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ECONOMIC OUTLOOK

The New Zealand economy continues to be weighed down by the dynamics of
deleveraging. The economy is not moving forward with any great impetus.
After stalling over Q2 and Q3 last year, we think economic activity expanded
only modestly in Q4. We remain more upbeat on the 2011 outlook, with
earthquake related reconstruction and the Rugby World Cup expected to
boost activity in the second half of the year. However, underlying momentum
remains modest for this stage of the economic cycle, with our 2011
assessment within the spirit and context of a lower trend growth rate. This is
a pre-requisite for true rebalancing of the economy to take hold, laying the
foundations for more robust and sustainable growth down the track.

We believe the economy is entering 2011 on a firmer footing than how 2010
closed. But it will not be for another six weeks before data starts to bear this
out, and it will be off a low base. Until we see some consistency across
economic barometers, the curve and interest rate market has limited scope to
keep rising. And even then this assumes a stable global backdrop, which
seems a rather heroic assumption.

RATE VIEW

Although the economy is recovering slowly from the GFC and will be boosted
by a number of favourable developments and one-offs, the after effects of the
run up in debt will continue to linger for some time. Monetary policy faces
some tough challenges this year: rising food and energy prices, appreciating
Asian exchange rates, and imported inflation. These are significant worry
factors for the RBNZ, but there are equally challenging offsets: a lack of
support from fiscal policy, fragile confidence, and historically high exposure to
floating interest rates. We still expect the RBNZ to start raising rates in the
middle of the year. However, as with the 2010 rate hikes, we expect higher
rates to come in staggered back-to-back 25bp moves, allowing the RBNZ to
assess the impact of rate hikes as it goes.

STRATEGY

Although our monetary policy view sees rates rising slightly sooner (mid year)
than the consensus (September), our projections are not significantly
different compared to what'’s priced in. They certainly don’t differ enough to
overcome other considerations, including heightened uncertainty, the slope of
the curve, credit market stresses, and heightened sensitivity to rising rates.
As such, we continue to favour maintaining an exposure to floating rates.
That said, we need to be mindful of the purpose of hedging — which is risk
management — not picking trends. We therefore favour employing options in
hedge portfolios. This will come at a cost, but then again, so too does
traditional fixed rate paying. However, by setting strike levels above market
levels to coincide with stress or “worst-case” levels, premiums can be reduced
significantly, affording a balance between protection and flexibility.
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VALUATION

While short end rates are up a few basis points
since our last edition, long end rates are down
around 10 basis points, making for a substantially
flatter yield curve. This does make “blend and
extend” strategies cheaper, but with the overall
slope of the curve still very steep by historical
standards (and steeper than at any time in the
second half of 2010) we don’t favour it as a
strategy at the moment.

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

3-mth BKBM 3.16 3.17
1-year swap 3.40 3.46
2-year swap 3.81 3.90
3-year swap 4.19 4.22
4-year swap 4.48 4.44
5-year swap 4.73 4.64
7-year swap 5.10 4.99
10-year swap 5.48 5.8

Market expectations for RBNZ OCR (bp

Last issue
OCR Dates Current
+1 +0

Thu 27 Jan-11

Thu 10-Mar-11 A8 Sigils
Thu 28-Apr-11 +4 a5
Thu-9-Jun-11 +20 +16
Thu-28-Jul-11 +40 +30
Thu-15-Sep-11 +48 +42

Thu-27-Oct-11 Not forecast +59

THE LAND OF THE LONG SHADOW

Welcome to the first edition of the Borrower’s
Strategy for 2011. We trust our readers had a safe
and enjoyable holiday season, and we look forward
to sharing our views with you as the year and the
recovery unfolds. And although we look to the next
few years with anticipation — mindful of ongoing
strength in Asia, signs of a gradual pick-up in
activity in the US, and a number of favourable one-
offs — this needs to be reconciled against the
deleveraging dynamic, which casts a long shadow.
The key themes behind our views are discussed in
detail in this week’s Market Focus, which was
published on Monday, and we encourage clients to
familiarise themselves with this foundation
document for the year. What becomes clear from
our analysis is that New Zealand is well placed, but
faces a number of challenges, all of which point to a
non-typical, sub-par recovery.

But it is a recovery, and with it will come a
monetary policy response. However, we expect a
much more measured response this time around,
and do not anticipate hefty rate rises. As such, and
with the yield curve as steep as it is, we continue to
favour exposure to floating rates, which we expect
to remain low for some time. We also see little in
the way of peculiar opportunities at the moment.
Indeed, market pricing is sandwiched in between
our forecast and the RBNZ’s, suggesting fairly
sensible pricing, as the chart below demonstrates.
Taken at face value, the fact that our forecasts are
slightly higher than market pricing is suggestive of
value. However, as we elaborate on later, this
needs to be weighed up against other factors, not
the least of which is the lack of certainty.
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CHALLENGES

Regular readers will be familiar with the overall
thrust of our view, which has not changed over the
holiday period. In fact, if anything we have become
more circumspect — but not because we see the
recovery at greater risk, but because many of the
over-arching themes that dominate our thinking
(and as noted, are explored in full in this week’s
Market Focus) have become more challenging.

For example, deleveraging is now well entrenched
and has had a profound impact on housing and
retail activity. Although many people have been
talking about deleveraging, the apparent dismay
with regard to poor Christmas sales volumes
suggests many have been caught by surprise.
Deleveraging is a multi-year process, and it is
simply not credible to expect it to fade any time
soon. As such, it will continue to weigh on growth.
Indeed, whereas the economy grew by 0.5-0.75%
faster than otherwise as the economy leveraged up
during the credit boom, deleveraging will subtract a
similar amount over a number of years.

But there are positives. One of them is the one-offs
that will boost growth in 2011, including the Rugby
World Cup. But this will be transitory, and it would
be a mistake to hang one’s hat on it, so to speak.
Another positive is the surge in commodity prices,
particularly food prices. This has not escaped the
attention of global markets, which have jumped on
it as a theme, mindful of New Zealand’s standing as
the world’s largest net exporter of food as a
percentage of GDP. On balance, this is undoubtedly
a boon for New Zealand. Indeed, even if it comes
at the risk of higher domestic food prices, this will
be more than offset by higher farm incomes. But it
may not be as simple as that. The surge in
leverage in the rural sector is suggestive of a lag in
the income effect, with farmers likely to elect to pay
down debt, as opposed to spending more. In fact,
it’s possible we feel the impact of higher
supermarket bills before we see the impact of
higher incomes, especially if credit growth remains
anaemic.

But with Asian inflation trending higher, and food
(and fuel) prices set to rise, surely the RBNZ has an
inflation problem to contend with? It certainly does
and Q1 inflation may well surprise on the upside,
coming on the heels of a strong GST-induced Q4
2010 read as well. Rising inflationary pressure from
Asia is notable. The realities of a headline inflation
rate at five percent may necessitate a change in the
RBNZ’s tone, despite a still fragile recovery. That
said, it may not elicit the same response a

generalised rise in price pressures may cause. In
fact, given the low growth trajectory and cautious
consumer demand, higher prices for key staples like
food and fuel are more like a tax, giving the RBNZ
more scope to look through them, focussing instead
on potential spill-over effects into prices and wages,
which may or may not occur. It’'s certainly hard to
argue at this juncture that pricing power resides
with retailers and employees.

The process of financial market “healing” has also
not yet completely run its course. Central banks
slowly moved away from liquidity facilities over the
course of 2010, and although bank credit spreads
have improved markedly over the past two years,
they remain volatile, as the chart below shows.

Cost of credit (CDS spread for '‘Big-4" Australian
Basis points banks)
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Markets also remain suspicious of governments,
and sovereign credit spreads in peripheral Europe
have generally widened over the past few months.
The fact that yields on Greek and Irish government
bonds are substantially higher than their German
equivalents is a sure sign that the market is
entertaining the possibility of some form of default
or restructuring. However, if we actually see one,
it’s difficult to see the fallout being contained. It
may not be an accident waiting to happen, but until
these stresses go away, markets will remain
nervous, and as a net borrower, this is something
that New Zealand needs to be wary of. And it’s not
just that we are at the whim of global markets, we
also need to be mindful of the interplay between
fiscal and monetary policy. With government debt
growing, and New Zealand’s credit rating on
negative outlook, the Finance Minister has his
choices constrained, and that places more pressure
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on monetary policy, which suggests rates will be
lower than otherwise.

STAYING AFLOAT

Given our overall view, it will come as no surprise
that we see limited value in adding to long term
hedges at this juncture. This view is only further
strengthened by the usual seasonal rebound we
have seen in short term swap rates, which have
risen over the past 10 days, more than unwinding
the significant rally over the holiday period.

In formulating a hedge strategy, notwithstanding
our macroeconomic view, we are also mindful of a
number of other considerations that lend
themselves to less, rather than more hedging.
These include:

1) Still significant uncertainties with respect to
the business cycle. This is not so much the
level of activity, but the volatility around it,
as demonstrated by wild swings in business
confidence over 2010. Business confidence
is back in positive territory, but it has been
volatile, and is well below where it was at
the beginning of 2010;

2) Many businesses are intent on repaying
debt. This needs to be borne in mind when
contemplating prudent debt ratios;

3) Monetary policy arguably has more bite now
than it has in the past. Last year’s back-to-
back 25bp hikes clearly hit the economy
hard, and with more borrowers than ever on
floating (and those that are fixed generally
fixed for shorter periods), the RBNZ will be
mindful of the impact higher rates will have.
The more people opt to remain on floating,
the deeper the “partnership” between the
Bank and borrowers. It is crucial that the
RBNZ holds up their end of the bargain if it
is to avoid a 1990s style rush to fix;

4) The slope of the yield curve is steep, and is
set to remain steep over the foreseeable
future. This not only reflects expectations
of a gradual recovery, but comes as a result
of a tension between low domestic policy
rates and rising global yields. Borrowers
cannot expect to be “rewarded” for fixing,
as they were in the past when curves were
inverted.

5) The potential for higher margins. This is
not our base scenario, but as noted earlier,

if credit markets do become more stressed,
funding margins may rise. To the extent
that this is an “externality” imposed on NZ
by global markets, it reduces the need for
the RBNZ to raise the OCR, reducing the
effectiveness of swap based hedging (as
they are a hedge against base rates, not all-
up rates).

Given these considerations, we favour a high
degree of exposure to floating rates. However, this
is not the same as doing nothing, and we need to
acknowledge that hedging is a risk management
function, not a punt. We believe our views are well-
founded, but we may be wrong. Rates are low, and
there are upside risks. As such, borrowers ought to
have some cover in place, and the obvious way to
do this is via options. This need not be
complicated, as we demonstrate below. Vanilla
options are highly effective, and do not have to be
expensive, particularly if strike levels are set
against stress levels, as opposed to market levels.

CAP PRICING

As noted earlier, hedging is more about risk
management than picking trends, and the current
environment lends itself to caps. Instead of paying
away the slope of the curve to fix, it makes more
sense to pay option premium in favour of some
upside protection, while continuing to enjoy low
floating rates. If rates stay low, you will recoup
some (or all) of your premium, but if they rise,
you’ll still be protected.

Consider the table below, which has indicative
pricing for caps for various maturities with strikes at
the money (ATM), and at 4.50%, 5.00%, 5.50%
and 6.00%. As you can see, premiums have moved
slightly in the last month, but remain competitive
relative to the slope of the curve.

Selected cap premiums (basis points per annum)

Term/ | \tM | 4.50% | 5.00% | 5.50% | 6.00%
Strike

2 yr 46bps 28bps 19bps 14bps 11bps
3yr 59bps 49bps 35bps 26bps 12bps
4 yr 67bps 64bps 48bps 35bps 27bps
5yr 74bps 79bps 59bps 45bps 34bps

For example, instead of paying 105bps above BKBM
at the moment to be fixed for 3 years, you could
spend 35bps on a 3 year option with a strike at
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5.00%. As we noted in our last edition, caps don’t
offer as much upside protection as paying fixed (the
strike kicks in 78bps higher than the market).
However by setting the strike high, and at a point
where any of the caplets that make up the cap are
not in (or too far in) the money, the premium drops
considerably. You also get the opportunity to
participate in the downside, which is, as noted,
105bps at the moment. For a full discussion of caps
and ways to reduce premium, we would recommend
reading our publication titled Managing the Cost of
Caps, Part 1. This is available on request.

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
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IMPORTANT NOTICE

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 OnePath (NZ) Limited, as a wholly owned subsidiary of the
Bank, is an associated person of the Bank. OnePath and its
related companies 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:

e Providing cash;
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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.

This document has been prepared by ANZ National Bank Limited. ANZ (part of ANZ National Bank Limited), Level 7, 1 Victoria Street,
Wellington 6011, New Zealand Phone 64-4-802 2000 Fax 64-4-496 8639 http://www.anz.co.nz e-mail ecnmcs@anz.com

ANZS,



