Subtle changes

\ 7V}

Review of the September 2017 OCR decision

28 September 2017

- The RBNZ left its bottom-line guidance for
monetary policy unchanged.

- The most important change was an apparent
downgrade to the RBNZ’s GDP forecast, due to
the stalled construction sector.

- However, the lower exchange rate
and stronger global economy were
also acknowledged, at least partly
counterbalancing lower GDP growth.

- The RBNZ did not acknowledge the fact that
house prices have been much weaker than its
previous forecast, presumably because it is
wary of a post-election market resurgence.

- Inour view, the weak housing market and
stalled construction sector will cause the
RBNZ to strike a more dovish tone at the
November MPS, unless the exchange rate
falls sharply.

- We remain firmly of the view that market
pricing for an OCR hike in 2018 is far too early.
We forecast the OCR to remain unchanged
until late-2019, with evenly balanced risks to
that flat forecast.
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The RBNZ left the OCR unchanged at 1.75% at this morning’s
OCR Review, and repeated the bottom line guidance that
has been used more-or-less unchanged all year: "Monetary
policy will remain accommodative for a considerable
period. Numerous uncertainties remain and policy may
need to adjust accordingly."

This is exactly what we were expecting - the post-election
environment is simply too uncertain for the RBNZ to strike
any bold new tone, and the economic situation does afford
the central bank time to sit on its hands for now.

The interest in this OCR Review was always going to be

in the detail. The most important development was a
downgrade to the RBNZ’s growth outlook. The RBNZ
acknowledged that construction activity has been “weaker
than expected”, and said that “Growth is projected to
maintain its current pace going forward.” This is clearly
weaker than the RBNZ’s previous statement that “Growth
is expected to improve going forward.” If the most

recent quarterly GDP outturn was repeated, the annual
percentage change in GDP would reach 3.2% by June
2018. That compares to the RBNZ’s forecast of 3.8% that
appeared in the August MPS. This stands to reason - we
have also been downgrading our GDP forecasts due to
surprisingly weak construction activity.

There was also a veiled acknowledgement of the recent
slowdown in net migration. The RBNZ dropped the word
“strong” from its descriptions of population growth.

Counterbalancing the weaker domestic growth outlook, the
RBNZ acknowledged the strength of global growth, which
was described as having “improved” in recent quarters.
That was a slight upgrade on the August description that
global growth was becoming “more broad-based.” And the
RBNZ acknowledged that the exchange rate had fallen by
more than anticipated. The RBNZ said that a lower NZ dollar
“would help”™. This represents a slight downgrade to the
RBNZ’s level of consternation about the high exchange rate
compared to August, when the RBNZ said a lower exchange
rate “is needed.”

The one missing acknowledgement was on house prices.
The RBNZ made no changes to its description of the housing
market, despite house price growth over the past six
months being around 4.7% weaker than its August forecast.
This was not surprising - the RBNZ presumably remains
wary of the housing market rebounding after the election.
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Putting all of this together, we think today’s OCR Review
hints at the November Monetary Policy Statement being
more dovish than the August Monetary Policy Statement.
We can now be fairly sure that the RBNZ will publish a
lower GDP forecast. And they will probably also have to
downgrade the house price forecast, even if the market

is rebounding following the election, given how much
lower house prices actually are compared to the previous
forecast. Together, these forecast changes would make
quite a dent in the RBNZ’s medium-term inflation outlook.
The remaining determinant of the overall tone in November
will be the exchange rate. If it falls by enough to provide
some prospective stimulus to inflation, the RBNZ would

be able to leave its OCR guidance unchanged. But if the
exchange rate fails to fall by enough, the RBNZ may have to
downgrade the OCR outlook.

Dominick Stephens
Chief Economist

Official Cash Rate forecast

%

%

4.0 r 4.0
3.5 1 Westpac r3.5
forecasts
3.0 —_— r 3.0
2.5 r25
2.0 A r20
1.5 1 r15
1.0 4 r 1.0
0.5 - r 0.5
Source: RBNZ, Westpac
0.0 T T T T T T T T T T 0.0
2010 2012 2014 2016 2018 2020

Side by side of the September OCR review and the August Monetary Policy Statement

- key changes highlighted

Official Cash Rate unchanged at 1.75 percent
Monetary Policy Statement, 10 August 2017

Official Cash Rate unchanged at 1.75 percent
September OCR Review, 28 September 2017

The Reserve Bank today left the Official Cash Rate (OCR) unchanged
at 1.75 percent.

The Reserve Bank today left the Official Cash Rate (OCR) unchanged
at 1.75 percent

Global economic growth has become more broad-based in recent
quarters. However, inflation and wage outcomes remain subdued
across the advanced economies, and challenges remain with on-
going surplus capacity. Bond yields are low, credit spreads have
narrowed and equity prices are at record levels. Monetary policy
is expected to remain stimulatory in the advanced economies, but
less so going forward.

Global economic growth has continued to improve in recent
quarters. However, inflation and wage outcomes remain subdued
across the advanced economies and challenges remain with on-
going surplus capacity. Bond yields are low, credit spreads have
narrowed and equity prices are near record levels. Monetary policy
is expected to remain stimulatory in the advanced economies, but
less so going forward.

The trade-weighted exchange rate has increased since the May
Statement, partly in response to a weaker US dollar. A lower New
Zealand dollar is needed to increase tradables inflation and help
deliver more balanced growth.

The trade-weighted exchange rate has eased slightly since the
August Statement. A lower New Zealand dollar would help to
increase tradables inflation and deliver more balanced growth.

GDP in the March quarter was lower than expected, adding to

the softening in growth observed at the end of 2016. Growth is
expected to improve going forward, supported by accommodative
monetary policy, strong population growth, an elevated terms of
trade, and the fiscal stimulus outlined in Budget 2017.

GDP in the June quarter grew in line with expectations, follow-
ing relative weakness in the previous two quarters. While exports
recovered, construction was weaker than expected. Growth is
projected to maintain its current pace going forward, supported
by accommodative monetary policy, population growth, elevated
terms of trade, and fiscal stimulus.

House price inflation continues to moderate due to loan-to-value
ratio restrictions, affordability constraints, and a tightening in credit
conditions. This moderation is expected to persist, although there
remains a risk of resurgence in prices given continued strong popu-
lation growth and resource constraints in the construction sector.

House price inflation continues to moderate due to loan-to-value
ratio restrictions, affordability constraints, and a tightening in cred-
it conditions. This moderation is expected to continue, although
there remains a risk of resurgence in prices given population growth
and resource constraints in the construction sector.

Annual CPI inflation eased in the June quarter, but remains within
the target range. Headline inflation is likely to decline in coming
quarters as the effects of higher fuel and food prices dissipate.

The outlook for tradables inflation remains weak. Non-tradables
inflation remains moderate but is expected to increase gradually
as capacity pressure increases, bringing headline inflation to the
midpoint of the target range over the medium term. Longer-term
inflation expectations remain well anchored at around two percent.

Annual CPI inflation eased in the June quarter, but remains within
the target range. Headline inflation is likely to decline in coming
quarters, reflecting volatility in tradables inflation. Non-tradables
inflation remains moderate but is expected to increase gradually
as capacity pressure increases, bringing headline inflation to the
midpoint of the target range over the medium term. Longer-term
inflation expectations remain well anchored at around two percent.

Monetary policy will remain accommodative for a considerable
period. Numerous uncertainties remain and policy may need to
adjust accordingly.

Monetary policy will remain accommodative for a considerable
period. Numerous uncertainties remain and policy may need to
adjust accordingly.
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Past performance is not a reliable indicator of future performance. The forecasts given in this document are predictive in character. Whilst every effort has been taken to ensure
that the assumptions on which the forecasts are based are reasonable, the forecasts may be affected by incorrect assumptions or by known or unknown risks and uncertainties.

The ultimate outcomes may differ substantially from these forecasts.
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Disclaimer
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with the necessary permission none of Westpac or its related entities
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such material. Although we have made every effort to ensure the
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liability for the information. The information is subject to change
without notice and none of Westpac or its related entities is under any
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not a reliable indicator of future performance. Whilst every effort has
been taken to ensure that the assumptions on which the forecasts
are based are reasonable, the forecasts may be affected by incorrect
assumptions or by known or unknown risks and uncertainties. The
ultimate outcomes may differ substantially from these forecasts.

Country disclosures

Australia: Westpac holds an Australian Financial Services Licence
(No. 233714). This material is provided to you solely for your own use
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New Zealand: In New Zealand, Westpac Institutional Bank refers to
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or service made available by WNZL does not represent an offer

from Westpac or any of its subsidiaries (other than WNZL). Neither
Westpac nor its other subsidiaries guarantee or otherwise support
the performance of WNZL in respect of any such product. The current
disclosure statements for the New Zealand branch of Westpac

and WNZL can be obtained at the internet address www.westpac.
co.nz. For further information please refer to the Product Disclosure
Statement (available from your Relationship Manager) for any product
for which a Product Disclosure Statement is required, or applicable
customer agreement. Download the Westpac NZ QFE Group Financial
Advisers Act 2008 Disclosure Statement at www.westpac.co.nz.

China, Hong Kong, Singapore and India: This material has been
prepared and issued for distribution in Singapore to institutional
investors, accredited investors and expert investors (as defined in
the applicable Singapore laws and regulations) only. Recipients in
Singapore of this material should contact Westpac Singapore Branch
in respect of any matters arising from, or in connection with, this
material. Westpac Singapore Branch holds a wholesale banking
licence and is subject to supervision by the Monetary Authority of
Singapore. Westpac Hong Kong Branch holds a banking license and
is subject to supervision by the Hong Kong Monetary Authority.
Westpac Hong Kong branch also holds a license issued by the Hong
Kong Securities and Futures Commission (SFC) for Type 1and Type

4 regulated activities. This material is intended only to “professional
investors” as defined in the Securities and Futures Ordinance and
any rules made under that Ordinance. Westpac Shanghai and Beijing
Branches hold banking licenses and are subject to supervision by
the China Banking Regulatory Commission (CBRC). Westpac Mumbai
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subject to regulation and supervision by the RBI.

UK: The contents of this communication, which have been prepared
by and are the sole responsibility of Westpac Banking Corporation
London and Westpac Europe Limited. Westpac (a) has its principal
place of business in the United Kingdom at Camomile Court, 23
Camomile Street, London EC3A7LL, and is registered at Cardiff in
the UK (as Branch No. BRO0106), and (b) authorised and regulated
by the Australian Prudential Regulation Authority in Australia.
Westpac is authorised in the United Kingdom by the Prudential
Regulation Authority. Westpac is subject to regulation by the
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Disclaimer continued

Financial Conduct Authority and limited regulation by the Prudential
Regulation Authority. Details about the extent of our regulation by
the Prudential Regulation Authority are available from us on request.
Westpac Europe Limited is a company registered in England (number
05660023) and is authorised by the Prudential Regulation Authority
and regulated by the Financial Conduct Authority and the Prudential
Regulation Authority.

This communication is being made only to and is directed at (a)
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to (d) of the Order (all such persons together being referred to as
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not act or rely on this communication or any of its contents. The
investments to which this communication relates are only available
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otherwise acquire such investments will be engaged in only with,
relevant persons. Any person who is not a relevant person should not
act or rely upon this communication or any of its contents. In the same
way, the information contained in this communication is intended for
“eligible counterparties” and “professional clients” as defined by the
rules of the Financial Conduct Authority and is not intended for “retail
clients”. With this in mind, Westpac expressly prohibits you from
passing on the information in this communication to any third party.

In particular this communication and, in each case, any copies thereof
may not be taken, transmitted or distributed, directly or indirectly into
any restricted jurisdiction. This communication is made in compliance
with the Market Abuse Regulation (Regulation(EU) 596/2014).

Investment Recommendations Disclosure

The material may contain investment recommendations, including
information recommending an investment strategy. Reasonable

steps have been taken to ensure that the material is presented in a
clear, accurate and objective manner. Investment Recommendations
for Financial Instruments covered by MAR are made in compliance
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Unless otherwise indicated, there are no planned updates to this
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has no obligation to update, modify or amend this Investment
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Westpac will from time to time dispose of and acquire

financial instruments of companies covered in this Investment
Recommendation as principal and act as a market maker or liquidity
provider in such financial instruments.

Westpac does not have any proprietary positions in equity shares of
issuers that are the subject of an investment recommendation.

Westpac may have provided investment banking services to the issuer
in the course of the past 12 months.

Westpac does not permit any issuer to see or comment on any
investment recommendation prior to its completion and distribution.

Individuals who produce investment recommendations are not
permitted to undertake any transactions in any financial instruments
or derivatives in relation to the issuers covered by the investment
recommendations they produce.

Westpac has implemented policies and procedures, which are
designed to ensure conflicts of interests are managed consistently
and appropriately, and to treat clients fairly.

The following arrangements have been adopted for the avoidance and
prevention of conflicts in interests associated with the provision of
investment recommendations.

(i) Chinese Wall/Cell arrangements;

ii) physical separation of various Business/Support Units;
i) and well defined wall/cell crossing procedures;

iv) a “need to know” policy;

v) documented and well defined procedures for dealing with
conflicts of interest;
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arrangements remain effective and that such arrangements are
adequately monitored.

U.S.: Westpac operates in the United States of America as a federally
licensed branch, regulated by the Office of the Comptroller of the
Currency. Westpac is also registered with the US Commodity Futures
Trading Commission (“CFTC”) as a Swap Dealer, but is neither
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for the contents of this communication. All disclaimers set out with
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Investing in any non-U.S. securities or related financial instruments
mentioned in this communication may present certain risks. The
securities of non-U.S. issuers may not be registered with, or be subject
to the regulations of, the SEC in the United States. Information on
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in the United States. The value of any investment or income from any
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may have a positive or adverse effect on the value of or income from
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The author of this communication is employed by Westpac and is
not registered or qualified as a research analyst, representative, or
associated person under the rules of FINRA, any other U.S. self-
regulatory organisation, or the laws, rules or regulations of any State.
Unless otherwise specifically stated, the views expressed herein are
solely those of the author and may differ from the information, views
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