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ECONOMIC OUTLOOK

Domestic economic data released over the last few weeks has echoed a
familiar theme, generally coming in on the low side of expectations.
Yesterday’s HLFS employment data was just one example of this. In addition,
housing market data has been particularly soft, casting a shadow over
households, which remain cautious in their spending decisions. Net migration
has slowed significantly and commodity prices and business and consumer
confidence have pulled back (but remain positive). We read the recent
retreat in confidence as the reality of a more subdued recovery starting to
dawn, as opposed to the recovery itself coming under threat. Indeed, it is
entirely consistent with our long held view that the economic recovery will be
more muted compared to past cycles, with bumps along the way.
Deleveraging remains a dominant theme, and this will hold growth back in the
near term. However, somewhat ironically, a more subdued growth outcome
in 2010 means we will be more optimistic about prospects for 2011, for it
shows that the NZ economy’s imbalances are being addressed, which will set
the stage for a more sustainable rebound further down the track.

RATE VIEW

The OCR is still headed higher, but given what have been very real signs of
slowing momentum, and increased financial market volatility, we doubt the
economy can withstand increases every six weeks. As we’ve been saying for
months, rather than being quick and decisive, the policy normalisation path
will be an elongated one with pauses along the way. At this stage we ascribe
50/50 odds to a September hike, with a long pause likely in Q4 and into Q1
before policy normalisation continues. At present the market is placing a bob
each way, looking for a pause in the tightening cycle, but not keen to push
rates too far into 2011. In fact we’d consider the market has now done a full
circle, from overpricing the endgame for the OCR six weeks ago to now
under-pricing it despite prospects for obvious pauses in the hiking cycle along
the way. Rates have moved a long way now, and it will take a significant re-
rating of the policy outlook for short end rates to move much lower. While
long end rates could fall further if the US Federal Reserve may opt to re-
engage in quantitative easing (QE), we think this outcome is far from a
central scenario.

STRATEGY

The market is now pricing in a much more gradual series of rate hikes in the
wake of the RBNZ OCR Review and yesterday’s data, which seems
appropriate. Short rates could edge lower, but there is a limit to how much
further they can go without pricing in a “no change” scenario, which seems
extreme. This may suggest there is value in short term hedging — but we
don’t believe there is, as the risk of policy being more aggressive than want’s
priced in seems low. Long end rates offer exceptional value relative to
historic norms. They could go lower yet if the Fed re-starts QE, but this
already looks at least partially priced into the market. With long end rates
well below what we would regard as reasonable given the long term outlook
(the 7yr swap is below 5%) we think there is merit in doing some long term
hedging, with a mind to doing more if the Fed actually do engage in QE again.
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VALUATION

Swap rates are lower across the board, led by the
short end. The 2yr swap fell below 4% in the days
following the OCR Review, but the rally did not last,
and it wasn’t until yesterday’s soft HLFS
employment report that the 2yr moved convincingly
below 4%. The 7yr rate is below the key 5% level,
and the 10yr is now at 5.19%. Long end rates in
particular are extremely low by historical standards.
The recovery is losing momentum, but we doubt the
economy is in as bad a shape as the term structure
of interest rates implies — but we are mindful of the
impact that global rates are having on NZ rates.

NZ Swap Rate History (since OCR was introduced)
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Current interest rate levels

3-mth BKBM 3.24 3.28
1-year swap 3.80 3.66
2-year swap 4.21 3.95
3-year swap 4.46 4.22
4-year swap 4.65 4.44
5-year swap 4.80 4.62
7-year swap 5.06 4.90
10-year swap B.38 5.19

Market expectations for RBNZ OCR (bps)

Thu 16-Sep-10 +16 +16
Thu 28-Oct-10 +35 +28
Thu 9-Dec-10 +43 +36
Thu 27 Jan-11 +56 +41
Thu 10-Mar-11 +64 +47
Thu 28-Apr-11 +88 +57
Thu-9-Jun-11 Not forecast +68

MASSIVE SWING

The past six weeks has seen a massive swing in
sentiment. Six weeks ago the trajectory for rates
was up, and in a quick fashion with the cash rate
expected to be at close to 4% within a year, and at
5% by the end of the cycle. By contrast, current
market pricing in the near-term is less aggressive,
and the endgame has been lowered, as the chart
below shows. This full-circle swing looks a little
extreme to us. We certainly concur with the spirit
of a market that is unwilling to price in an overly
aggressive tightening profile given the fragile
nature of the global economy. But equivalently, we
are mindful that the rubber band is taut, and the
RBNZ rather belligerently reminded us not once but
twice in their OCR Review last week about how
supportive policy settings were. In central bank
speak this is a reminder that the trend for rates is
still up — something that shouldn’t be forgotten.

Implied or Forecast What's Priced In

OCR Path
4.00
Market
implied as at
3.75 A 30 June
3.50
3.257
Our Forecast Now
(which has
3.00 not changed
in that time)
2.75 T T T
Jun 10 Sep 10 Dec 10 Mar 11

Sources: ANZ, National Bank, RBNZ, Bloomberg

RISKS BOTH WAYS

Domestic economic data releases over the last six
weeks have been almost universally soft, with few
exceptions. This is troubling for two reasons. The
first and most obvious is that it is now clear that the
fledgling recovery has lost some momentum. And
while it would be an exaggeration to say that the
recovery has been threatened or has “petered out”,
the fact that it has less potency makes us more
cautious. After all, we always warned that the
recovery would be patchy and gradual, so we’ll
refrain from throwing the baby out with the
bathwater just yet. However, recent developments
do suggest that there is less urgency for the RBNZ
to get the OCR back towards more neutral (or less
stimulatory) monetary policy settings. That is, as
we look to the future, increased uncertainty about
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how quickly the economy is recovering suggests
that the pace of rate rises is likely to be slower.

The second troubling aspect about recent data is
that it raises questions about the starting point.
Yesterday’s HLFS employment data is a case in
point. While few people (including us) really
believed that the unemployment rate actually fell as
sharply as the Q1 survey suggested it did (the
official data showed that it fell from 7.1% to 6.0%o),
it did seem credible that the unemployment rate
fell. However, yesterday’s data (showing a rise in
the unemployment rate to 6.8%) suggests that the
underlying state of the labour market was probably
weaker than initially assumed. When we consider
this in light of the growing list of weaker than
expected data releases of late, and signs that the
economy is facing stronger headwinds than we
originally thought, we have to question our starting
point assumptions. Indeed, both business and
consumer confidence have fallen from their highs,
commodity prices are lower, net inward migration is
down, the housing market seems stuck in the
doldrums, and financial markets have been
maligned by risk aversion. This suggests that the
pace of tightening will be more gradual than
previously thought, and goes some way to validate
the market’s view that this rate hike cycle will be
much more muted than past cycles.

But while increased headwinds may sap some of the
economy’s potential, and suggest the peak in the
OCR may be lower, it is difficult to imagine that the
rates cycle will peak below neutral (unless we do
enter another recession, but that’s not the central
scenario). If we put aside global financial market
considerations for the moment, erratic domestic
data should be viewed as a sign that the recovery
will take longer, as opposed to being written off. As
such, we need to be mindful of the permanence of
the market reactions. Or put another way, while it
may be appropriate for the market to push out the
rate hike cycle, this should have more of an impact
on the short end than the long end. So far it has —
but we note that the long end of the curve has gone
a long way too. And with the 10yr rate now below
5.20%, there is an air of permanence about how
long the economy will be in the doldrums. We don’t
subscribe to this notion, and as we have long
pointed out, if slower growth in 2010 is being driven
by much-needed structural adjustments, this makes
us even more upbeat about 2011 and 2012. Based
purely on domestic considerations, it is tempting to
conclude that the long end of the curve has well
undershot the market, and has been plagued by

pessimism. This suggests there is a case for rates
to move higher.

That being said, there have been some significant
changes to the global financial environment. Chief
among these is growing speculation that the US
Federal Reserve is mulling over the possibility of
reengaging in quantitative easing (QE). Sometimes
known as “printing money”, the express intention of
such a policy is to get long term interest rates down
in an effort to kick start the economy. Itis
completely understandable that the Fed may be
mulling this over — after all, the Fed has a so-called
“dual mandate” — low inflation and full employment.
The problem is, the US unemployment rate has
been above 9% for 15 months now and shows no
signs of moving convincingly lower. At the same
time, core inflation is falling, pushing real interest
rates up. Whether the Fed adopt this policy is
uncertain — but the market is eager to entertain the
debate, and this is having a significant impact on
US and Japanese interest rates. Should these key
rates fall further, they will take NZ rates with them,
to an extent at least. As such, there is a risk that
the term structure of rates moves lower yet still.
But at present we suspect a fair portion of this risk
is already reflected in yields and hence if the Fed
decides to stick to their script there seems an
equivalent chance of a mild pull-back.

SOME VALUE AT THE LONG END

If valuation measures suggest that NZ term rates
are too low, but the possibility of QE suggests they
may move lower, what to you do? The fact that
there are two fairly powerful opposing forces makes
the decision tough. On the one hand, long rates
look way too low relative to where the domestic
economy is headed. Things may feel difficult now,
but it would be a stretch to say the economy will be
in the doldrums for the next 7 years as the cub 5%
7yr swap rate implies. In a sense then, long end
rates are like a beach-ball under water. The
problem is, it is global considerations that are
holding them down, and these are powerful forces.
But while QE would have a significant impact, the
hurdle for the Fed adopting it is high. Given that a
fair probability of it is already prices in (which is
what helped drive NZ rates lower), there’s an
argument for using this as an opportunity to do a
little more long term hedging, keeping some
powder dry to do more should the Fed actually go
down the path of QE. Increased uncertainty
certainly suggests some caution — but on pure
valuation basis, it is worth getting involved in some
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way. Indeed, as we pointed out in our last issue,
markets have a habit of “undershooting”, and while
the market may go lower yet, what’s going on now
has all the characteristics of a classic undershoot.

But if the long end has some appeal, what does the
short end offer, especially now that the market is
“only” pricing in 47bps of OCR hikes by March?
Technically speaking this is less than our forecasts,
but bear in mind we see the odds of a Sep hike as
being 50/50. This suggests there less value in
hedging at the short end. Doing so will protect you
against rising rates, but with a one-hike-every-two
meetings profile prices in, it’'s debatable how much
faster the RBNZ will move given the loss of
momentum in the recovery. The onus is certainly
now on the data to prove that the RBNZ should
stick to the “game plan” outlined in the June MPS
(which had the 90 day bill rate projected to be at
3.7% by December, consistent with 4 rate hikes by
then). As such we see little reason to rush in to fix.

But you guessed it — there is a caveat. While we
think the chances of it are fairly slim, it is possible
that the 35% of the populous that are on a floating
mortgage flock to a fixed rate following recently
announced rises in floating rates (which have
coincided with cuts in fixed rates). The margin
between floating and long term fixed rate is almost
prohibitively expensive. However the margin
between floating and the 2yr rate has fallen to
60bps at one bank, and no doubt this will be
matched by others. This spread has fallen
substantially in the past two months and may prove
to be attractive to some. If borrowers fix en masse,
we may see an outsize reaction to 2yr swap rates
as the market digests the flow, as we saw in March
last year. However, the differences between now
and then are aplenty. Back then both the rate and
the step-up were much lower. Now the overall rate
is about 1.8% higher, and the step up is positive,
making it less appealing. But it is worth
highlighting the risk, adding that the mania we saw
last year was short-lived. Indeed, rates eventually
reverted back to “normal” fairly quickly following
the mortgage paying. If it happens again, it may
be wise to sit it out.

DEALING ROOM CONTACTS:

Auckland 09 377 9450 / 0800 730 100
Wellington 04 471 0030 / 0800 445 088
Christchurch 03 364 5335 / 0800 269 261
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NEW ZEALAND DISCLOSURE INFORMATION

The Bank (in respect of itself and its principal officers) makes
the following investment adviser disclosure to you pursuant to
section 41A of the Securities Markets Act 1988.

The Bank (in respect of itself and its principal officers) makes
the following investment broker disclosure to you pursuant to
section 41G of the Securities Markets Act 1988.

Qualifications, experience and professional standing
Experience

The Bank is a registered bank and, through its staff, is
experienced in providing investment advice about its own
securities and, where applicable, the securities of other issuers.
The Bank has been selling securities, and providing investment
advice on those securities, to customers as a core part of its
business for many years, drawing on the extensive research
undertaken by the Bank and its related companies and the
skills of specialised staff employed by the Bank. The Bank is
represented on many bank, finance and investment related
organisations and keeps abreast of relevant issues by running
seminars and workshops for relevant staff and having its
investment adviser staff attend external seminars where
appropriate. The Bank subscribes to relevant industry
publications and, where appropriate, its investment advisers
will monitor the financial markets.

Relevant professional body

The Bank is a member of the following professional bodies
relevant to the provision of investment advice:

¢ New Zealand Bankers Association;

e Associate Member of Investment Savings & Insurance
Association of NZ;

e Financial Markets Operations Association; and
e Institute of Finance Professionals.
Professional indemnity insurance

The Bank (and its subsidiaries), through its ultimate parent
company Australia and New Zealand Banking Group Limited,
has professional indemnity insurance which covers its activities
including those of investment advisers it employs.

This insurance covers issues (including ‘prior acts’) arising from
staff fraud, electronic crime, documentary fraud and physical
loss of property. The scope of the insurance also extends to
third party civil claims, including those for negligence. The
level of cover is of an amount commensurate with the size and
scale of the Bank.

The insurer is ANZcover Insurance Pty Limited.
Dispute resolution facilities

The Bank has a process in place for resolving disputes. Should
a problem arise, you can contact any branch of the Bank for
more information on the Bank’s procedures or refer to any of
the Bank’s websites.

Unresolved complaints may ultimately be referred to the
Banking Ombudsman, whose contact address is PO Box 10-
573, Wellington.

Criminal convictions

In the five years before the relevant investment advice is given
none of the Bank (in its capacity as an investment adviser and
where applicable an investment broker) or any principal officer
of the Bank has been:

e Convicted of an offence under the Securities Markets Act
1988, or the Securities Act 1978 or of a crime involving
dishonesty (as defined in section 2(1) of the Crimes Act
1961);

e A principal officer of a body corporate when that body
corporate committed any of the offences or crimes involving
dishonesty as described above;

e Adjudicated bankrupt;

e Prohibited by an Act or by a court from taking part in the
management of a company or a business;

e Subject of an adverse finding by a court in any proceeding
that has been taken against them in their professional
capacity;

e Expelled from or has been prohibited from being a member
of a professional body; or

e Placed in statutory management or receivership.
Fees

At the time of providing this disclosure statement it is not
practicable to provide accurate disclosure of the fees payable
for all securities that may be advised on. However, this
information will be disclosed to you should you seek advice
from one of the Bank’s investment advisers on a specific
investment.

Other interests and relationships

When a security is sold by the Bank, the Bank may receive a
commission, either from the issuer of a security or from an
associated person of the Bank. Whether that commission is
received and, if received, its value depends on the security
sold. At the time of providing this disclosure statement it is not
practicable to provide a detailed list of each security that may
be advised on, the name of the issuer of that security and the
rate of the commission received by the Bank. However, this
information will be disclosed to you should you seek advice
from one of the Bank’s investment advisers on a specific
investment.

In addition to the interest that the Bank has in products of
which it is the issuer, the Bank, or an associated person of the
Bank, has the following interests or relationships that a
reasonable person would find reasonably likely to influence the
Bank in providing the investment advice on the securities listed
below:

e ANZ Investment Services (New Zealand) Limited (ANZIS), as
a wholly owned subsidiary of the Bank, is an associated
person of the Bank. ANZIS may receive remuneration from a
third party relating to a security sold by the Investment
Adviser.

e UDC Finance Limited (UDC), as a wholly owned subsidiary of
the Bank, is an associated person of the Bank. UDC may
receive remuneration from a third party relating to a security
sold by the Investment Adviser.

e ING (NZ) Holdings Limited (ING), as a wholly owned
subsidiary of the Bank, is an associated person of the Bank.
ING and its related companies, including ING (NZ) Limited,
may receive remuneration from a third party relating to a
security sold by the Investment Adviser.

e Direct Broking Limited (DBL), as a wholly owned subsidiary
of the Bank, is an associated person of the Bank. DBL may
receive remuneration from a third party relating to a security
sold by the Investment Adviser.

Securities about which investment advice is given

The Bank provides investment advice on the following types of

securities:

e Debt securities including term and call deposits, government
stock, local authority stock, State-Owned Enterprise bonds,
Kiwi bonds and corporate bonds and notes;

e Equity securities such as listed and unlisted shares;

e New Zealand and overseas unit trusts;

e Share in a limited partnership;

e Superannuation schemes and bonds;

e Group investment funds;

e Life insurance products;

e Derivative products including interest rate and currency
forward rate contracts and options; and

e Other forms of security, such as participatory securities.

PROCEDURES FOR DEALING WITH INVESTMENT MONEY OR

INVESTMENT PROPERTY

If you wish to pay investment money to the Bank you can do
this in several ways such as by:

ANZS,
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e Providing cash;
e Providing a cheque payable to the relevant product or
service provider and crossed ‘not transferable’; or

e Making an automatic payment or payment through another
electronic delivery mechanism operated by the Bank.

Investment property (other than money) may be delivered to
the Bank by lodging the relevant property (for example, share
certificates) with any branch of the Bank offering a safe
custody service, or by posting (using registered post) the
documents or other property to a branch of the Bank,
identifying your name, account number and investment
purpose.

Any investment money lodged with the Bank for the purchase
of securities offered by the Bank, its subsidiaries or any third
parties will be deposited in accordance with your instructions,
to your nominated account or investment. Such money will be
held by the Bank according to usual banking terms and
conditions applying to that account or the particular terms and
conditions relating to the investment and will not be held by
the Bank on trust unless explicitly accepted by the Bank on
those terms. Any investment money or property accepted by
the Bank on trust will be so held until disbursed in accordance
with your instructions. Any investment property lodged with
the Bank will be held by the Bank as bailee according to the
Bank’s standard terms and conditions for holding your
property.

Record Keeping

The Bank will keep adequate records of the deposit of
investment moneys or property and all withdrawals and
dealings with such money or property, using the
account/investment number allocated to your investment. You
may have access to those records upon request.

Auditing

The Bank’s systems and operations are internally audited on a
regular basis. The financial statements of the Bank and its
subsidiaries are audited annually by KPMG. However, this does
not involve an external audit of the receipt, holding and
disbursement of the money and other property.

Use of Money and Property

Money or property held by the Bank for a specific purpose
communicated to the Bank (e.g. the purchase of an interest in
a security) may not be used by the Bank for its own purposes
and will be applied for your stated purpose. No member of the
Bank’s staff may use any money or property deposited with the
Bank, for their own purposes or for the benefit of any other
person. In the absence of such instructions, money deposited
with the Bank may be used by the Bank for its own purposes,
provided it repays the money to you upon demand (or where
applicable, on maturity), together with interest, where payable.

NEW ZEALAND DISCLAIMER

The Bank does not provide investment advice tailored to an
investor's personal circumstances. It is the investor's
responsibility to understand the nature of the security
subscribed for, and the risks associated with that security. To
the maximum extent permitted by law, the Bank excludes
liability for, and shall not be responsible for, any loss suffered
by the investor resulting from the Bank’s investment advice.

Each security (including the principal, interest or other returns
of any security) the subject of investment advice given to the
investor by the Bank or otherwise, is not guaranteed, secured
or underwritten in any way by the Bank or any associated or
related party except to the extent expressly agreed in the
terms of the relevant security.

This document is provided for informational purposes only and
does not constitute an offer to sell or solicitation to buy any
security or other financial instrument. No part of this document
can be reproduced, altered, transmitted to, copied to or

distributed to any other person without the prior express
permission of the Bank.

This document is a necessarily brief and general summary of
the subjects covered and does not constitute advice. You
should obtain professional advice before acting on the basis of
any opinions or information contained in it. The information
contained in this document is given in good faith, has been
derived from sources perceived by it to be reliable and
accurate and the Bank shall not be obliged to update any such
information after the date of this document. Neither the Bank
nor any other person involved in the preparation of this
document accepts any liability for any opinions or information
(including the accuracy or completeness thereof) contained in
it, or for any consequences flowing from its use.

UNITED STATES DISCLAIMER

This document is being distributed in the United States by ANZ
Securities, Inc. (Member of FINRA [www.finra.org] and
registered with the SEC) (“ANZ S”) (an affiliated company of
Australia and New Zealand Banking Group Limited (“ANZBG”)
and the Bank), 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 fixed income securities referred to herein should contact
ANZ S 277 Park Avenue, 31st Floor, New York, NY 10172 USA,
Tel: 1-212-801-9160, Fax: 1-212-801-9163, not its affiliates.

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 ANZBG, the Bank, 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 ANZBG, the Bank, 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 be directly or indirectly related to specific
recommendations or views expressed in this document.
ANZBG, the Bank, 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.
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