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Stern tone likely in RBA Statement

Stevens to manage market expectations

We expect today’s RBA Statement on Monetary Policy to keep a stern tone, if only because there
is so little to gain from adopting another. Despite a moderation in both the headline and core rates
in the second half of last year the RBA may well decline to concede that underlying inflation for
the next year is likely to run under 3%. To nominate a lower number than the 3% it offered in the
last quarterly Statement would invite the market to price in a rate cut, which the RBA would not
wish to encourage. We think it will concede a higher probability that underlying inflation will run

under 3%, but without actually making a new forecast.

For the same reason it is also too early for the Bank to concede that the run of activity numbers for
the last few months has been quite weak. It knows what we know, that residential building
approvals, housing finance, retail sales, exports and now employment (on last week’s January
report) have all been subdued. A sustained upswing in residential construction is unlikely until the
second half of this year, and meanwhile business investment growth has faded and household
consumption growth is only moderate. We should by now be seeing the long expected upswing in
export volumes, but as a matter of fact we aren’t. Export volumes may not have increased at all in
the fourth quarter of last year. If they did it could not have been by much since the rise in values

over the quarter was less than 1%.

But RBA Governor Glenn Stevens knows that if the Bank acknowledges this weakness, the debt
market will rally hard. Any easing in the cash rate would at this point be very far from his mind.
Today’s Statement will of course make the point that headline inflation has fallen, and that the
annual rate will fall further in the first half of this year. It will also welcome the apparent
moderation in the trimmed mean of the consumer price index, which the RBA thinks is both a
good measure of the core inflation rate and a good predictor of the headline rate in the short to
medium term. It will point out, however, that the unemployment rate of 4.5% is very low indeed,
that many of the export disappointments arise from constricted supply rather than lack of demand,
and that while it is falling core inflation is still elevated. The tone may even be sufficiently tough
to encourage the market to price back in the risk of another rate increase. We think the cash rate
has definitely peaked, however, the run of activity indicators will remain subdued, inflation will
continue to moderate, and the risks will turn towards some slight easing of policy in the second
half. That possibility may become clearer if Stevens is pressed at his February 21 appearance
before the House Economic Committee.
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RBNZ rate rise not a sure thing

All activity indicators are easing

It wasn't big but last week’s news of a fall of 0.1% or 2,000 jobs in New Zealand employment in
the fourth quarter following a fall of 10,000 in the third quarter was consistent with other signs of
easing activity. This is the first time since the recession a decade ago that falling employment has
been sustained for more than an isolated quarter. The unemployment rate went down a shade to
3.7%, but that was entirely because of reduced participation. We already know that consents to
new residential construction are down, retail sales growth is very modest, and even exports
weakened in December. We expect Thursday’s December retail trade number to show only a 0.3%
increase over November. While part time jobs gained in the fourth quarter, full time jobs dropped
3,000. This suggests the weakening is persistent, not temporary. Consumer prices fell in the fourth
quarter and the trimmed mean measure of core inflation, which is a useful predictor of future
headline inflation, fell in both the third and fourth quarters. The only number that has gone the
other way was last week’s fourth quarter wage price index, which showed an increase in the pace
of private sector ordinary times earnings growth for the fourth quarter. This is a series, by the way,
which the RBNZ says is unreliable. After this week’s December retail trade the only substantial
data now before the March 8 Statement is January building consents at the end of this month, and

it would be surprising indeed if they showed any strength.

Given this run of numbers it is quite puzzling that the market is convinced that the RBNZ will
increase the 7.25% cash rate on March 8. Responding to the lower unemployment rate rather than
the fall in jobs, the market actually sold off on the employment report. Market rumour last week
had it that the RBNZ had been testing market opinion on the likely response to a 50 basis point
tightening. We don't believe for a moment this sounding took place, but we can offer our own
unequivocal answer to the hypothetical - most of the market would think the RBNZ was nuts.
With employment, retail sales, building consents and exports weakening (not to mention GDP)
and both core and headline inflation coming down, RBNZ Governor Alan Bollard ought to be well
pleased that he stoutly resisted the log rolling for further tightening over the last three months.
With last week’s employment numbers, we think there is a good chance he will continue to resist.
We do concede, however that we are one of only four houses in a survey of 16 expecting cash to

remain on hold and that the market sentiment is entirely the other way.

John Edwards
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Weekly Calendar

Week commencing Monday February 12, 2006

Country/
Region

Event or Economic Release

Monday February 12, 2006

Reserve Bank Quarterly Monetary
Policy Statement (11:30 AEST)
DCLG house prices (9:30 GMT)
Public Holiday National Foundation
Day

Tuesday February 13, 2006

Year

Period

Dec

Jan 12

HSBC

8.9%
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Market
F’casts
Cons Range

Actual
Previous

9.4% - 8.9%

AU
NZ
NZ
UK

us

NAB Business Confidence
NAB Business Confidence
Producer Prices

CPI (09:30 GMT)

Domestic CGPI (23:50 GMT)

Consumer Confidence (05:00 GMT)
GDP 1% Estimate (07:00 GMT)

ZEW Survey (10:00 GMT)

Trade balance (13:30 GMT)

Wednesday February 14, 2006

AU
NZ
us

us

us

AU Westpac Consumer Confidence
Food Prices
Retail Sales (13:30 GMT)

Bernanke Testimony and Fed Policy
Report

Business Inventories (15:00 GMT)

CPI —year
RPI — month
RPI — year
RPIX

Month

Year

DI

Quarter

Year
Expectations
Current
conditions
Month (USDbn)

Month
Ex-autos
Q4 07/ Q4 06

Real GDP

Core PCE price
index

Q407
Unemployment
rate

Q4 08/Q4 07
Real GDP

Core PCE price
index

Q408
Unemployment
rate

Month

Feb

Dec

2.8%
-0.4%
4.4%
3.6%

0.0%
2.4%
48.9
0.6%
3.1%
-1.0
70.0

-58.0

0.2%
0.2%

1.9%

1.9%

5.4%

3.1%

1.6%

5.4%

0.0%

- - 11.0%
- - 2.0%
2.9% - 3.0%
-0.4% - 0.8%
4.5% - 4.4%
3.8% - 3.8%
- - 0.0%
- - 2.5%
- - 45.9
0.6% - 0.6%
3.2% - 2.8%
7.0 - -3.6
- - 70.6
-59.5 - -58.2
- - 7.3%
- - -0.5%
0.3% - 0.9%
0.3% - 1.0%
2.5% — - 3.0% -
3.0% 3.25%
1.75% - - 2.0% -
2.0% 2.25%
5.0% - - 4.75% -
5.25% 5.0%
3.0% - - -
3.25%
1.5% - - -
2.0%
4.75% - - -
5.25%
0.4% - 0.4%
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Wednesday February 14, 2006

UK Unemployment (09:30 GMT) Claimant count  Dec/Jan
(Jan)
Change (‘000s) Dec/Jan 0.0 -55 - -55
Rate 3.0% 3.0% - 3.0%
ILO (Dec)
Rate 5.5% 5.5% - 5.5%
UK Average earnings (09:30 GMT) Year — Headline Dec 4.2% 4.1% - 4.1%
Year — Ex bonus 3.7% 3.8% - 3.7%
UK Bank of England Inflation Report Feb
(10:30 GMT)
JP Current Account Balance NSA (JPYbn) Dec 2200.5 1990.0 - 1756.4
JP Industrial Production (Final) (04:30 Month Dec 0.7% - - 0.7%
GMT)
Year 4.6% - - 4.6%

Thursday February 15, 2006

AU Consumer Inflation Expectation Feb - - - -
AU House Price Index Q4 1.5% 1.5% - 2.2%
NZ Retail Sales Dec 0.3% 0.4% -0.2%
us Empire Manufacturing (13:30 GMT) Month Feb 7.0 115 - 9.1
us Initial Jobless Claims Week (‘000s) Wk Feb 310 - - 311
10
us Industrial Production (14:15 GMT) Month Jan -0.1% 0.1% - 0.4%
Capacity 81.6% 81.7% - 81.8%
utilisation
us Philadelphia Feb (17:00 GMT) Month Feb 4.0 45 - 8.3
us NAHB Housing Market Index (18:00 Month Feb 36 35 - 35
GMT)
UK RICS Housing Market Survey (00:30 Net Balance
GMT)
Prices rising/ Jan +32 - - +37
falling
UK Retail sales (09:30 GMT) Month Jan -0.7% 0.2% - 1.1%
Year 4.5% 5.4% - 3.7%
JP GDP 1* Estimate (23:50 GMT) Quarter Q4 0.8% 0.9% - 0.2%
Annualised 3.3% 3.8% - 0.8%
Year 1.6% - - 1.6%
SWE Riksbank Rate Announcement (08:30  Repo rate Feb 3.25% 3.25% - 3.00%
GMT)

EMU ECB Monthly Bulletin (09:00 GMT)

Friday February 16, 2006

AU Preliminary BoP Imports Jan - - - -
us PPI (13:30 GMT) Headline Jan
Month -0.3% -0.6% - 0.9%
Year 0.6% 0.4% - 1.1%
Core
Month 0.1% 0.1% - 0.2%
Year 1.7% 1.7% - 2.0%
us Housing starts (13:30 GMT) ‘000s
Housing starts Jan 1600 1600 - 1642
Building 1560 1590 - 1613
permits
us University of Michigan Confidence Month Feb 95.0 97.0 - 96.9
(prelim) (15:00 GMT)
GER CPI Final (07:00 GMT) Jan
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During the Week

Source:- Dow Jones, Reuters, Bloomberg

Notes:- p=preliminary, r=revised, n.f.=not forecast, n.s.a.=not seasonally adjusted, ann.=annualised, bn=billion, m=million
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Australia & New Zealand Weekl

Monthly Economic Calendar

Week commencing Monday Februar

Monday February
19, 07

UK Rightmove House
Prices (FEB)

Monday February

26, 07

Tuesday February 20,
07

UK CML, BBA & BSA
Mortgage Lending Figures

Tuesday February 27,
07

19, 2007

Wednesday February
21, 07

AU RBA Governor Stevens
Testifies to Parliamentary
Committee

AU Westpac Leading Index
(DEC)

AU DEWR Skilled
Vacancies (FEB)

AU Wage Price Index (4Q)
AU New Motor Vehicle
Sales (JAN)

AU New Motor Vehicle
Sales (JAN)

UK Bank of England
Minutes

UK U.K. CBI February
Industrial Trends Survey
US MBA Mortgage
Applications (FEB 17)

US ABC Consumer
Confidence (FEB 19)

JN BOJ Target Rate

(FEB 21)

JN BoJ Monthly Report
Wednesday February
28, 07

Thursday February 22,
07

US Consumer Price Index
(JAN)

Thursday March 01, 07

Friday February 23,
07

UK GDP (4Q P)

US Initial Jobless Claims
(FEB 18)

US Continuing Claims
(FEB 11)

Friday March 02, 07

NZ Trade Balance (JAN) AU HIA New Home Sales AU Private Sector Credit AU AiG Performance of Mfg US Personal Income (JAN)
UK Natwide House prices | (JAN) (JAN) _ Index (FEB) US Initial Jobless Claims
NZ NBNZ Business AU Construction Work AU Private Capital
(FEB) . Done (40) Expenditure (4Q) (FEB 25)
IN BoJ Monetary Polic Confidence (JAN) one Xpenaiture (%) USP | Spendi
Meeting Minutesyfor y UK BBA releases January UK NZ Building Permits (JAN) AU RBA Commodity Index (FEB)ersona pending
January Mortgage Lending Figures UK GfK Consumer SDR (FEB) US PCE Deflator (JAN)
Distributive Trades Survey US MBA Mortgage UK PMI Manufacturing 18) ontinuing Claims (
Applications (FEB 24) (survey) (FEB) .
US Durable Goods Orders | UK Mortgage Approvals EJS lS)M Manufacturing
(JAN) FEB

8? ,\EIJ)urabIes Ex US GDP (4QP) US Construction Spending

Transportation (JAN) US Chicago Purchasing (JAN)

US S&P/CaseShiller Home Manager (FEB)

Price (DEC) US New Home Sales (JAN)

US Consumer Confidence

(FEB)

US Richmond Fed

Manufact. Index (FEB)

US Existing Home Sales

(JAN)

US ABC Consumer

Confidence (FEB 26)

JN Industrial Production

(JAN P)

JN Retail Trade (JAN)
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Australia & New Zealand Weekl

Monthly Economic Calendar (continued)

Week commencing Monday February 19, 2006

Monday March 05,
07

AU AiG Performance of
Service Ind (FEB)

AU TD Securities Inflation
(FEB)

AU Company Operating
Profit (4Q)

AU Inventories (4Q)

Monday March 12,
07

AU ANZ Job
Advertisements (FEB)
NZ Food Prices

(FEB)

UK PPI Input s.a.

(FEB)

UK DCLG UK House
Prices (JAN)

JN Gross Domestic
Product (Q4 F)

JN Current Account Total
(JAN)

JN Adjusted Current
Account Total (JAN)

Tuesday March 06, 07

AU Trade Balance (JAN)

AU Building Approvals (JAN)
AU Exports (JAN)

AU Building Approvals (JAN)
AU Imports (JAN)

NZ ANZ Commodity Price
(JAN)

UK BRC February Retail Sales
Monitor

US ISM Non-Manufacturing
(FEB)

Tuesday March 13, 07

AU NAB Business Conditions
(FEB)

NZ Retail Sales (JAN)

US Advance Retail Sales
(FEB)

UK RICS House Price Balance
(FEB)

UK Total Trade Balance
(GBP/MIn) (JAN)

EC ZEW Survey (Econ.
Sentiment) (MAR)

Wednesday March
07, 07

AU AiG Perf of
Construction Index (FEB)
AU RBA CASH TARGET
(MAR)

AU Gross Domestic
Product (4Q)

UK Bank of England's
Monetary Policy Committee
Meets

US Unit Labor Costs (4Q F)
US Pending Home Sales
(JAN)

US Factory Orders (JAN)
US ABC Consumer
Confidence (MAR 5)

US MBA Mortgage
Applications (MAR 3)
Wednesday March
14, 07

AU Westpac Consumer
Confidence (MAR)

US ABC Consumer
Confidence (MAR 12)
US MBA Mortgage
Applications (MAR 10)
US Current Account
Balance (Q4)

JN Industrial Production
(JANF)

Thursday March 08, 07

NZ RBNZ Official Cash Rate
(MAR8)

NZ Terms of Trade Index
(4Q)

UK BOE announces rates
(MAR9)

US Fed's Beige Book

US Consumer Credit (JAN)
EC ECB Announces Interest
Rates (MAR)

Thursday March 15, 07

AU Consumer Inflation
Expectation (MAR)
AU Employment Change
(FEB)

US Producer Price Index
(FEB)

US Initial Jobless Claims
(MAR 11)

US Continuing Claims (MAR
4)

US Empire Manufacturing
(MAR)

EC ECB Publishes Mar.
Monthly Report (Text)

EC Euro-Zone CPI (FEB)

Friday March 09, 07

AU Home Loans (JAN)
AU Investment Lending
(JAN)

UK Industrial Production
(JAN)

US Initial Jobless Claims
(MAR 4)

US Continuing Claims (FEB
25)

JN Machine Orders (JAN)
JN Machine Orders (JAN)
EC Euro-Zone OECD
Leading Ind. (JAN)

Friday March 16, 07

AU Preliminary BoP Imports
(FEB)

US Total Net TIC Flows
(JAN)

US Philadelphia Fed. (MAR)
US Consumer Price Index
(FEB)
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