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Macroeconomic Update: GDP looks good in Q2

The economic landscape changed a little this week a flurry of data
suggesting economic growth and the labour market will be more resilient
than expected.

As such, the very expansionary setting of monetary policy may be
becoming inappropriate and this raises a real risk the RBA will start to
raise rates earlier than expected, possibly by the end of this year.

Rate markets: a slow march to normal rates

The strength of recent economic data highlights the possibility of a near-
term move towards a more neutral cash rate setting.

With market rates now having moved a long way however, some
consolidation appears overdue. A more circumspect RBA in coming days
could slow the normalisation of outright yields and limit further curve
flattening from here.

FX: AUD forecasts revised higher

The AUD has moved into a higher trading range of 80 to 84.5 US cents.
We expect some short-term consolidation, but remain wary.

In the short-term, there is a significant risk that the AUD could extend its
recent gains.

Chart of the week

Figure 1: Under-employment instead of unemployment. 189,400
full-time jobs lost, 190,700 part-time jobs gained, year to July '09
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Macroeconomic Update: GDP looks good in Q2

e The economic landscape changed a little this week a flurry of data suggesting
economic growth and the labour market will be more resilient than expected.

e As such, the very expansionary setting of monetary policy may be becoming
inappropriate and this raises a real risk the RBA will start to raise rates
earlier than expected, possibly by the end of this year.

Solid data brings the RBA into play - hiking rates

The economic landscape changed a little this week a flurry of data suggesting
economic growth and the labour market will be more resilient than expected.
The downside is that this will bring the prospect of interest rate hikes from the
RBA more firmly into view. The current stance of monetary policy, that is very
stimulatory, has gone a long way to shoring up the Australian economy - in a
global environment where most advanced nations were or still are in recession.
But now it would seem that with core inflation still stubbornly high, it may be
time to tap the brake pedal rather than keeping the foot firmly to the floor. The
economy has seemingly avoided the severe recession that was in prospect at the
start of the year and as such the very expansionary setting of monetary policy
may be becoming inappropriate.

This raises a real risk the RBA will raise rates to a more neutral stance, possibly
commencing by the end of this year. Nevertheless, we remain conscious of the
uncertainty still surrounding the Australian and global outlook, with any rate
rises from here likely to be more gradual than currently priced in by the market.

Stepping back a bit to the start of the week - the RBA started things off by leaving
interest rates on hold at 3% and importantly removing any reference to further
rate cuts by dropping the phrase that suggested the economic outlook ™....allows
some scope for further easing of monetary policy if needed.” The easing bias for
rates is now gone. But equally, there was no talk of rate hikes in the statement
which was broadly interpreted as neutral. Indeed, the RBA remained very
cautious, highlighting a “sluggish” period of growth in the near term.

However, the RBA’s expected period of inactivity may be a little more short-lived
than even they first thought due to partial economic indicators continuing to
perform better than expected. This week’s economic data suggests another solid
quarterly economic performance in Q2 (see below).

Partial indicators point to solid GDP growth in Q2

The first piece data released this week was house prices that rose sharply in the
June quarter (+4.2%). This result was a real kick in the guts for the housing
doomsayers with the forecast collapse in prices just not happening. On the flip-
side, solid prices have now fuelled fears that a bubble is forming in the housing
market and that rates should be raised to prevent it - prompted by comments
from the RBA Governor last week. We disagree on both fronts, median house
prices are still below levels seen in 2008 and the current price ‘surge’ will
dissipate as first homebuyers fade from the market as grants are wound back.
Secondly, raising interest rates would weaken buyer’s demand for housing, true,
but would also weigh heavily on developer sentiment and be to the detriment of
supply, which is the real problem facing the housing market (and should be
tackled by governments not central banks).

Retail numbers were also released. The June nominal sales figures weren't too
flash, falling 1.4%, in contrast to the market expectations of a 0.5% rise.
However, quarterly volumes data (sales ex-prices) were up a solid 2.0%, again
beating the market expectation. Motor vehicle sales were also up in the quarter.
This suggests household consumption in the quarter will be very solid and add to
GDP growth in Q2.

Trade data was next. The deficit improved to $441mn in June, narrowing from
the previous month’s deficit of $737mn, on the back of solid export growth and
flat imports. This brought the quarterly deficit (on a BOP basis) to around
$1.7bn. However, with trade volumes the story is more positive. Import volumes
are expected to have fallen 2% in the June quarter and export volumes are
expected to have eased around 0.5%. This suggests net exports will again add
to GDP growth, not as much as in Q1 but something around %% to ¥2%.
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Further, some solid import volumes for consumer and intermediate goods
suggest we will see an addition to inventories this quarter, after sharp run
downs in the previous quarters - again supporting growth.

Yet before we get too carried away, the trade data also highlights two potential
downside risks to the current run of positive news. Firstly, capital good import
volumes were very weak in the quarter highlighting that business investment
intentions remain very soft. Perhaps they will not turn out to be as weak as
initially thought with business confidence rebounding solidly. However, we still
expect weak private sector investment to be a drag on growth in Q2 and going
forward; there has been no hard data yet to deter us from this view.

Also, the trade data is now showing the impact of weaker bulk commodity prices.
We think that the deficit this has created will persist into 2010, dragging on
incomes for not only business but the government and household sectors as well.

The run of data ended today with what can only be described as a fantastic
result in the labour market with the economy actually adding jobs in the month
- defying all predictions. There was another shift between full-time and part-
time employment reflecting more flexible employment options and the fact that
businesses do not want to shed jobs only to have to re-hire people down the
track. But this is still better than job losses. The unemployment rate stayed at
5.8%, we expect it to peak at just over 7% in mid-late 2010.

The recent better than expected data is increasingly backing the contention that
the current economic experience will be more like the downturn of 2000-01,
rather than the full blown recessions of the 1980’s and 1990’s. This in itself
seems astounding given we have gone through the worst financial crisis in
history and an unprecedented, synchronised global recession. We still anticipate
a patchy economic performance in the back-half of 2009 but downside risks
seem to be dissipating fast. Is it all just too good to be true...?

Figure 2: Historical GDP Growth
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e AIG Performance of Manufacturing index improved to 44.5 in July.

e AIG Performance Services eased in July to 44.1.

e ANZ Jobs Ads fell 1.7% in July to be down 52% in the year.

¢ Retail sales fell 1.4% in June, but volumes rose 2.0 in the quarter.

e House prices rose 4.2% QoQ in June to be only 1.5% down in the year.
e The cash rate was kept on hold at 3% at the August RBA meeting.

e Trade balance improved to $441mn in June on solid exports.

¢ Employment gained 32,200 in July.

e The unemployment rate remain unchanged at 5.8% in July.
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Rates markets: a slow march to normal rates

. The strength of recent economic data highlights the possibility of a near-
term move towards a more neutral cash rate setting.

. With market rates now having moved a long way however, some
consolidation appears overdue. A more circumspect RBA in coming days
could slow the normalisation of outright yields and limit further curve
flattening from here.

A neutral tone emerged after the RBA board meeting this week. While the RBA
removed its explicit easing bias, pointed comments on “sluggish” economic
conditions suggested the board might be more cautious about moving to a less
accommodative policy stance. Furthermore, the AUD has continued to
appreciate with the trade weighed index now up more than 25% since the start
of February. And the Bank has also dropped the previous reference to business
loan rates being below average in light of the recent rise in market rates. So the
market is doing at least some of the work to unwind exceptionally
accommodative conditions for the Bank. The extent of the normalisation of
market rates can be seen in the rise of forward swap rates - see figure 2. This is
now well advanced in the more forward looking rates.

The RBA comments were made prior to today’s labour force data, which takes the
hard economic data a little closer towards current market pricing for a rapid
recovery and a normalisation in rates. The risk therefore is clearly for rates to
head back to a less accommodative stance more quickly than our current forecast.

The dilemma for the RBA is how to remove such policy stimulus when the
economic outlook (both globally and in Australia) remains highly uncertain and
the recovery still fragile. Any move towards neutral therefore is likely to be
relatively slow and gradual. Indeed, with market rates now having moved a long
way, some consolidation appears overdue. A more circumspect RBA in
tomorrow’s quarter Statement on Monetary Policy or at the Governor’s
Parliamentary Testimony next week could slow the normalisation of outright
yields and limit further curve flattening from here.

Figure 2: The market already anticipates normal rates
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Outside Australia, the data remains mixed, with US incomes and consumption
likely to remain subdued for a considerable period of time. There is also better
news for Treasuries in that total bond issuance for the July-Sept period is down
by around $100bn on the previous quarter to $US406bn due to repayment of
TARP funds and improved fiscal dynamics. Bond tenders here in Australia have
been going extremely well in recent weeks.
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Consequently, we would not look for a full reversal in bond yields back toward
pre-crisis levels seen in the middle of last year. There still look to be some
significant hurdles before the RBA can start to remove their accommodative
stance. But three-year swap yields have now returned to levels seen last
November above 5.0%. It now looks unlikely we will see levels much below
here, as long as the market remains so firmly focused on an eventual
normalisation of official cash rates.
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FX: AUD forecasts revised higher

Recommendation

The AUD/USD has moved sharply into a higher trading range. We expect some
short-term consolidation, but remain wary that upcoming US employment data
and the RBA SoMP may provide a catalyst for further AUD gains. Importers may
wish to take advantage of AUD/USD moves above 0.8450, while AUD buyers
should look to opportunities on dips to 0.8350.

Upside risks to AUD/USD over the remainder of the year

The AUD has moved into a higher trading range of 80 to 84.5 US cents. This
week saw AUD/USD surge through a key retracement level to a 10%2-month high
of 0.8471, some 10% above its July low of 0.7703. AUD drivers have also
broken through key levels: the broad USD Index (DXY) has declined to a new
post-Lehman collapse low; base metal prices have rallied 25% over the past
month; and the S&P500 is on the verge of cracking 1014, the 38.2%
retracement level between the index’s 2007 high and 2008 low. These moves
have prompted us to upwardly revise our AUD forecasts. We now expect
AUD/USD at 0.80c by end-2009 and 0.86c¢c by end-2010.

In the short-term, there is a significant risk that the AUD could extend its recent
gains. A key determinant will be the direction of global equity markets. To
date, the AUD has led the recovery in other financial markets. Hence, while the
AUD has rebounded to late-2007 levels, the US equity market is yet to recover
to pre-Lehman collapse levels. Further ‘catch up’ in US equities would likely
keep the AUD very well bid. Further upside to the AUD outlook has been added
from ANZ’s upward revisions to Australia’s terms of trade (TOT), which is now
expected to flatline, rather than fall, in H2. Moreover, if commodity prices
continue to surprise on the upside, then the TOT may start to climb higher over
H2. The realisation of these upside risks could easily take AUD/USD into a
higher 0.85 - 0.90 range by the end of the year.

Figure 1: AUD/USD overshoots price moves in underlying drivers

1.10 AUD/USD Index, '000 5.0 1.10 AUD/USD Index 1650
— AUD/USD, l|hs o hoot
——LME Metals Index, rhs| 4 5 Versnoot 1550

1.00 + 1.00 r 1450

4.0 L 1350

0.90 - 3.5 0.90 - r 1250

A1150
0.80 - 3.0 0.80 - r11050
2.5 /950
0.70 A 0.70 A 850
Overshoot 2.0
——AUD/USD, lhs L 750
—— S&P500, rhs
0.60 ‘ ‘ ‘ 1.5 0.60 ‘ ‘ ‘ 650
06 07 08 09 06 07 08 09

Source: ANZ, Bloomberg

That said, we are conscious that the AUD has overshot its drivers. If our global
view pans out and we see a stabilisation, rather than a continued V-shaped
recovery in high-frequency indicators, then we expect markets to consolidate.
In this environment, AUD/USD at 80 cents, a value arguably around ‘fair value’
is the likely scenario. On the downside, the risk is that as the AUD has overshot
on its move higher, then it could easily undershoot if markets capitulate. That
said, recent moves suggest strong support would now be 77 cents (well above
our previously forecast support level of 73 cents).

AUD/USD Key levels: 0.8250 — 0.8500. A sustained push through this
week’s high of 0.8371 is required for AUD/USD to test 0.8500. On the downside,
a break through support at 0.8380 needs to be maintained to see AUD/USD
lower to 0.8250.
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AUD cross view
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AUD/JPY Key levels: 77.00 - 82.90

The AUD’s surge this week has seen AUD/JPY
again trade above last week’s topside target of
79.40. The risk over the coming week is for
continued outperformance of AUD versus JPY.

A continuation of the positive Australian dataflow
could see AUD/JPY move higher to 81.50 then
82.90. While consolidation is possible, good
downside support exists at the 50-day moving
average of 77.00. Better than expected Japanese
machine tool orders could generate additional
upside for AUD/JPY, while releases from the BoJ
(including a policy announcement on Tuesday)
round out the key risk events.

AUD/EUR Key levels: 0.5730 - 0.5920

Attempts by AUD/EUR to rally above last week’s
topside target of 0.5880 were limited. A sustained
move above this key fibo level is required for the
cross to push higher to 0.5920. Continued AUD
strength should limit dips in the cross to 0.5730.

Tonight’s ECB policy meeting could see AUD/EUR
dip from recent highs if President Trichet gives
markets a more optimistic statement. Next
week’s Euro zone Q2 GDP release risks weighing
on EUR/USD if it prints worse than expected. A
better than expected read would be broadly
supportive of AUD/EUR, and any downside moves
should be limited to around 0.5730.

AUD/GBP Key levels: 0.4870 - 0.5040

AUD/GBP ground lower over the past week as the
surging AUD failed to keep pace with GBP’s rally.
Last week’s high around 0.5040 remains the key
topside target, while dips should be initially limited
to 0.4920 and then lower around 0.4870.

Although some commentators expect the BoE to
announce an extension of its gilts purchases
following tonight’s policy meeting, we think that
the bank sit on its hands for another month given
recent improvement in the more high-frequency
UK economic data. If the BoE does extend QE,
look to GBP/USD to push back towards 1.6830,
and lift AUD/GBP initially towards 0.4900.

AUD/NZD Key levels: 1.2430 - 1.2680

The rally in AUD continues to (frustratingly) drag
NZD higher. Last week’s key level of 1.2680
provided strong resistance for AUD/NZD despite
the strong Australian dataflow countered by a solid
1% uptick in the NZ unemployment rate.

Out in NZ next week we have the July NZ PMI and
retail sales data for June which should provide
some interest. However Australian events,
combined with developments in global investor
sentiment, are likely to persist dominating moves
in the cross. Another week of range trading is
likely. We see upside moves being limited to
AID/NZD1.2680, and dips to around 1.2430.
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ANZ economic and financial market forecasts

Economic activity (annual % change)

Private final demand 4.1 -1.0 1.4 4.1
Household consumption 2.2 1.9 1.9 3.2
Dwelling investment 2:5 -6.8 8.4 10.3
Business investment 13.8 =79 -3.3 4.9
Public demand 5.3 1.9 6.8 4.3
Domestic final demand 4.4 -0.4 2.6 4.1
Inventories (contribution to GDP) -0.6 =0.2 0.3 0.1
Gross National Expenditure (GNE) 3.8 -0.5 2.9 4.2
Exports 3.9 1.2 0.2 4.5
Imports 10.3 =12.3 4.1 10.1
Net Exports (contribution to GDP) -1.5 3.2 -0.8 -1.3
Gross Domestic Product (GDP) 2.3 0.8 1.7 3.3
Prices and wages (annual % change)
Inflation: Headline CPI 4.4 1.8 2.6 2.1
Underlying* 4.4 3.7 2.4 2.1
Wages 4.3 3.6 2.9 3.3
Labour market
Employment (annual % change) 2.2 -0.1 =0),3 1.8
Unemployment rate (%) 458 5.9 7.3 7.2
External sector
Current account balance: A$ bn -51.0 =317.1 -52.2 -63.2
% of GDP -4.3 -3.1 -4.2 -4.8

*Average of RBA weighted median and trimmed mean statistical measures.

sep09f | _Decoof | marior | Junior | Sepiof

RBA cash rate 3.00 3.00 3.00 3.00 3.00 3.00
90 day bill 3.28 3.10 3.25 3.30 3.40 3.75
3 year bond 4.99 4.70 4.60 4.85 4.80 5.20
10 year bond 5.66 5.50 5.40 5.55 5.50 5.80
3s10s yield curve 0.67 0.80 0.80 0.70 0.70 0.60
3 year swap 5.27 5.00 4.90 5.15 5.10 5.67
10 year swap 6.13 5.90 5.75 5.85 5.80 6.35
international interestrates
RBNZ cash rate 2.50 2.50 2.50 2.50 2.50 2.50
NZ 90 day bill 2077 2.80 2.80 2.80 2.80 2.80
US Fed funds note 0.25 0.25 0.25 0.25 0.25 0.50
US 2 year note 1.22 1.10 1.00 1.25 1.50 2.00
US 10 year note 3.74 4.25 4.00 4.15 4.30 4.50
Japan call rate 0.10 0.10 0.10 0.10 0.10 0.25
ECB refinance rate 1.00 1.00 1.00 1.00 1.00 1.00
UK repo rate 0.50 0.50 0.50 0.50 0.50 0.50

For additional information on interest rates please refer to ANZ’s Interest Rate Strategy Weekly.

Page 8



Foreign exchange rates Current




i

Nz

Important Notice
Australia and New Zealand Banking Group Limited is represented in:
AUSTRALIA by:
Australia and New Zealand Banking Group Limited ABN 11 005 357 522
100 Queen Street, Melbourne, Victoria, 3000, Australia
Telephone +61 3 9273 6224 Fax +61 3 9273 5711
UNITED KINGDOM by:
Australia and New Zealand Banking Group Limited
ABN 11 005 357 522
40 Bank Street, Canary Wharf, London, E14 5EJ, United Kingdom
Telephone +44 20 3229 2121 Fax +44 20 7378 2378
UNITED STATES OF AMERICA by:
ANZ Securities, Inc. (Member of FINRA [www.finra.org] and SEC)
6th Floor 1177 Avenue of the Americas
New York, NY 10036, United States of America
Tel: +1212 8019160 Fax: +1 212 8019163
NEW ZEALAND by:
ANZ National Bank Limited
Level 7, 1-9 Victoria Street, Wellington, New Zealand
Telephone +64 4 802 2000

This document (“document”) is distributed to you in Australia and the United Kingdom by Australia and New Zealand
Banking Group Limited ABN 11 005 357 522 ("ANZ"”) and in New Zealand by ANZ National Bank Limited ("ANZ NZ").
ANZ holds an Australian Financial Services licence no. 234527 and is authorised in the UK and regulated by the
Financial Services Authority ("FSA").

This document is being distributed in the United States by ANZ Securities, Inc. ("ANZ S”) (an affiliated company of
ANZ), 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
securities referred to herein should contact ANZ S, not its affiliates.

This document is being distributed in the United Kingdom by ANZ solely for the information of its eligible counterparties
and professional clients (as defined by the FSA). It is not intended for and must not be distributed to any person who
would come within the FSA definition of “retail clients”. Nothing here excludes or restricts any duty or liability to a
customer which ANZ may have under the UK Financial Services and Markets Act 2000 or under the regulatory system
as defined in the Rules of the FSA.

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 ANZ, ANZ NZ, 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 ANZ,
ANZ NZ, 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 directly or indirectly relate to specific recommendations or views expressed about any
securities or issuers in this document. ANZ, ANZ NZ, 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.

Where the recipient of this publication conducts a business, the provisions of the Consumer Guarantees Act 1993 (N2Z)
shall not apply.

Page 10



	Macroeconomic Update: GDP looks good in Q2
	Rate markets: a slow march to normal rates
	FX: AUD forecasts revised higher

	Chart of the week
	Macroeconomic Update: GDP looks good in Q2
	Data wrap
	Rates markets: a slow march to normal rates
	FX: AUD forecasts revised higher

	Recommendation
	Upside risks to AUD/USD over the remainder of the year
	AUD cross view 

	AUD/JPY Key levels: 77.00 – 82.90
	AUD/EUR Key levels: 0.5730 – 0.5920
	AUD/GBP Key levels: 0.4870 – 0.5040
	AUD/NZD Key levels: 1.2430 - 1.2680 

	ANZ economic and financial market forecasts

