October 13, 2016

Headline Inflation projected to reach 18%

Our forecast for year-on-year (YoY) headline inflation rate for the month of September is 18.0%, a 0.4%
increase from August’s 17.6%. If the estimates of our model are accurate, it will be the highest level in 11
years. However, a change of 0.4% indicates that the rate of increase is slowing. If this trend continues, the

direction of inflation is likely to reverse.

Chart 1: Headline Inflation Rate
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The Controversy between Fiscalists and Monetarists

Our model predicts a CPI of 208.24, with month-on-month inflation for September estimated at 0.95%, a
decline from August rate of 1.01%. Annualised monthly inflation rate is therefore estimated at 12.01%.
Monetarists are of the opinion that the country is in a state of stagflation. However, Fiscalists believe that
Nigeria is in a recession. Both schools agree about declining growth, however, they disagree about the

direction of inflation.

In a state of stagflation, inflation (and unemployment) increases, however in a recession economic growth
and inflation are moving in the same downward trajectory while unemployment rises. The pace of increase

in consumer prices is declining for both headline and monthly inflation. Therefore, a recessionary state is a
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more accurate description and Nigeria’s economic challenges. Working with this premise, the argument for

a more accommodative monetary policy - cut rates - is not implausible.

Treasury bills

91 T/Bill rates have declined from the average peak of 14.99% to 13.9% in the primary market and from 16%
to 13.61% at the secondary market. 364 T/bill rates have remained relatively flat. The initial high demand
for fixed income instruments appears to be dissipating as the pace of capital inflows remains below

expectations.

Why did prices increase?

The parallel market rate depreciated significantly while the interbank market rate appreciated in the month
of September. This can be attributed to the temporary shock in the parallel market following an abnormal
spike in demand. The decision by the CBN to halt the forex operations of 9 banks, due to an outstanding
payment of $2bn owed to the NNPC, led to short covering by these banks in the parallel market hereby
hiking demand. However, since this directive has been met, the naira is slowly starting to appreciate in the

parallel market. The naira which traded at N490/$ at the peak of the shock has appreciated to N460/$.

The price of cement was hiked in the month of September by almost 37.5% to N2200. In response to this,
other stakeholders in the building industry such as the National Association of Block Moulders are looking
to increase prices. Transport costs have also increased. The Association of Luxury Bus Owners (ALBO) and
the Association of Private Transport Company Owners of Nigeria (APTON) have hiked road fare by 35%
and 40% respectively. However, the price of flour increased marginally by 4.8% to N11000, the prices of

diesel and PMS are declining and telecom tariffs have remained flat.

What factors are putting pressure on inflation?

Diesel prices eased in September to an average of N190/l1tr from August’s average of N193.53/ltr partly due

to heavy rains and reduced attacks in the Niger Delta due to a ceasefire agreement. However, on the 24th of
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September the NDA defied the cease-fire agreement with an attack on the Bonny crude export line. PMS

prices maintained an average of N143/ltr with some filling stations selling as low as N140/1tr.

Urban Price Movement

The FDC Lagos urban inflation index decreased to 13.11% in September. This is a decrease of 0.19% up from
the August rate of 13.30%. This decline our urban index is due to abundant harvest that has reduced
inflationary pressures from the food basket. The year-on-year food index increased to 16.27% from 17.85% in

August while the non-food year-on-year index increased to 11.51% from 10.99%.

Chart 2: Month-on-Month Price Changes
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Outlook for October

Inflationary pressures are likely to reduce in October. This is attributed to the trickle down effect of the new
deal with Travelex to trade forex with BDCs in the country. OPEC came to the conclusion of cutting
production to 32.5 -33 million bpd. However, countries like Nigeria and Iran were given allowances to
produce as much as possible. Therefore, the country’s reserves are to receive a boost and as such pressure on
prices from forex scarcity is to be elevated. This is because the country is to enjoy higher oil revenue from
higher oil prices (from OPEC production cut) and production allowance. The problem rests in the efficiency

of the government to make sure the cease-fire with the militants is upheld.
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On the policy front, the CBN is likely to give into a more accommodative policy direction seeing that there is
a divergence between headline and monthly inflation. The argument in favour of growth seems to be

intensifying as increased output and productivity may be the panacea for negative growth.

Important Notice

This document is issued by Financial Derivatives Company. It is for information purposes only. It does not constitute any offer, rec-
ommendation or solicitation to any person to enter into any transaction or adopt any hedging, trading or investment strategy, nor
does it constitute any prediction of likely future movements in rates or prices or any representation that any such future movements
will not exceed those shown in any illustration. All rates and figures appearing are for illustrative purposes. You are advised to make
your own independent judgment with respect to any matter contained herein.
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