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Disinflationary

The bottom line

e The NZIER’s Q3 Quarterly Survey of Business Opinion (QSBO) suggests
businesses are responding favourably to the withdrawal of monetary
restriction, but that times are still very tough here and now.

e Of note, the responses making up these data started coming in from 27
August, meaning all responses came in after the RBNZ’s August OCR
cut.

e Activity indicators were a little mixed, with experienced activity still very
weak but forward-looking measures (for the next 3 months) improving,
albeit not to super-high levels. We'd characterise this as cautious
optimism that the worst is over.

e Most importantly for the RBNZ, indicators of capacity stretch and pricing
pressures remain on a disinflationary trajectory, particularly insofar as
experienced prices and labour availability are concerned. So for the time
being at least, improving confidence and activity expectations are not
looking like they’ll get in the way of bringing CPI inflation sustainably to
target.

e All up, today’s data provide additional evidence that it is appropriate for
the RBNZ to be withdrawing monetary restriction. How these data might
feed the RBNZ's forecasts and decision making is always uncertain, but
our take is that today’s data are pretty close the August MPS near-term
activity forecasts, and that rebounding confidence and expected activity
shouldn’t derail disinflation progress given the degree of excess capacity
out there (particularly in the labour market). We see these data as
consistent with a 25bp cut next week.

Key points

e Business sentiment rebounded, up a whopping 35 points to a still-
negative -5% (sa). That mirrors the move seen in our own Business
Outlook, though the level is weaker. In terms of the details,
manufacturing was the most downbeat sector overall (as in ANZBO)
while retailers recorded the largest improvement.

Figure 1. Business confidence
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Experienced domestic trading activity (DTA) deteriorated, down 4
points to -31% on a seasonally adjusted basis. This measure hasn't
correlated particularly closely with GDP growth through most of the
post-pandemic era (GDP’s fault), but for what it’s worth, this indicator
presents some mild downside risk to our Q3 GDP forecast of 0.0% qg/q
(-0.1% y/y). We'd call it broadly consistent with the RBNZ'’s forecast
of -0.2% qg/qg. Meanwhile, expected trading activity for the coming
quarter (Q4) improved 11 points to -2%. These themes are consistent
with our Business Outlook, where we’ve seen a sharper rebound in the
forward-looking indicators than in those relating to current activity. That
is, it's still very tough out there, but it’s expected to get better.
Figure 2. Domestic trading activity and GDP
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Experienced profitability deteriorated marginally, down 1 point to a
still-grim -45%. Expected profitability for the coming quarter improved
from -34% to -15%, again pointing to a better outlook. Subdued
profitability is consistent with weak (but improving) investment
intentions, with the buildings and plant and machinery measures landing
at -25% (Q2: -35%) and -17% (Q2: -27%) respectively.

Employment measures were more mixed, with experienced
employment falling from -25% to -33%, but hiring intentions improving
a modest 1 point to -9%. These data certainly suggest the labour
market has a little further to soften.

Other indicators for labour market slack softened. These are a
useful indicator for gauging wage and therefore non-tradables inflation
pressures, and the Q3 data suggest sticky inflation risks continue to
subside. The ease of finding skilled labour lifted a whopping 19 points to
+26%, while the ease of finding unskilled labour lifted from +38% to
+57%. Combined with reported employment falling (as discussed
above), the trajectory for the labour market is looking soft.



Figure 3. Difficulty finding labour
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e This was corroborated by labour as a limiting factor, which eased
further from 9% to 5%, below pre-pandemic levels and suggesting
that wage pressures are done as a driver of non-tradable inflation. On
the other side of the same coin, sales (demand) as a limiting factor
lifted 3pts to 64%, suggesting headwinds from the demand side are
blowing much harder than from the supply side. This is consistent with
the rising proportion of firms in the ANZBO identifying turnover as a
top-three problem.

Figure 4. Limiting factors
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e Capacity utilisation (CUBO) lifted from 88.7% to 89.1%, a little at
odds with the sharp improvement in the ease of finding labour.
However, it is still below its long-run average of 89.6%, and taken at
face value, it suggests capacity pressures are consistent with continued
disinflation despite improving confidence and activity indicators.
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Figure 5. Capacity utilisation (CUBO value)
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e For the RBNZ, the experienced price rises measure brings very
welcome news - it fell 20 points to +3%, well below its long-run
average of 26% and consistent with the RBNZ’s recent assumption that
price-setting behaviour may come back down to earth a little faster than
previously assumed. Expected selling prices also fell, down from +23%
to +7% and well below the average of 32%. Meanwhile, as in ANZBO,
costs measures were still looking a little sticky, with experienced costs
down just 1 point to 41% (long-run average: 44%) and expected costs
rising from +38% to +41% (average: 43%). Big picture: prices are well
off their peaks and consistent with ongoing disinflation, but costs, while
on a downward trajectory, are still elevated.

Figure 6. Pricing intentions and CPI inflation
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All up, today’s data show that past monetary tightening has engineered a
significant degree of spare capacity in the economy and that this is
successfully bringing inflation pressures to heel. But at the same time, these
data provide a timely reminder that monetary policy works in both
directions. But while our Business Outlook for September (out yesterday)
showed further broad-based improvements from August’s gigantic rebound,
today’s data have a slightly more cautious tone.

Rebounding activity expectations from such a weak base isn't likely to derail
OCR cuts in the near term. Provided capacity indicators remain in
disinflationary territory long enough to prevent disinflation progress from
stalling at too high a level, the RBNZ should feel comfortable proceeding
cautiously along the path laid out in the August Monetary Policy Statement.
To us, these data appear consistent with another 25bp cut next week. We'll
have more to say in our MPR Preview later this week.
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