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e Australian inflationary pressures have started to dissipate in response to the
global recession and weak domestic demand.

e Headline consumer price inflation was negative in the December quarter at
-0.3% QoQ. The annual rate of inflation eased sharply to 3.7% from 5.0%.
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unlikely to carry over too far into 2009.

e Today’s data highlighted three key themes:

¢ Inflation is responding to weaker domestic economic conditions.
Non-tradables inflation eased significantly in Q4 and there was
evidence of discounting in demand-sensitive components.

e There was some evidence of margin compression, with producer
prices or input prices outpacing consumer price inflation.

¢ Inflation will continue to subside as weak demand conditions limit business
pricing power. ANZ expects underlying inflation to return to below 3% by
the end of 2009, despite upward pressure stemming from the weaker
currency.

e Today’s results will not stand in the way of further monetary policy easing
over the course of 2009. ANZ expects a 75bp cut to the RBA cash rate at
next week’s meeting.

Key Figures

Quarterly % change Annual %6
change

Core CPI 0.75 1.25 4.35
Trimmed Mean 0.60 1.20 4.2
Our Vision: Weighted Median 0.90 1.30 45
For ANZ Economics and Markets CPI1 (All groups) -0.3 1.2 3.7
Research to be the most CPI ex volatiles* 0.5 1.1 3.7
respected, sought-after and
. Tradables -1.8 0.7 1.2
commercially valued source of
economics and markets research Tradabless ex volatiles 0.1 0.3 1.8
and information on Australia, New Non-tradables 0.6 1.6 5.4
Zealand, the Pacific and Asia. Cornh 1.0 1.0 25
Services 0.6 1.4 5.2

* Volatiles are automotive fuels and fruit & vegetables
Sources: ABS, RBA
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Disinflation begins...

Today’s data confirms that Australian inflationary pressures have started to dissipate,
with the September quarter 2008 marking the peak for inflation in the current cycle.

Underlying inflation (the average of the RBA’s preferred trimmed mean and weighted
median measures) rose by just 0.75% in the December quarter, down significantly
from 1.25% in the September quarter. This was slightly lower than market
expectations for a 0.8% rise and is the lowest quarterly rate since the March quarter
2007. Within the underlying inflation average, the trimmed mean rose by just 0.6% in
the quarter, well below expectations for +0.8%. The weighted median was a little
higher at 0.9%, although the trimmed mean is generally considered a more
statistically robust measure. The annual rate of underlying inflation has started to
ease, dropping to 4.35% YoY from 4.8% YoY in the September quarter.

Headline consumer price inflation was negative in Q4 at -0.3% QoQ. This was largely
due to a 18.2% drop in petrol prices, although there were also significant price falls for
motor vehicles, deposit and loan facilities (which rose strongly in earlier quarters with
the gap between lending and borrowing rates widening). This saw the annual rate of
inflation ease to 3.7%, well down from 5.0% last quarter.

Inflation has peaked
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... despite the lower currency

Delving into the detail of the CPI data throws up three key themes which will also be
important for inflation going forward:

. There was limited evidence of pass-through from the lower currency into
consumer price inflation, at least in Q4;

. Inflation is responding to weaker domestic economic conditions. Non-tradables
inflation eased significantly in Q4 and there was evidence of discounting in
demand-sensitive components;

. There was some evidence of margin compression, with producer prices or input
prices outpacing consumer price inflation. This trend is likely to continue as
demand conditions weaken further.

The Aussie dollar depreciated by an average 20% on a trade-weighted basis in the
December quarter. This saw import prices rise by 10.8% in the December quarter,
following a 5% increase the previous month. However, we did not see this pass-
through to final consumers, with tradables inflation excluding the volatile fuel and fruit
& vegetable components rising by just 0.1% (see chart below).
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Little evidence of currency passthrough in Q4
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There are three possible explanations for the limited exchange rate pass-through, all
of which will have been a factor. Firstly, it is likely that firms were running down stocks
of goods purchased earlier at a higher exchange rate. In addition, hedging such as
forward contracts probably provided some protection to importers in Q4, although we
suspect much of this was short-dated cover and will not provide a buffer going
forward. And lastly, it appears that there was a degree of margin compression, with
input price inflation (as represented by the producer price index) outpacing growth in
consumer prices. Either way, this is consistent with history, which shows that the price
of retail goods more closely follows trends in private domestic spending than
fluctuations in the exchange rate

Indeed, there was some evidence of discounting, with smaller than usual rises in a
number of discretionary spending categories such as motor vehicles, recreation goods
and household contents (again notwithstanding the higher cost of importing these
goods). More broadly, there was a marked slowdown in the pace of non-tradables (or
domestically-sourced) inflation as well as services inflation which suggests that prices
are starting to respond to weaker demand conditions (see chart below).

Domestically-sourced inflation eases
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The inflation outlook
So what does this imply for inflation going forward?

With Australian inflation already responding to weaker demand conditions both here
and abroad, it seems likely that we will see a further reduction in firm’s pricing power
going forward. This dampening impact on inflation is expected to outweigh the upward
pressure stemming from the weaker currency and higher import prices, although this
is the key uncertainty for the outlook. At this point it looks as if firms will absorb at
least part of these cost increases into their margins; this is not unprecedented, with
the price of retail goods often moving more closely with trends in private spending
rather than being influenced by exchange rate movements, particularly during
economic downturns.

Weighing up these factors, ANZ is forecasting annual underlying inflation to return to
within the target band of 2 to 3% by the end of 2009. This is earlier than the RBA’s
most recent forecasts in December which had underlying inflation not returning to 3%
until December 2010. Annual headline inflation is expected to return to within the
target band in the first half of 2009, although this is largely because of base effects,
with the quarterly rate of inflation coming off more gradually.

Inflation no impediment to RBA easing

Today’s figures are evidence that the anticipated moderation of inflation in response to
the global downturn and weak domestic demand is coming to pass. Indeed it has come
a little earlier than the RBA had expected, with the RBA anticipating in December that
headline inflation would ease to 4%% and core inflation would ease to 4%2%. Indeed,
the better than expected inflation results may force the RBA to bring down its inflation
forecast for 2009 and could well see core inflation returning to the band a little earlier
than expected.

More broadly, the RBA should be comfortable with the inflation outlook, despite the
fact that the full effect of the currency depreciation is highly uncertain and yet to be
seen. In conjunction with broader asset price deflation, these results should not stand
in the way of easy monetary policy over the course of 2009. In this context, ANZ
expects a substantial rate cut of 75bp in February, although market pricing remains
fixated on a larger 100bp move.

The finer detall

A look at the main drivers of today’s inflation result confirm that the global recession
and weak domestic demand is pushing inflationary pressures lower by forcing
commodity prices down and prompting discounting across discretionary sectors of
spending. Moreover, the data confirms that so far little impact of the sharply weaker
A$ is being passed through to final consumer prices.

Transportation costs had the biggest impact on headline inflation in the December
quarter, falling by 6.9% to drag 0.9ppt from the CPIl. This was driven by weakness in
the global and domestic economies; weaker global oil prices caused an 18.2% drop in
automotive fuel prices while weaker household spending is most likely behind the
2.4% drop in motor vehicles prices recorded over the quarter. We expect
transportation costs to drag on inflation over the coming six months. Despite a spike
in January, we anticipate weaker global demand will see global oil prices resume
trending down. Weak household spending meanwhile should keep a cap on motor
vehicle prices, despite the weaker AS$.

Also pushing headline inflation lower were health costs which fell by 1.2% to subtract
around 0.1ppt from the CPI. This was largely due to the cyclical effect of the Medicare
Plus safety next and the Medicare rebate, which knocked the price of pharmaceuticals
down 4.7% and the price of hospital and medical services down 0.4%.

Financial and insurance services prices also weighed on headline inflation in the
December quarter, falling by 0.3% to subtract 0.04ppt from the CPl. This was driven
by a 1.9% decline in deposit and loan facilities. This most likely reflected an
improvement in wholesale lending rates which in turn allowed banks to reduce variable
lending rates by more than the RBA cash rate at the start of the quarter. We don’t
expect financial services to provide any further drag on the CPI in the coming quarters
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and indeed the price of this component may resume rising over the next six months
given wholesale funding costs remain relatively elevated.

CPI1 by major category

Quarterly % Quarterly Annual %6
change %pt change
contribution
Food 2.0 0.33 5.6
of which: fruit & veg 5.4 0.13 2.1
Alcohol & tobacco 1.4 0.10 5.8
Clothing & footwear 0.4 0.01 0.2
Housing 0.7 0.16 6.5
of which: rents 1.8 0.10 8.4
of which: utilities 0.5 0.01 10.8
of which: house purchase 0.2 0.01 4.3
HH contents & services 0.3 0.04 0.4
of which: childcare 1.4 0.00 -17.3
Health -1.2 -0.05 4.9
of which: pharmaceuticals -4.7 -0.05 2.7
Transportation -6.9 -0.94 -1.2
of which: auto fuel -18.2 -0.88 -4.4
Communication 0.4 0.01 0.5
Recreation 0.5 0.06 1.3
of which: holiday travel & 1.6 0.07 3.9
accomm.
Education 0.0 0.00 4.8
Financial & insurance -0.3 -0.04 7.0
services
of which: financial -0.8 -0.06 6.5
services
All groups -0.3 -0.3 3.7

Household contents and services prices rose by 0.3% in the December quarter.
These prices are now just 0.4% higher than a year ago, despite household contents
being heavily imported and thus vulnerable to the weaker A$. There is also a
suggestion of some bring-forward of the usual post-Christmas discounting in this
sector with this quarter’s 0.4% rise smaller than the 0.8% rise experienced in the
December quarter of 2007. Going forward, we expect the price of these goods will
remain subdued, at least in the short-term, as businesses seek to keep volumes
buoyant amidst slowing demand. Nevertheless, with the A$ likely to weaken further
below US$0.60c by year-end, some portion of these higher import prices will inevitably
start to flow through to household contents prices.

The full impact of the weaker A$ is also yet to flow through to clothing and footwear
prices, which rose by just 0.4% in the December quarter. Again, we expect concerns
about weaker spending prompted discounting across this sector, particularly, it would
seem in women'’s clothing; these prices fell by 1.2% in the December quarter, the
biggest December quarter drop in four years. We expect clothing and footwear prices
will remain a tug-of-war between the inflationary impact of the weaker A$ and the
disinflationary impact of weaker spending. Global disinflation will also likely be a drag
on these prices. While overall we expect the weaker A$ will cause these prices to
rise, it should be fairly modest.

Recreation prices were also lower than usual for a December quarter, rising by just
0.5%. The usual seasonal spike in holiday travel and accommodation (+1.6%) was
largely offset by a big 2.9% fall in the prices of audio, visual and computing
equipment. Again, we suspect this price fall reflects either a bring-forward of
discounting or a run-down of existing stocks. Going forward, we expect global
disinflation to keep a lid on these prices.
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The big price rises in the December quarter were mainly the non-tradables
components of inflation. Food prices were up 2.0%, mainly due to an 8.0% surge in
fruit prices and the price of alcohol and tobacco rose by 1.4%. The ABS partly
blames these price increases on the cessation of specials, confirming this is largely a
seasonal Christmas effect. These price rises should therefore be partly unwound in the
March quarter.

Housing costs were up a solid 0.7% in the quarter. This was well down on the 2.6%
rise last quarter, which was pushed up by seasonal increases in utilities prices.

Indeed, it was the smallest quarterly rise in housing prices since June 2007. The price
of rents eased from 2.1% in the September quarter to 1.8% in the December quarter
while house purchase costs rose by just 0.2% in the December quarter, having
averaged growth of 1% of greater since December 2006. A weakening housing
market should keep a cap on housing prices going forward, although the potential for a
sharp easing in these prices will probably be limited by rental price growth, which
should remain buoyed by continued low vacancy rates.

The States

Headline inflation fell across all of the capital cities. The biggest fall was in Melbourne
(-0.5%), mainly reflecting a smaller increase in housing prices and a bigger decrease
in health costs than other cities. Melbourne also now has the lowest annual rate of
inflation in the country of just 3.2%. The smallest quarterly falls in inflation were in
Sydney, Brisbane and Hobart (which all fell by 0.2%). Yearly inflation is weakening
across all the capital cities and is now below 4.0% for every capital city except
Brisbane. Brisbane’s higher annual inflation rate of 4.3%, according to the ABS,
mainly reflects higher than average housing price rises (driven by double-digit annual
rental growth).

Headline inflation by capital cities

1.1 3.8

Sydney -0.2

Melbourne -0.5 1.2 3.2
Brisbane -0.2 1.4 4.3
Adelaide -0.3 1.3 3.8
Perth -0.3 1.0 3.7
Hobart -0.2 1.1 3.8
Darwin -0.4 1.7 3.7
Camberra -0.4 1.5 3.7
Average -0.3 1.2 &7

Source: ABS and ANZ
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Important Notice

Australia and New Zealand Banking Group Limited is represented in:
AUSTRALIA by:

Australia and New Zealand Banking Group Limited ABN 11 005 357 522
14th Floor 100 Queen Street, Melbourne, Victoria, 3000, Australia
Telephone +61 3 9273 6224 Fax +61 3 9273 5711

UNITED KINGDOM by:

Australia and New Zealand Banking Group Limited

ABN 11 005 357 522

40 Bank Street, Canary Wharf, London, E14 5EJ, United Kingdom
Telephone +44 20 3229 2121 Fax +44 20 7378 2378

UNITED STATES OF AMERICA by:

ANZ Securities, Inc. (Member of NASD and SIPC)

6th Floor 1177 Avenue of the Americas

New York, NY 10036, United States of America

Tel: +1 212 801 9160 Fax: +1 212 801 9163

NEW ZEALAND by:

ANZ National Bank Limited

Level 7, 1-9 Victoria Street, Wellington, New Zealand

Telephone +64 4 802 2000

This document (“document”) is distributed to you in Australia and the United Kingdom by Australia and New Zealand
Banking Group Limited ABN 11 005 357 522 (“ANZ”) and in New Zealand by ANZ National Bank Limited (“ANZ NZ”).
ANZ holds an Australian Financial Services licence no. 234527 and is authorised in the UK by the Financial Services
Authority (“FSA”).

This document is being distributed in the United States by ANZ Securities, Inc. (“ANZ S”) (an affiliated company of
ANZ), which accepts responsibility for its content. Further information on any securities referred to herein may be
obtained from ANZ S upon request. Any US person(s) receiving this document and wishing to effect transactions in any
securities referred to herein should contact ANZ S, not its affiliates.

This document is being distributed in the United Kingdom by ANZ for the information of its market counterparties and
intermediate customers only. It is not intended for and must not be distributed to private customers. In the UK, ANZ
is regulated by the FSA. 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
FSA.

This document is issued on the basis that it is only for the information of the particular person to whom it is provided.
This document may not be reproduced, distributed or published by any recipient for any purpose. This document does
not take into account your personal needs and financial circumstances. Under no circumstances is this document to be
used or considered as an offer to sell, or a solicitation of an offer to buy.

In addition, from time to time ANZ, ANZ NZ, ANZ S, their affiliated companies, or their respective associates and
employees may have an interest in any financial products (as defined by the Australian Corporations Act 2001),
securities or other investments, directly or indirectly the subject of this document (and may receive commissions or
other remuneration in relation to the sale of such financial products, securities or other investments), or may perform
services for, or solicit business from, any company the subject of this document. If you have been referred to ANZ,
ANZ NZ, ANZ S or their affiliated companies by any person, that person may receive a benefit in respect of any
transactions effected on your behalf, details of which will be available upon request.

The information herein has been obtained from, and any opinions herein are based upon, sources believed reliable.
The views expressed in this document accurately reflect the author’s personal views, including those about any and all
of the securities and issuers referred to herein. The author however makes no representation as to its accuracy or
completeness and the information should not be relied upon as such. All opinions and estimates herein reflect the
author’s judgement on the date of this document and are subject to change without notice. No part of the author's
compensation was, is or will directly or indirectly relate to specific recommendations or views expressed about any
securities or issuers in this document. ANZ, ANZ NZ, ANZ S, their affiliated companies, their respective directors,
officers, and employees disclaim 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 the contents of and/or any omissions from this
communication except where a Liability is made non-excludable by legislation.

Where the recipient of this publication conducts a business, the provisions of the Consumer Guarantees Act 1993 (NZ)
shall not apply.
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