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Inflation Not All Meat and Vege

e QSBO intimates CPl inflation headed over 2.0%

e Labour market conditions tighten further

e Capacity utilisation hits record high

¢ Indicators suggest heightened investment activity
Upward pressure grows on our GDP forecasts

Inflationary pressures continue to mount. That's the main
theme in today's NZIER Quarterly Survey of Business
Opinion (QSBO). Pricing intentions remain lofty, labour
shortages are becoming more severe and capacity
utilisation has hit a record. Some commentators reckon
rising CPI inflation is all about oil and fresh fruit and veges.
The QSBO would tend to suggest that there's a little

more to it.

Having said that, one of the truly wondrous aspects of the
current expansion is that traditional leading indicators
have failed to deliver. The question thus remains, will the
“normal” pricing response simply occur with a lag or are
there some genuine secular changes at play? We think it's
a bit of both but that the cyclical drivers will still be strong
enough to push CPl inflation up to the midpoint of its
target band and, more importantly, keep it there.

Perhaps the strongest indication that this is likely is the
ongoing strength in future selling price expectations. In
the March quarter, a net 29% of respondents said that
they expected selling prices to rise. That's the highest
reading since September 2014 and very much consistent
with annual CPI inflation of well over the important

2.0% mark.

These expectations could reverse rapidly if input cost
pressures were to fall but there is no expectation of this at
the moment. Moreover, any reduction in input cost
pressures by way of reduced labour costs looks highly
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Inflationary Pressures Rising

Pricing Intentions Elevated
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Labour Market Tightens Further
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Capacity Utilisation Soars
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unlikely. 15% of businesses report that labour is the most
significant impediment to increased sales. This reading is
well above its long term average of 10%. Furthermore,
reported difficulty in finding labour continues to trend
higher. The level of difficulty in finding skilled labour is its
most intense since late 2007 and, interestingly, the
reported difficulty in finding unskilled labour is not only
similarly placed but displaying a sharp upward trend.

It is thus perhaps somewhat surprising that the intention
to take on more staff has dipped but one might conclude
that it's simply too difficult to find anyone so businesses
are starting to look at alternative ways to expand output
such as increased capital expenditure.

Certainly investment intentions remain very high. When
you combine this with strong profitability, high capacity
utilisation, low interest rates, a relatively strong NZD,
labour market constraints and, so far at least, minimal
financing constraints, it is surprising that investment
activity in New Zealand is not much higher than it is.
Perhaps the general background of uncertainty is playing
a part.

Nonetheless, what the investment intentions indicators do
tell us is that we may be underestimating the pace of GDP
growth ahead. Indeed, NZIER's trading conditions series
says the same. It supports our view that the Q4 GDP
outturn was an anomaly but goes further to suggest that
the likely bounce-back in economic activity will be greater
than we have forecast. It is yet another indicator that
suggests an economy-wide growth rate closer to 3.5%
than the 2.5% track we are projecting.

In summary then, the QSBO is further evidence that
New Zealand's long period of stable expansion has
significant room to run longer. But the sting in the tail is
that growing inflation pressures are looking increasingly
likely to morph into actual inflation and higher interest
rates. We continue to stress that the inflationary
adjustment should be relatively benign but warn that
those in denial of its possible occurrence inevitably risk
something of a shock.
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We May Be Underestimating Growth

Investment Intentions Lofty
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Capacity Constraints Demand Investment
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