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ANZ Australian Markets Weekly

Macro Update: Stimulating the stabilisation

o This week'’s stronger than expected data suggests expansionary monetary
and fiscal policy is helping to stabilise the economy. This could keep the
RBA on hold for at least a number of months.

. Tuesday’s budget is expected to provide further policy stimulus, most
likely through increased infrastructure investment. Higher spending, but
mainly weaker revenues could see the biggest budget deficit in 50 years.

Interest Rate Markets: Medium-term outlook

o Global interest rate markets will remain caught between the negative
effects of rising long-term inflation expectations and increased government
bond supply and the positive influence of low policy rates and on-going
economic fragility and falling inflation.

. We expect the Australian economy will disappoint RBA expectations for a
recovery by year-end. This will be a trigger for further RBA rate cuts by the
end of the year. This should keep short-term bond and swap rates
anchored.

FX: Upgrade of forecasts

. There is about an equal probability for the AUD/USD shoot higher toward
0.7610 and 0.7800 in the coming sessions - or to collapse toward 0.7375
and 0.7240.

e We have revised up the trough in our forecast track, such that AUD/USD
weakens gradually toward 0.64 around year-end. Should the EUR rally
resume past 1.3500, we would have to reassess our outlook for the AUD,
and potentially shift to a strengthening medium-term trend.

Chart of the week

Figure 1: Australian data surprises on the upside, and outperforms the
rest of the world (for now)
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Macro Update: Stimulating the stabilisation

e This week’s stronger than expected data suggests expansionary monetary
and fiscal policy is helping to stabilise the economy. This could keep the
RBA on hold for at least a number of months.

e Tuesday’s budget is expected to provide further policy stimulus, most likely
through increased infrastructure investment. Higher spending, but mainly
weaker revenues could deliver the biggest budget deficit in 50 years.

Data flow supports temporary pause by the RBA

The RBA again kept interest rate cuts on hold at their May meeting. In making the
decision the RBA stated that domestic monetary and fiscal policy settings will
“provide significant support to domestic demand over the period ahead”. The RBA
has also become more optimistic about the global growth outlook, especially China,
and is pleased to see the improvement in financial markets.

Most of the data released this week supported the view that expansionary policy in
Australia is working, at least for now (see Data Wrap below for details). The
strength of retail sales and labour force numbers genuinely shocked the market and
building approvals and the trade balance in March were also significantly stronger
than expected. Indeed, the strength of retail sales and the trade balance suggest
there is now a chance that Australia can avoid a negative quarter of GDP growth in
Q1. However, given expected falls in inventories and building approvals we are not
going to make that call just yet.

No doubt, it was a good data week. This shows that the Australian economy is
proving more resilient in the midst of the global downturn, perhaps mainly due to
aggressive policy support. But we are not prepared to call this the start of the
recovery. We still believe there are considerable challenges ahead. Plenty of
forward indicators show the environment remains fragile at best. ANZ job ads are
wallowing at near record lows, the full impact of lower commodity prices is yet
to hit exports and business investment is only just beginning to turn (in what
could be a very long cycle). As such we still believe the RBA will need to
continue to cut interest rates further later in the year.

Budget deficit could be the worst in 50 years

The Government is expected to deliver further stimulus to the economy when it
delivers the 2009-10 budget next Tuesday. That said, a sharp deterioration in
government revenues as a result of weaker economic growth will impose a limit
on the government’s ability to increase its ‘discretionary’ spending.

We expect that the starting point for the 2009-10 has deteriorated significantly
since February’s Budget update. Even before any new policy announcements are
taken into account, a weaker economy is expected to drag the 2009-10 Budget
starting point into deficit of around 4% to 4.5% of GDP. This is worse than the
largest deficit (4.1% of GDP) in the last recession (1992-93).

We suspect the government will be reluctant to push its deficit too far beyond
the worst experience of the 1990s. Indeed, financial discipline is vital to protect
the Government’s prized AAA credit rating. As such, we expect a range of
permanent spending decisions will need to be offset by permanent savings in
order to show that the budget can return to balance as the economy recovers.
Increases in pension rates therefore may be offset by greater means testing for
other benefits (such as childcare and family tax benefits).

Further discretionary stimulus measures are however required to support this
economy through the global recession. The Government must balance these
counter-cyclical policy priorities with medium-term productivity enhancing
objectives (and financial responsibility). As such, we suspect the biggest policy
stimulus announcements are likely to focussed on further increases in
infrastructure investment.

We suspect the net impact of new policy decisions will be the order of $15 to
$20 billion (over the next four years). On our estimates, this would take the
2009-10 budget deficit to $57bn, or 4.8% of GDP. This would be the biggest
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budget deficit in over 50 years. That said, it would still be low be global
standards. The US budget deficit for example is projected to be 13.1% of GDP
this year while the UK'’s deficit projection is 12.3% of GDP for 2009-10.

Figure 2: Possibly the biggest deficit in 50 years

4.0
3.0 - Forecasts
2.0
1.0 A
0.0

% of GDP

-1.0
-2.0 1 1
-3.0 |
|
07 UEFO Forecasts ®m 2009-10 Budget - ANZ projections

-6.0
1960 1968 1976 1984 1992 2000 2008

Source: Commonwealth Treasury and ANZ

A gradual recovery in the Australian economy and a wind-down of government
stimulus spending should see the budget deficits improve to around 3.0% by
2011-12. In the absence of another ‘once in a generation’ commodity boom,
the budget may struggle to return to balance before 2014-15 at the earliest.

This will increase the government’s net debt burden significantly. On our
projections, government net debt could rise from February’s UEFO estimate of
5.2% of GDP (around $70bn) in 2011-12 to, as a worse case, about 10% of GDP
($130bn) by 2012-13. Again, this is low by global standards and is also low by
historical Australian standards with net debt peaking at 18.5% of GDP in 1995-
96.

Despite a significant deterioration in its balance sheet, we do not expect
Tuesday’s budget to cause any concern over the Government’s AAA credit
rating. Australia’s medium-term economic prospects remain sound and, in the
interests of fiscal transparency, the government is expected to outline a credible
exit strategy for reducing its debt burden, albeit over an extended time period
(of around 10 years).

Data wrap

e ANZ Job ads fell 7.5% in April, with internet down 8.1% but newspaper ads up
3.1%.

e The AIG services index improved to 36.5 in April up from 30.4 in March.
e The MI/TDS inflation gauge showed that price growth was flat in April.
e Seasonally adjusted estimates of VFACTs car sales declined 4.0% in April.

e ABS House prices eased 2.2% in Q1, an annual fall of 6.7%, in contrast with
the RP measure released last week which showed a 1.5% quarterly rise.

e Building approvals rose 3.5% March, down 16.5% in the year.
e The RBA left official cash rates on hold at 3% at their May meeting.

e March retail sales unexpectedly rose 2.2% in March, 6.3% higher than March
2008. Retail sales volumes rose a solid 1.0% in Q1.

e The trade surplus improved to $2.5bn due primarily to weaker imports.

e Employment in April rose 27K. Tthe unemployment rate fell to 5.4% as the
participation rate eased to 65.4%.
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Interest Rate Markets: Medium-term outlook

e Global interest rate markets will remain caught between the negative effects
of rising long-term inflation expectations and increased government bond
supply and the positive influence of low policy rates and on-going economic
fragility and falling inflation.

e We expect the Australian economy will disappoint RBA expectations for a
recovery by year-end. This will be a trigger for further RBA rate cuts by the
end of the year.

Contrasting forces to keep global rates range bound

Short-term interest rates are expected to remain at or below current levels for the
foreseeable future. While there are some early signs of stabilisation in the world’s
key economies, economic growth will remain weak right through 2010 according to
both the IMF and ANZ forecasts.

Abnormally large government borrowing programs represent the main upside risk to
low and stable term interest rates. A sudden increase in government bond issuance
should put upward pressure on term rates across the curve (ie. a parallel shift up).

The Fed and the BoE have initiated Quantitative Easing (QE) partly to contain
upward pressure on terms rates associated with large government borrowing
programmes. QE however has increased concerns around the long-term inflation
outlook given that central bank balance sheet expansion is seen as effectively
‘printing money’. This is having the effect of steepening the term yield curves
(2/10yrs) of the major markets.

The result of these pressures (low and stable cash rates, increased government
borrowing and QE) has been a bearish steepening of the yield curves across the
major markets. This has resulted in term rates that are much higher than money
market rates and therefore yield steep curves from 3mths to 2yrs. Improving risk
appetite and better than expected economic data in recent weeks has exaggerated
the process recently.

Figure 3: 10-year bond rates are well off their lows
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In the latest policy announcements the Bank of Canada and the RBNZ have
indicated explicitly that policy rates will remain low for over a year in an attempt to
contain any upward pressures on term rates.

Interest rate markets will be caught between the negative effects of rising long-term
inflation expectations and increased government bond supply and the positive
influence of low policy rates and on-going economic fragility and falling inflation. As
such, we are forecasting global rates to remain broadly range bound over the
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remainder of 2009. For example we expect the US Treasury 10yr Note to yield
between 2.5% and 3.5% for the next 6 to 12 months.

A disappointing economy to keep the RBA in the game

Market expectations for the RBA have recently swung away from near-term easing.
In the process the market has pushed up expectations for the terminal cash rate
from a low of around 2% in February to around 2.75% currently.

ANZ expects further economic weakness to emerge over the second half of 2009 as
employment weakens. Most of the increase in the unemployment rate thus far has
been due to rising participation and labour force growth. Employment growth has
been remarkably resilient with the main factor being a shift away from full-time
employment towards part-time, although this was partly reversed in today’s
surprisingly strong employment data.

All the major forward indicators of the labour market, including the ANZ Job Ads
series, suggest that employment will contract by at least 1.5% over the year ahead.
On this basis the unemployment rate will rise steady from the current 5.4% to
around 8% by the second half of 2010.

At present the RBA expects a recovery in the economy over the second half of 2009.
In contrast, we expect the economy to disappoint as employment growth slows.
This will be a trigger for further easing over the second half of this year. We expect
a low point for the RBA cash rate of around 2% by the end of the year.

Figure 1: A further rise in the unemployment rate will keep pressure on the
3s/10s yield curve
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Shifting RBA expectations and rising global term rates have seen the Australian 10
year (govt) rate rise 90bp over the past 3 months. In the process the 3/10yrs yield
curve has steepened back above 100bp. We expect the yield curve to remain steep
(émth range: +90bp to +130bp) as further rate cuts keep short-term bond and
swap rates anchored (or even allow these rates to move lower).

We expect further compression in sovereign spreads in $A over the next 3to 6
months although the extent of compression is unclear and will largely be determined
by the stability of the broader financial markets. The focus of new money issuance
will be from the Commonwealth followed by the States then the Banks.
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FX: Upgrade of forecasts

Recommendation

None - avoid hasty reactions in this highly volatile, uncertain environment.
There is about an equal probability for the AUD/USD shoot higher toward 0.7610
and 0.7800 in the coming sessions - or to collapse toward 0.7375 and 0.7240.
Tonight’'s ECB meeting has massive implications for the broad FX markets, with
the potential for EUR to collapse if the ECB aggressively cuts rates or moves
toward quantitative easing. Technically, the weekly close for AUD/USD tomorrow
is crucial. We have tweaked our medium-term AUD forecasts higher, but will
review them again Monday when event risk has settled.

Overview

The AUD has seen a massive rally, pushing up from a low of AUD/USD0.6990 on 28
April to a high of 0.7562 today. On the way, it has smashed through what had
previous been strong resistance at 0.7250-80, managed a weekly close above
0.7300 and taken out the key 0.7475-0.7500 area that represented an important
retracement level dating from the AUD’s 2008 fall and measured rebound.

As we have been foreshadowing in recent publications, a high weekly close and
move for AUD/USD above 0.7350 are strong technical signals that must be
respected. While we still believe that the AUD will weaken against the USD over
the coming 12-18 months, the fact that the AUD/USD continues to make higher
highs and higher lows suggests that there is less than a 50% probability that the
AUD/USD will fall to a new low below AUD/USDO0.62 over this cycle. We have
therefore revised up the trough in our forecast track, such that AUD/USD weakens
gradually toward 0.64 around year-end.

Many observers now argue that positive investor sentiment and the equity market
rally will cause the AUD/USD to strengthen further. This may prove true in the
short term. However, we are hesitant to forecast a stronger AUD/USD over 12-18
months for two main reasons. First, that it would be extremely unusual for the
AUD/USD to trade well above its long-term average through the worst global
recession since at least World War II. As the chart below shows, 70% of daily
closes have been in a range of AUD/UDS0.64 - 0.80 since 1983 float.

Figure 2: AUD/USD distribution of daily closes since 1 Jan 1984
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Second, the AUD is at present strong against what is still a weak USD - where the
USD trade-weighted index is 15% below its long-term average. If the “reflation”
trade continues on more positive economic prospects - led by the US - then the
USD should rally in the months ahead as prospects for the Fed to raise rates
increase. Though the AUD/USD looks to be strong now, on other crosses such as
AUD/EUR and AUD/JPY, the AUD is still weak relative to long-term averages. Thus
the ECB'’s actions tonight are a crucial piece of information.

Should the EUR rally resume past 1.3500, we would have to reassess our
outlook for the AUD, and potentially shift to a strengthening medium-term
trend.
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AUD/EUR Key levels: 0.5330 - 0.5650

AUD/EUR has appreciated around 13% since the
rally on global stock markets and recovery in risk
appetite took off in early March. Trading close to
the 61.8% retracement level between 2008’s high
and low, the cross needs to be able to persist at
current pricing in order to see a push higher
towards AUD/EURO0.5870. Good support exists
around 0.5330.

The key risks to this cross are to the downside,
with tonight’s awaited ECB meeting the top of the
list. However, next week’s Q1 GDP release in the
Euro zone could provide support for the cross if a
disappointing growth number is released.

AUD/JPY Key levels: 68.50 - 74.00

The 3%2-week rally in the JPY has come to an end,
with USD/JPY heading back above 98 (and as high
as 99.5). With the AUD/USD pushing higher this
week on the back of ever improving risk appetite
and an abatement in swine-flu fears, this has seen
the AUD/JPY rebound to a 7-month high of 74.63.

The key risk events for this cross are global;
beware of tonight’s ECB rate decision and press
conference (where any indication of a move to
quantitative easing will weigh on the AUD/JPY),
and tomorrow night’s US payroll release (a further
slowing in job losses is also likely to push the
AUD/JPY lower).

AUD/GBP Key levels: 0.4780 - 0.4990

The AUD/GBP rallied to a 12%2-year high of
0.49914 this week. The next major level higher is
the 1996 peak of 0.5325, but with the significant
downside risk to the AUD/USD of the ECB moving
to quantitative easing at tonight’s meeting, this
could quickly push the AUD/GBP back below 0.49
and towards the key support at 0.4780.

Keep your eye on UK industrial production and
employment data for March due out next week;
these figures will be a good lead into the Q1 GDP
release due the following week. A disappointing
result, particularly in the IP humbers, could weigh
on the GBP and lend support to the AUD/GBP.

AUD/NZD Key levels: 1.2560 - 1.2940

The stark difference in the monetary policy stance
of the Australian and New Zealand central banks is
keeping the AUD/NZD well supported around 1.28.
While the RBNZ has stated that rates will remain
at or below 2.50% until then end of 2010, the RBA
is expected to keep rates on hold at 3% for at
least the next few months.

Key risk events over the coming week are global
(see AUD/JPY comment). Any likely downside
moves are likely to be more amplified for the
NZD/USD than the AUD/USD, which could see the
AUD/NZD continue to trade in excess of 1.27.
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ANZ economic and financial market forecasts

Australian economic indicators 2007 2008 2009f 2010f

Economic activity (annual % change)

Private final demand 6.0 3.9 -2.5 -2.5
Household consumption 4.3 2.1 -0.2 0.7
Dwelling investment 2.7 2.0 -6.5 9.0
Business investment 13.8 13.2 -7.5 -17.9
Public demand 2.8 5.0 3.1 5.2
Domestic final demand 541 4.1 -1.3 -0.7
Inventories (contribution to GDP) 0.6 -0.6 =0.2 0.2
Gross National Expenditure (GNE) 5.9 3.5 -1.4 -0.5
Exports 3.2 4.7 -4.9 0.2
Imports 11.5 10.6 -11.0 -6.0
Net Exports (contribution to GDP) -1.8 -1.4 1.7 1.4
Gross Domestic Product (GDP) 4.0 2.1l -1.0 0.7
Prices and wages (annual % change)
Inflation: Headline CPI 23 4.4 1.6 2.6
Underlying* 3.1 4.5 3.7 2.7
Wages 4.1 4.2 3.9 3.4
Labour market
Employment (annual % change) 2.8 2.2 -0.3 -1.0
Unemployment rate (%) 4.4 4.2 6.1 8.1
External sector
Current account balance: A$ bn -68.1 =50, -36.4 -42.6
% of GDP -6.3 -4.2 -3.0 -3.5

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

sun 09t | _sepoor | Decoor | mar10f | guniof

RBA cash rate 3.00 2.75 2.50 2.00 2.00 2.00
90 day bill 3.12 2.65 2.30 2.30 2.30 2.35
3 year bond 3.87 3.25 3.20 3.05 3.40 3.60
10 year bond 4.90 4.35 4.30 4.15 4.30 4.40
3s10s yield curve 1.03 1.10 1.10 1.10 0.90 0.80
3 year swap 4.24 3.60 3.50 3.35 3.70 3.90
10 year swap 5.35 4.85 4.70 4.50 4.60 4.70
| international interestrates |
RBNZ cash rate 2.50 2.25 2.25 2.25 2.25 2.25
NZ 90 day bill 2.91 2.70 2.70 2.70 2.70 2.70
US Fed funds note 0.25 0.25 0.25 0.25 0.50 1.00
US 2 year note 0.96 0.75 0.80 0.85 1.25 1.50
US 10 year note 3.19 3.50 3.55 3.55 3.75 3.90
Japan call rate 0.10 0.10 0.10 0.25 0.50 0.50
ECB refinance rate 1.25 1.00 0.50 0.50 0.75 1.00
UK repo rate 0.50 0.50 0.50 0.50 0.75 1.50

For additional information on interest rates please refer to ANZ’s Interest Rate Strategy Weekly.
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This document is being distributed in the United Kingdom by ANZ for the information of its market counterparties and
intermediate customers only. It is not intended for and must not be distributed to private customers. In the UK, ANZ
is regulated by the FSA. 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 (NZ)
shall not apply.
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