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ECONOMIC OUTLOOK 

The outlook for the domestic economy has undoubtedly softened.  
Deleveraging remains pervasive as households, farms and other businesses 
concentrate on improving balance sheets.  On top of this, the Canterbury 
earthquake is likely to weigh on economic activity in the short-term.  This is 
not up for debate.  However, we take the view that softness and ongoing 
deleveraging sets the scene for a more robust expansion in 2011.  After 
finding ourselves more bearish on economic prospects (more bullish interest 
rates) in the first half of 2010, we now find ourselves in the reciprocal position 
and talking the economy up relative to the RBNZ and market!  High 
commodity export prices and demand from emerging economies continue to 
provide economic support and are assisting a better mix to growth.  Similarly, 
although the earthquake was clearly a negative, rebuilding will see activity 
recover at a faster pace, adding to prospects for a 2011 recovery.  We’ve 
always taken the view that 2010 was going to be a tough year and 2011 
much better. We see little reason to alter this prognosis. 

RATE VIEW 

Last week’s Monetary Policy Statement was a clear game-changer; with the 
RBNZ swinging from what we felt was an overly optimistic stance in June to 
an equally pessimistic stance this month.  Some moderation to their view was 
always on the cards, as was the decision to leave the OCR on hold.  But we 
wonder whether the RBNZ have swung too far, and for the first time in a long 
time, our forecasts for growth, and our long term interest rate projections are 
higher than the Bank’s.  We think the OCR will remain in hold until 2011, and 
although we’re comfortable with the Bank’s view that the tightening cycle will 
be punctuated by pauses, we expect the path towards neutral will be more 
rapid than what’s priced in.  That being said, there are several uncertainties, 
chief among them the US Federal Reserve’s next move.  What the Fed does 
will undoubtedly influence the direction of NZ interest rates, and as it stands 
now, it looks like that direction is down.  But with the OCR still on a gradual 
upward path, lower global rates will have their work cut out for them to push 
NZ rates lower.  The proverbial rubber band is stretching. 

STRATEGY 
Interest rates are moving back into the “value” or “opportunity” zone, having 
been quick to embrace the RBNZ’s lower 90-day bill track.  We’re less 
complacent, and although we see US rates remaining low (and potentially 
going lower yet), we doubt the economic outlook is as benign as the term 
structure of interest rates implies.  From a valuation perspective, we therefore 
see value in adding to hedges over the next 25 basis points or so to the 
downside at the long end.  Strategically though, we need to acknowledge that 
it’s not good enough just for rates to appear cheap to fix – such a strategy 
must be aligned with business objectives.  We also need to acknowledge that 
the more exposed businesses can be to floating rates, the less heavy handed 
the RBNZ needs to be.  This argues for less hedging than one may have been 
accustomed to, strengthening the trust between the RBNZ and business. 
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VALUATION 

Swap rates have moved higher across the board 
over the past 2 weeks, following global moves.  The 
RBNZ’s decision to leave the OCR on hold last week 
helped stem the rise, but as the decision was 
expected, the market had already factored it in, and 
as a consequence, market reaction was minor.  
Despite the move higher, swap rates remain low in 
absolute terms.  They may move lower again, but 
with so much downbeat news already priced in, the 
hurdle for significant downside is high. 

 

NZ Swap Rate History (since OCR was introduced)
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RESERVE BANK ADOPTS DOVISH TONE 

Last week’s RBNZ Monetary Policy Statement (MPS) 
was significantly more dovish than we and the 
market expected.  Some moderation was always on 
the cards, particularly given how upbeat the Bank 
was in June.  We’ve always been at the more 
conservative end of the growth spectrum for 2010 
but even we were surprised with how vigorously the 
RBNZ seems to be encapsulating economic 
softness. 

The Bank did hint at a change of tack, noting at the 
July OCR Review that the outlook had “softened”.  
However, the tone of the MPS was extremely 
circumspect, to the point where we wonder whether 
it was a little too downbeat.  Indeed, we believe the 
RBNZ (along with other commentators talking a 6% 
plus OCR endgame) were too bullish in June, but 
are now coming in too bearish on 2011 prospects, 
and hence low on their assessment of where rates 
will end up.  But we firmly acknowledge that this 
may take a while to play out with data likely to look 
particularly patchy into calendar year end. 

Looking more specifically at the MPS, several things 
have changed.  The first is the outlook for the 
household sector.  In June the Bank talked of an 
improving labour market, and expected to see a 
rebound in residential investment and business 
investment.  However, they now characterise 
growth in employment as “subdued” and “likely 
contributing to the reduced consumer optimism of 
late”.  And with net migration well down and the 
housing market having “weakened considerably” 
the Bank now sees much weaker consumption and 
residential investment, with no pre-GST spend up 
likely.  Business investment is also forecast to 
remain fairly subdued, constrained by “a tighter 
credit environment and elevated risk aversion”.  
Furthermore, the output gap is projected to remain 
negative right through the projection period (as 
opposed to closing in mid 2011 in the June MPS), 
maintaining downward pressure (albeit fading over 
time) on inflation.  Finally, it’s also worth noting 
that the RBNZ explicitly noted that "several on-hold 
decisions are implied" by the new 90-day bill track.  
It doesn’t get much clearer than that.   

 

OCR LOWER FOR LONGER 

In terms of the RBNZ’s 90-day bill projection, 
broadly speaking they have come down to meet the 
market, as the top chart below shows.  One factor 
at play was the assumption that bank funding costs 
(second chart below) will remain elevated for the 

Current interest rate levels 

Maturity 2 weeks ago Current 

3-mth BKBM 3.21 3.15 

1-year swap 3.41 3.48 

2-year swap 3.68 3.79 

3-year swap 3.89 4.04 

4-year swap 4.06 4.13 

5-year swap 4.23 4.41 

7-year swap 4.51 4.69 

10-year swap 4.82 5.00 

Market expectations for RBNZ OCR (bps) 

OCR Dates 2 weeks ago Current 

Thu 28-Oct-10 +6 +2 

Thu 9-Dec-10 +11 +6 

Thu 27 Jan-11 +18 +15 

Thu 10-Mar-11 +20 +26 

Thu 28-Apr-11 +27 +35 

Thu-9-Jun-11 +40 +46 

Thu-28-Jul-11 Not forecast +55 
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projection period.  Although the Bank has said in 
the past that they expected these conditions to 
"persist", in their modelling they had assumed some 
normalisation.  As such, some of the rationale 
behind a lower track reflects this re-calibration.  
The Bank has also assumed the TWI will be a bit 
higher, acting as a bit of a drag on growth. 

 

RBNZ 90-day Bank Bill Projections

2

3

4

5

6

7

2009 2010 2011 2012 2013

Sources : ANZ, National Bank, RBNZ, Bloomberg

Sep MPS

June MPS

Market pricing

  

Indicative marginal funding costs relative to the OCR

2

3

4

5

6

7

8

9

10

Aug 07 Feb 08 Aug 08 Feb 09 Aug 09 Feb 10 Aug 10

 'Extra' deposit costs

Long-term wholesale

Short-term wholesale

Sources : ANZ, National Bank, RBNZ

Rate %

 

 

STRATEGY 

In our view, the bulk of the move lower in interest 
rates has now occurred.  Further downside is 
possible, and indeed even likely, particularly at the 
long end.  But when we look at what it might take 
for us to see a repeat of the sorts of moves we’ve 
seen of late, the hurdle is high.   

Let’s consider the short end first.  The bellwether 2 
year swap has backed up off its late August lows, 
but it is around 40 basis points off its July average.  
Perhaps more importantly, it is now just 60 basis 
points above the 3 month BKBM rate, implying 

around 120 basis points of OCR hikes over the next 
2 years.  That’s just 15 basis points per quarter, 
and although it’s consistent with the RBNZ’s latest 
projections, we need to be mindful that those 
projections incorporate a pretty subdued outlook.  
As such, we feel there isn’t much more room for 
downside.  Indeed, with the OCR at just 3 percent, 
it would take some pretty negative news to get the 
market thinking it needed to stay there for an 
extended period (or even head lower).  Yet that’s 
what it would take to get significant traction to the 
downside on short rates.  To give an idea of how 
relaxed market pricing is, you don’t have to look too 
far past an old favourite chart of ours.  As the chart 
below shows, the market doesn’t have the 90 day 
bill rate reaching 5% until well after 2014.  When 
you compare that to past cycles, that’s not just an 
extremely low end-point, it’s also a very gradual 
trajectory. 

 

Historical and Forward 90 Day Bill Rates compared to 
Lower and Upper Quartiles since 1999
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What about the long end of the curve?  Is that any 
different?  In some ways it is, but in some ways it 
isn’t.  It’s different to the extent that there are 
other drivers.  However it’s similar to the extent 
that it’s getting stretched.  As we highlighted in our 
last edition, offshore interest rates tend to be the 
dominant force here – and they have been falling 
(in a trend sense at least).  But there’s a limit to 
how disconnected the long end can become from 
domestic monetary policy.  So unless you expect 
the RBNZ to sound an even more cautious tone in 
the months ahead, even if US rates do fall further, 
domestic long end rates will be doing battle with an 
upward trajectory for the OCR every step of the 
way.  Incidentally, that’s exactly how we expect 
things to pan out.  While we’re not explicitly 
forecasting further quantitative easing (QE) in the 
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US, with inflation still trending lower and 
unemployment still stubbornly high, unless we see 
a rapid improvement, it’s reasonable to expect 
some kind of response.  And with the Fed Funds 
rate at zero, it will be non-traditional.  There are 
few legitimate choices left, and QE would seem to 
be the obvious choice.  Whatever they choose to 
do, we are confident it will be designed to hold long 
term rates down.  We therefore struggle to see US 
rates rising any time soon, rather we suspect they 
will hold steady or fall gradually, at best adding 
downward pressure to NZ rates, at worst keeping a 
lid on them. 

In our mind these considerations lend themselves 
to two broad conclusions.  The first is that the 
broad structure of rates is biased lower, at least in 
the near term, and especially at the long end.  But 
the second is that things will get progressively more 
stretched as this process unfolds.  Based purely on 
our economic view, we think the next 25 basis 
points or so (lower) represents an opportunity for 
borrowers keen to lock in cover at historically cheap 
levels, particularly at the long end.  It’s not that 
we’re trying to be clever, or trying to pick the low.  
After all, we do believe current interest rates are 
too low given the economic outlook.  But with the 
RBNZ firmly on the sidelines and the Fed potentially 
poised to be more accommodative, we do need to 
acknowledge that rates could edge lower yet, 
especially in the near term, and especially at the 
back end of the curve.  As such, any execution 
strategy ought to recognise this. 

Of course, there are caveats.  However, they’re 
probably not the ones that first spring to mind.  For 
example, we might be wrong – the economy may 
be bound for a recession, and rates may move 
much lower.  Even though we believe there’s a slim 
possibility that may be the case (after all, we 
obviously don’t set out to be wrong), the one 
caveat we do want to stress is that things really will 
be different this time – or at least different in a 
different way.  With more borrowers than ever on 
floating rates, and the RBNZ seriously 
acknowledging the role that increased funding 
costs, tighter regulation, and the slope of the curve 
have on monetary policy, the rationale for “filling 
your boots” on swaps at low levels is diluted 
somewhat.  In some ways it’s a bit of a trust thing.  
The more exposure the economy has to floating 
rates, the less they have to move.  Hopefully the 
end result is less volatility in the business cycle too 
– which is good for everyone.  We’d therefore 
encourage borrowers to view hedging as an 
effective means of delivering certainty, making 

planning easier, and smoothing out interest 
expense, rather than as a means of beating the 
market, or beating the RBNZ at its own game. 

Clearly, the ability to hedge depends on how 
healthy cashflow is, and how your business is 
performing.  Remaining floating is cheaper, and as 
such it’s a legitimate choice, especially with the 
RBNZ set to raise rates by less in acknowledgement 
of the fact that so many borrowers are.  However, if 
things are picking up, and you can afford or need 
certainty, given our economic view, now would 
seem a good time to be adding to hedges. 

 

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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NZ Swap Yields
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NZ Swap/EFP Spreads
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5-year Swap Yield
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10-year Swap Yield
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IMPORTANT NOTICE 

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; 
• Associate Member of Investment Savings & Insurance 

Association of NZ; 
• Financial Markets Operations Association; and 
• 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:  
• 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);  

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

• Adjudicated bankrupt; 
• Prohibited by an Act or by a court from taking part in the 

management of a company or a business; 

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

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

• 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: 
• 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. 

• 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. 

• 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. 

• 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: 
• Debt securities including term and call deposits, government 

stock, local authority stock, State-Owned Enterprise bonds, 
Kiwi bonds and corporate bonds and notes; 

• Equity securities such as listed and unlisted shares; 
• New Zealand and overseas unit trusts; 
• Share in a limited partnership; 
• Superannuation schemes and bonds; 
• Group investment funds; 
• Life insurance products;  
• Derivative products including interest rate and currency 

forward rate contracts and options; and 
• 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: 
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• Providing cash; 
• Providing a cheque payable to the relevant product or 

service provider and crossed ‘not transferable’; or 
• 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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