Service sector still struggling in tough
economic conditions

Bank of New Zealand - Business NZ PSI for October 2008

The Bank of New Zealand - Business NZ Performance of Service Index (PSI)
remains in contraction, with the October result (48.7) the seventh
consecutive time in which the overall sector has contracted. On a positive
note, the October result was 1.8 points higher than September, but 9.7 points
down from the same month in 2007.

Only two of the five diffusion indices that make up the PSI exhibited
contraction during October. However, these two involved the key indices of
activity/sales (46.8) and employment (47.1), which dragged the overall index
down. New orders/business (50.0) recovered from its minor contraction in
September to show no change for the current month, while deliveries (50.2)
also recovered from September. Stocks/inventories (52.0) experienced a
minor drop, but still in expansion.

Activity by region continued to show a similar pattern to previous months.
The Northern region (48.4) improved slightly, with its highest result since
May. The Central region (55.4) recovered to levels experienced in August,
and has shown the strongest growth of any region over the last four months.
In the South Island, the Canterbury/Westland region (52.3) continued to build
on its September result, while the Otago/Southland region (37.7) remained
entrenched with a value below 40.

The various service sectors continued to be almost all in contraction mode
during October, with only health & community services (53.9) and property &
business services (50.2) in positive territory. Encouragingly, wholesale trade
(49.6), accommodation, cafes & restaurants (49.7) and transport & storage
(49.9) all were close to the level of no change for the month. Retail trade
(46.6) improved slightly on September, although still remained in contraction
for the seventh consecutive month.

Three of the four firms by employment size experienced contraction during
October. Large firms (101+ workers) experienced the lowest level of activity
(47.4), followed by micro firms (1-10 workers) (48.0). Medium-large firms
(51-100 workers) (48.3) improved on the previous month, while small-
medium firms (11-50 workers) (50.1) was largely in a state of no change for
October after five consecutive months in contraction.

The proportion of negative comments from respondents during October
stood at 62.4%, exactly the same as that received in September. However,
there was a distinct difference comparing activity with the same time last year
for positive and negative comments. Unlike last month when the average
was the same, activity for those with negative comments (3.8*) worsened
significantly, while for positive comments there was a strong improvement
(2.3).

The Bank of New Zealand - Business NZ
Performance of Services Index is a monthly
survey of the services sector providing an early
indicator of activity levels. A PSI reading above
50 points indicates services activity is expanding;
below 50 indicates it is contracting.

HIGHLIGHTS

e The overall level of activity for the
service sector remained in
contraction for the seventh
consecutive month.

e Both activity/sales (46.8) and
employment (47.1) improved on
September, but remained in
contraction.

e The Central region continued to lead
regional activity, while
Otago/Southland remained weak.

e The proportion of negative
comments from respondents was
unchanged at 62.4%.

Next Bank of New Zealand - Business
NZ PSI: December 15 2008

SPONSOR STATEMENT

Bank of New Zealand Ltd is delighted to be
associated with the Performance of Services
Index (PSI) and Business NZ. This association
brings together the significant experience of
leading business advocacy body Business NZ,
and business finance specialist BNZ. We look
forward to continuing our association with
Business NZ and associated regional
organisations, and to playing our part in the
ongoing development of the New Zealand
services sector.

Bank of New Zealand (www.bnz.co.nz)

*Respondents are asked for a score from 1-5,
where 1= large rise and 5= large fall.



Bank of New Zealand - Business NZ Performance of Services Index Time
Series (April 2007 - October 2008)
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PSI time series tables
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pank of Newzealand - | 54 | 456 | 489 | 479 | 469 | 487
Activity/Sales 58.7 44.9 47.9 41.2 43.9 46.8
Employment 52.2 41.8 47.5 48.1 45.8 47.1
New Orders/Business 66.0 51.4 52.7 50.2 49.4 50.0
Stocks/Inventories 56.7 46.6 46.7 53.2 53.0 52.0
Supplier Deliveries 57.0 42.7 48.2 51.3 45.6 50.2 PARTICIPANTS

Business NZ gratefully acknowledges the
participation of the following associations in
contributing to the PSI:

Regional Indexes Employers & Manufacturers Association
(Northern)
Bank of New Zealand - 58.4 456 48.9 47.9 46.9 48.7 Employers & Manufacturers Association
Business NZ PSI ' ' ) ) ' ’ (Central)
Northern 60.4 43.9 48.2 47.3 46.5 48.4 Canterbury Employers’ Chamber of Commerce
Central 547 479 54.9 554 507 554 Otago Southland Employers Association
Hospitality Association of New Zealand
Canterbury/Westland 59.6 51.1 51.1 47.7 50.9 52.3 ) o
New Zealand Retailers Association
Otago/Southland 55.3 36.1 40.4 39.3 37.0 37.7

Tourism Industry Association New Zealand

www.businessnz.org.nz
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Disinflation an Economic Stabiliser

e Inflation is dying

e Led by slumping commodity prices
e Interest rates will be slashed further
e The currency will drift lower

e The pain before the gain

Things are very tough out there at the moment and few
businesses are escaping the fact that the economy is
now in the midst of what we believe to be the fourth
quarter of the current recession. Moreover, there is
more pain to come yet with the next leg of the downturn
likely led by a sharp contraction in investment activity
and a significant increase in the unemployment rate.

While this is a far from inspiring environment, the good
news is that the economy’s automatic stabilisers are
swinging into action. These will not only provide some
short term relief but will also start the wheels turning
that will eventually see an end to this downturn.

Foremost amongst the adjustments that inevitably

take place when the economy slows is the death of
inflation. At least in this regard, this cycle looks to be no
different to all the others. As domestic demand softens,
spare capacity in the economy begins to appear and
inflationary pressures fall. From a New Zealand Inc
perspective we are only just seeing the first signs of
this with non-tradables inflation still fairly lofty and only
expected to fall gradually.

However, where the big disinflationary pulse is coming
from is the demise of demand globally and the ensuing
drop in commodity prices. Global growth forecasts are
being slashed by the day. At the beginning of the year
the consensus was that global growth of 3.4% would
be reported for calendar 2009. At the time this was a
small improvement on what was then expected for
2008. By September the expectation for calendar 2009
had fallen to 2.5%. Then the fun really began with the
forecast being slashed to 1.9% in October and to a
paltry 1.1% in November. On this basis, it looks like the
global environment is much worse than what accosted
us in the major downturn of 1991/92 and rather more
like what was seen in 1982.

Consistent with this, commodity prices of all types are
in freefall. Most notable for the world, and us, has been
the drop in oil prices. Dubai Crude, the oil New Zealand
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uses, has slumped from USD140 a barrel in mid July
to just USD48 now. This has had a massive impact
on New Zealand pump prices resulting in 91 Octane
dropping from 218.9¢/l early in July to 154.9 now.

Consequently, this has resulted in a massive shift in
expectations for total CPI inflation at home. Annual
inflation peaked at 5.1% in the third quarter and we
reckon it will be just 1.2% by this time next year.
The reduction in inflation will soon start to haul back
wage increases too.

Accordingly, the Reserve Bank has been given the green
light to lower its cash rate aggressively. It's already gone
from 8.25% to 6.50% and we see it dropping another

2.0% over the next few months. This, in turn, is resulting
in a sharp drop in the exchange rate, with more to come.

Ultimately, these developments will eventually set
the scene for an economic rebound particularly when
the effects are compounded by substantial easing

in fiscal policy. Even as things stand, most of the
aforementioned events should come as an immediate
welcome relief to businesses.

This aside, it's way too early to pop the champagne
corks. To start with, the resolution of our current
demand weakness is still some way off meaning that
businesses will continue to face faltering sales for
some time to come. Moreover, while the falling NZD

is great news for exporters it's a substantial impost for
importers and retailers who will not be able to pass on
the full burden of the exchange rate to their customers.

stephen_toplis@bnz.co.nz

www.bnzmarkets.co.nz
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