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Key points

> We expect the RBNZ to keep the OCR unchanged at 2.5 percent.

> The RBNZ is likely to reaffirm its intention to begin tightening policy from around the middle of

2010.

> We continue to look for the first OCR hike to commence in the June MPS, with a 50 basis point

increase.

Momentum within the economy is building
nicely. Household spending is likely to rebound as
fears of a deeper downturn recede, construction
sector activity is likely to pick-up over 2010 given a
looming shortage of dwellings, inventories will need
to be rebuilt from current low levels, and the capital
stock will need to be replenished following a period
of weak business investment. Commodity prices
have continued to rise and the prognosis for New
Zealand’s terms of trade looks good.
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We have observed continued improvement in
business and consumer sentiment. This
suggests some risk of a strong recovery in
economic activity eventuating. However, it needs
to be remembered that the recovery is off a
low starting point and will need to be more broad
based to be more enduring. Moreover, in some
sectors activity remains weak. Non-residential
construction is contracting sharply and the housing
market weakened into year end. So while
improvement in some sectors has been noticeable
(retailing is a recent case), momentum in others
such as housing has already started to fade. Some
confidence appears to be returning towards the
labour market and investment according to the

QSBO, but firms are not yet at the point where they
are prepared to commit, waiting for further sustained
evidence of improvement in demand.

Housing turnover
Sales per 1000 houses
8 4

7

6 -

Iy MJ\% )
AT RN R

2

il

1 L s e e B L S S S B s B B S DR B N
89 90 91 92 93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 08 09 10
Sources: ANZ, National Bank, REINZ, Statistics NZ

The RBNZ will continue to closely monitor activity
and inflation trends overseas. The trading partner
outlook remains one of an unevenly paced
recovery. If recent measures by the Chinese
authorities are effective they are likely to purge some
of the excesses of the current upswing and promote
a more sustainable expansion. With the Australian
economy booming, the RBA are likely to continue
returning the cash rate to more neutral levels. In the
US and Europe, however, there are genuine concerns
over the durability of expansion after the boost from
policy stimulus fades. We fully expect further bumps
in the road to recovery, as developments in Greece of
late testify.

There is some uncertainty over the degree of
spare capacity in the New Zealand economy. We
are mindful over concerns in the December MPS over

the stickiness of core inflation despite below trend

levels of economic activity. Elevated survey readings
of capacity utilisation are likely to have raised fears

that the speed limit (and degree of economic slack)
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for the economy is considerably lower than
previously thought.

For now, however, the RBNZ would have been
reassured by the December CPI release. While
the -0.2 percent quarterly CPI outturn was exactly
as forecast by the RBNZ, the increase in non-
tradable inflation (at 0.1 percent quarterly) was
weaker than expected. Measures of core inflation
were similarly subdued. Given the inherent volatility
in quarterly CPI reads, we caution against reading
too much into it but it would be fair to note that
while inflation has not been crushed, it has
certainly been contained.

As the RBNZ alluded to in December, financial
conditions remain considerably tighter than
suggested by a 2.5 percent OCR. Margins
between policy and retail lending rates remain
wide, the New Zealand yield curve is upward
sloping with longer term interest rates closer to
their historical averages, and the NZD (on a TWI
basis) is close to levels assumed by the RBNZ in the
December MPS. The year has started with
mortgage rates already moving up, which will only
extend the softening seen in housing from late last
year.

We believe the level at which the OCR is likely
to have a neutral impact on the economy is
around 5 percent. We can infer that the RBNZ has
a similar view given they noted the 100 to 150
basis point cost of funds gap over the OCR in the
December Statement (and assuming an old neutral
rate of 6 percent or slightly higher). This gap shows
no signs of closing for now with continued upwards
pressure on deposit rates at the start of the year.
The shorter duration of mortgage debt also
suggests that the RBNZ will be able to achieve
considerably more traction when they commence
tightening. This implies that the RBNZ will have
less tightening to do to get back to neutral
territory, and will need to be less pre-emptive.
Given the prospect for structural changes across
the economy over the coming two years we also
now suspect the journey back to neutral will likely
be in two stages; from 2.5 to 4 percent in the first
instance, and subsequent rises six months later.

Key to the RBNZ will be the medium-term
outlook for economic activity. The recent
stabilisation in the housing market and low growth
in household credit, despite sizeable net
immigration and low short-term mortgage interest
rates, is likely to be reassuring. Crucially, the
outlook for household spending will depend on the
labour market, with the February labour market
data providing the next available read. Registered
unemployed numbers continued to rise over the
quarter flagging a soft Household Labour Force
Survey print. While we believe that the near-term
recovery will be stronger than assumed by the
RBNZ (December quarter GDP is shaping up around

1 percent as opposed to the 0.6 percent assumed),
we share their concerns over the medium-term
sustainability of the expansion and its dependence on
policy stimulus. So while we see evidence of
spending picking up, housing looks to be fading. The
high NZD/USD exchange rate is unlikely to favour the
return to a more balance growth path, with parts of
the export sector not benefiting from stronger
commodity prices likely to remain under pressure.

We believe fiscal policy choices will be
important. We are expecting the May Budget to
continue on the path of fiscal consolidation. It will
also be interesting to observe the extent to which the
government adopts the recommendations of the VUW
Tax Working Group. Some combination of lowering of
income tax rates, higher GST and some tightening in
the tax treatment of property investment appears
inevitable. While these changes are likely to be
fiscally neutral, they will have an impact on economic
activity as behaviour adjusts. The RBNZ will also
need time to assess the impact of these proposed
changes.

We expect the RBNZ will note the improvement
in the economic outlook in the OCR release.
However, with inflation readings contained, tighter
than OCR financial conditions and the prospect of
tighter fiscal policy, we believe the RBNZ will have
time to wait and see how the data eventuates.
However, with the OCR at very low levels and the
economic outlook improving, policy will eventually
need to be tightened. We are expecting this to
commence with a 50 basis point hike in the June
MPS.

Financial market implications

At the time of writing the market had softened its
stance somewhat, all but removing prospect of a
March hike. Seventeen basis points is now priced in
by April, and 57 by the end of June. This is slightly
above our own cumulative expectations but not
materially so. With the CPI release yesterday pretty
well taking the heat out of the potential for a
stronger tone in the OCR Review, we suspect a
steady as she goes assessment will leave the market
broadly where it sits.
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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:

o New Zealand Bankers Association;

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

e 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:

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 The Bank has a joint venture relationship with ING (NZ)
Holdings Limited (ING). ING and its related companies 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;
¢ 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;

e 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
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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
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

4-496 8639 http://www.anz.co.nz e-mail ecnmcs@anz.com

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. (“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 1177
Avenue of the Americas, New York, NY 10036 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
affiiated 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.

Phone 64-4-802 2000 Fax 64-
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