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Capacity constraints are biting

The bottom line

The September quarter QSBO showed that firms are continuing to grapple
with increasingly intense capacity constraints. We now know that COVID
restrictions are, on balance, a supply shock - ie they reduce economic activity
while driving up costs and prices, and clogging up the labour market.

Reported trading activity increased in Q3, despite our expectations that GDP
will contract on the back of renewed lockdowns.

Experienced and expected costs and prices both fell sharply in the September
quarter, inconsistent with the ANZ Business Outlook. But we think that’s a bit
of a red herring given that the CUBO measure of capacity utilisation reached a
record high of 96.1%, and difficulty finding labour remained around record
highs too - that’s going to matter more for inflation pressure and for the
RBNZ tomorrow.

Key points

The September quarter Quarterly Survey of Business Opinion (QSBO) showed
that economic confidence took a hit in Q3 due to lockdown, while capacity
constraints and labour shortages remain acute.

¢ Businesses sentiment robust: Business confidence ticked down to -8 in
in the September quarter (+9 previous). That's still well above confidence
levels immediately prior to the first lockdown in 2020, despite the country
spending half of the quarter at Alert Level 2 or higher (figure 1). That's
consistent with the September read of our Business Outlook. All up that
probably speaks to firms’ optimism that once we get past the current
lockdown, the economy should rebound strongly. But the longer that
takes, the higher the chance that sentiment could sour, and investment
and employment plans get shelved.

Figure 1. Business confidence
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Experienced domestic trading activity increased, with a net 29% of
firms reporting higher activity over the quarter, up from 26% previously
(sa). That's a bit of a surprise, given that we're expecting a roughly 7%
fall in GDP over Q3, and we saw actual reported activity drop sharply in
the ANZBO as well. Expected economic activity ticked down sharply to 9,
from 27 previously (figure 2).

Figure 2. Domestic trading activity and ANZBO activity outlook
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Labour shortages are acute: While lockdown has seen actual activity
measures fall, it's done nothing to ease the extreme labour shortages
firms were grappling with previously. Employment intentions remain
firmly positive, with a net 42% of firms expecting to increase headcount
over the next 3 months. Difficulty finding skilled and unskilled labour
remains around record levels (figure 3).

Figure 3. Difficulty finding labour
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e Capacity constraints are getting more and more extreme, with a
historically high proportion of firms pointing to labour and materials
shortages as limiting turnover. By contrast, lack of demand is now less of
a constraint than at any time since the oil shock of 1973 - the textbook
supply shock (figure 4). These supply pressures and associated rises in
costs have already shown up in consumer prices - and we think that
these strong price rises have some way to go yet. We expect that CPI
inflation peaked at 4.2% y/y in Q3.

e Price and costs fall a red herring: Strangely, the QSBO reported a
very rapid reduction in the share of firms reporting higher costs and
prices in the September quarter. That could reflect that the survey was
conducted from 2 August to 27 September —during most of this time, all
of New Zealand was in some form of increased Alert Level. But the sharp
fall in prices (and costs) seems inconsistent with both the still-extreme
levels of price pressure reported in the ANZBO (figure 5), as well as other
measures in the survey, which show ongoing tightening in capacity
constraints. The CUBO measure of capacity utilisation reached a record
high of 96.1% in the September quarter - in a survey going back to the
1960s. So for now, we're not going to take much signal from the reported
drop in costs and prices in this data. Capacity constraints remain intense
- and that’s ultimately what's going to drive inflation pressures higher.

Figure 4. Limiting factors
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Figure 5. Pricing intentions and CPI inflation
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What does this data mean for the RBNZ? Looking through the considerable
noise, it's another green light for beginning their long-expected OCR hikes.
Monetary policy is a tool designed to stimulate/reduce demand by
lowering/raising interest rates and making it cheaper/more expensive to
spend today. But when you’ve got an economy that’s recording record high
levels of capacity utilisation and difficulty finding labour, adding demand via
low interest rates is simply pouring fuel on an already roaring fire.

The RBNZ have emphasised that reduced monetary stimulus is needed to
avoid overshooting their targets — and for us, today’s data confirms that this
is a real risk despite the likelihood of prolonged lockdown in Auckland - and
the very real risk that the rest of the country will find itself under more
onerous restrictions before long. We continue to expect the RBNZ will raise
the OCR 25bps to 0.5% at tomorrow’s meeting. Of course, that’s not to say
there aren't risks. For example, momentum and confidence could wane as
lockdown drags on, hitting investment and employment. But since lockdown
started, most of the data we've seen has actually been surprisingly robust.
Indicators such as our ANZ card spending data show that so far, we've been
able to keep operating far better than 2020. We think the least regret for the
RBNZ is still to stabilise the economy by gradually lifting the OCR to a rate
that is no longer stimulatory (we think that’s around 1.5%), while being
prepared to pause or even reverse course should downside risks eventuate.


https://bit.ly/ANZ-DataWrap-20211001
https://bit.ly/ANZ-Neutral-Interest-Rates-20210820
https://bit.ly/ANZ-What-would-delay-hikes-20210909
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This document may be restricted by law in certain jurisdictions. Persons who receive this document must inform themselves about and
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Disclaimer for all jurisdictions: This document is prepared and distributed in your country/region by either: Australia and New Zealand
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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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