PRA. Details about the extent of
our regulation by the PRA are available from us on request. This document is distributed in the United Kingdom by Australia and New
Zealand Banking Group Limited ANZ solely for the information of persons who would come within the FCA definition of “eligible
counterparty” or “professional client”. It is not intended for and must not be distributed to any person who would come within the FCA
definition of “retail client”. Nothing here excludes or restricts any duty or liability to a customer which ANZ may have under the UK Financial
Services and Markets Act 2000 or under the regulatory system as defined in the Rules of the Prudential Regulation Authority (PRA) and the
FCA. ANZ is authorised in the United Kingdom by the PRA and is subject to regulation by the FCA and limited regulation by the PRA. Details
about the extent of our regulation by the PRA are available from us on request.

Fiji. For Fiji regulatory purposes, this document and any views and recommendations are not to be deemed as investment advice. Fiji
investors must seek licensed professional advice should they wish to make any investment in relation to this document.

Hong Kong. This publication is issued or distributed in Hong Kong by the Hong Kong branch of ANZ, which is registered at the Hong Kong
Monetary Authority to conduct Type 1 (dealing in securities), Type 4 (advising on securities) and Type 6 (advising on corporate finance)
regulated activities. The contents of this publication have not been reviewed by any regulatory authority in Hong Kong.
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