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The house rules

A household-centric week of local data has reinforced

our view that the Reserve Bank will be raising interest

rates early next year, even with the likely introduction of
mortgage lending restrictions in the near future. As we've
been saying for some time, this is not merely a housing story:
the economy’s upswing is becoming widespread and self-
sustaining, and in time that will see inflation pressures re-
emerge, just as in previous cycles.

The REINZ house sales figures for July were of particular interest to us last week. With
sales, mortgage approvals and the annual pace of house price growth all slowing a little
over May and June, we were on alert for any sign that the housing market might be
cooling of its own accord. That doesn’t seem to be the case though: sales rose nearly 4%
in seasonally adjusted terms in July, with sales in Auckland rebounding to their highest
level in six years. There was a jump in new listings in July, lending some credence to
the idea that a lack of supply was constraining turnover in previous months. Meanwhile,
annual house price inflation ticked up from 8.4% to 8.6%, and has now been around the
8-9% mark for the last six months.

With no sign of the housing market relenting, and with consumer price inflation still subdued,
it now seems inevitable that the RBNZ will resort to one or more of its macroprudential
tools in the near future. Last week the RBNZ produced the final version of its framework
for restrictions on high loan-to-value ratio (LVR) home loans, following a round of public
consultation. In our view, this tool should be considered ‘live’ from here on.

The details of the framework are largely unchanged from what was signalled a few
months ago. The RBNZ can set a ‘speed limit' on the share of high-LVR home loans
— for instance, loans with an LVR above 80% could be limited to no more than 15% of
new lending. Any tightening of the limits will be done on fairly short notice (at least two
weeks), to reduce the risk of home buyers rushing in to load up on debt ahead of the
new limits. The RBNZ will also be on the lookout for any efforts to actively subvert the



The house rules

continued

rules, and can apply tougher restrictions on individual banks
if necessary.

As we've detailed before, our view is that these restrictions are
likely to have only a modest impact on house prices. While they
would shut some potential buyers out of the market, they would
have no effect on willingness to pay for those buyers who are
able to muster up a large enough deposit. If anything this could
be a boon for low-LVR borrowers, if greater bank competition for
this pool of customers drives down mortgage rates.

The fact that many of those shut out of the market will be first-
time buyers has not been lost on the Government, which has
announced that it will give first-home buyers greater support
through the Kiwisaver savings scheme and the Welcome Home
loan guarantee scheme. Some have commented that boosting
housing demand at a time when the RBNZ is trying to dampen
it seems counter-productive. But we need to keep in mind the
purpose of LVR restrictions: not to control the housing market,
but to avoid the build-up of excessive risk in the banking system.
A policy that helps first-time buyers get into the market with a
decent chunk of equity in their home wouldn’t necessarily conflict
with that goal.

While we don’t disagree with the case for macroprudential
restrictions, our view is that we are well beyond the point where
the housing market can be treated as an isolated issue. A strong
housing market has implications for consumer spending, both
in terms of direct linkages and as an indicator of households’
general fortunes and sentiment. That in turn makes housing a
direct issue for monetary policy, as stronger demand leads to
inflation pressures over time.

In the latest Westpac-McDermott Miller confidence survey,
consumers told us that they were more eager to spend than they
have been for many years. The retail trade figures for the June
quarter show that they meant it. The 1.7% rise in real retail sales
was substantially faster than the 0.9% increase in the March
quarter. While the total was in line with our forecast, what blew

Fixed vs Floating for mortgages

We favour fixing for longer terms. The RBNZ is now
widely expected to begin an extended series of
OCR hikes from early next year, which will drive
floating rates substantially higher over the next few
years. So while fixed-term rates for three years

or more are higher than the current floating rate,
we believe that they still offer good value at

the moment. This opportunity may not last for

long - with wholesale interest rates rising to

their highest in two years, there will be further
upward pressure on retail rates.

House price inflation and consumer spending
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us away was the 2.3% rise in the core retail sectors (excluding
cars and fuel), the biggest quarterly increase since December
2006. To put it in context: the increase in core sales over the
quarter was about as large as the spending boost provided by
the 2011 Rugby World Cup.

And it wasn't just good news for the retail sector last week. The
PMI manufacturing survey rose to 59.5 in July, its highest level
in nine years. We’ve noted before that while the manufacturing
sector is often portrayed as being export-dependent, it's actually
more keyed into domestic activity and construction in particular.
The boost provided by the Christchurch rebuild seems to be
far outweighing the impact of a five-year high in the NZD/AUD
exchange rate.

With the recent run of strong activity data, wholesale interest rates
have shot up to their highest in two years. The market is more
than fully pricing an OCR hike by March next year, and we're
increasingly being asked whether the RBNZ might even move
before year-end. Our view is that the hurdle for such an early
move is probably too high. As at June, the RBNZ was forecasting
that annual inflation wouldn’t get back to the 2% midpoint of its
target band until mid-2015. For the RBNZ to bring that profile
forward, it would need to be persuaded that stronger activity is
translating through to demand-pull pressure on prices. We believe
that this step is coming, just as in past cycles, but we’re not sure
that the RBNZ will be across the line as soon as December. Our
forecast remains for a March 2014 start to OCR hikes.
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The week ahead

Westpac-MI Leading Index
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e The Leading Index registered its sixth-successive month of above-
trend growth in May; the 4.9% annualised pace was down on April's
5.4%, but comfortably above the long-run trend of 3.0%.

e The June reading will incorporate updated monthly component data
on: equities (ASX —2.8%, vs —4.9% in May); money supply (+0.4%,
vs 0.8% in May); dwelling approvals (—6.9%mth, vs —4.3%mth in
May) and US IP (+0.3%mth, vs flat in May). Looking ahead, the ASX
snapped out of its decline in Jul (+5.4%), but has been flat so far in
August. Quarterly components, which will be included once a full set
are available in September, have so far been mixed, with overtime up
strongly (+17, vs =11 in Q1), but commaodity prices lower.

US housing sales
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US Jul existing and new home sales

Aug 21, existing home sales, Last: -1.2%
Aug 23, new home sales, Last: 8.3%

e US new home sales jumped 8.3% in June, the fastest monthly rise in
five years, to reach a 497k annualised pace, up 38%yr. But existing
home sales were down 1.2% in June, a surprise given the 10% year-
to-date rise in pending home sales. Existing home sales completions
are only up 5%ytd; that could indicate more sales falling through, or
longer settlement times.

Limited supply of homes for sale and rising mortgage rates in recent
months are factors that would constrain both pending and existing
sales; the latter (higher rates) would also impact new housing sales,
where starts have been patchy at best, but homebuilder confidence
keeps soaring.

Tying all these strands together, we expect to see a 1% rise in existing
home sales in July, but a correction lower of 3% or so in the often-
volatile (and revised) new home sales series.
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Risk/Comment

Tax changes may have a bigger impact in coming months.
Partial data weak. Usual raw seasonal dip would push annual to <2%:%.
Rightmove index of asking prices.

Expect tone to match SoMP.

Continuing to follow headline inflation lower for now.

PMI new export orders fell to 46.5 in July: weak, but July 2012 was 45.6.
Edging up from post recession lows.

Based on 80 or so data inputs, not a business survey.

Steep rise to record high on food and fertilizer sales in May.

Decelerated in May, but still well above average.

Net immigration now a solid contributor to New Zealand's economic upswing.
Fairly resilient outcome anticipated. IP averaged 3.7% in the quarter.

July Minutes: "... policies remain sufficiently accommodative”.

Public sector net credit requirement. PSNB ex intv'ns £8.5bn in Jun.

Total orders index.

Constrained by lack of supply and rising mortgage rates mid-year.

To Jul 30-31 meeting.

Not helped by base effects like other July data, but detail 'less bad'.

Gap between French & German PMIs has narrowed substantially of late.
Composite PMI fact/ser was 50.5 in Jul.

Claims back at pre-recession levels.

No back-to-back >0 readings since Q3 last year.

FHFA index.

Patchy growth story ahead if leading index is any guide.

No top Fed officials on the leaked agenda.

Fisher in FI. Also Treasury Secretary Lew in Ca.

May retail sales up sharply across the board.

PMI output weakened in July to 46.9, even lower than July 2012 (47.1).
Pessimism has eased, but little evidence household spending higher.
More detail on the composition of growth.

BBA data covering about 70% of the market.

More detail on the composition of growth.

Measured on different basis to national accounts capital spending.
Volatile series; starts weak; mortgage rates higher. See text box.

BoC core rate 1.3%yr in June.



New Zealand forecasts

Economic Growth Forecasts

March years

Calendar years

% change 2012 2013f 2014f 2015f 2011 2012 2013f 2014f
GDP (Production) ann avg 1.9 25 2.8 3.8 1.4 2.7 2.6 3.7
Employment 1.0 0.4 23 2.8 1.5 -1.4 3.5 29
Unemployment Rate % s.a. 6.8 6.2 5.7 4.8 6.3 6.8 5.9 4.9
CPI 1.6 0.9 1.7 25 1.8 0.9 1.6 23
Current Account Balance % of GDP -4.4 -4.8 -5.0 -5.9 -4.0 -5.0 -4.7 -5.8

Financial Forecasts

Cash 2.50 2.50 2.75 3.00 3.25 3.50
90 Day bill 2.70 2.75 3.00 3.25 3.50 3.75
2 Year Swap 3.40 3.40 3.50 3.60 3.80 4.00
5 Year Swap 4.20 4.00 4.00 4.10 4.20 4.40
10 Year Bond 4.30 4.10 4.10 4.20 4.30 4.40
NZD/USD 0.80 0.82 0.83 0.81 0.78 0.76
NZD/AUD 0.87 0.89 0.90 0.90 0.90 0.89
NZD/JPY 79.2 80.4 80.5 77.8 741 71.4
NZD/EUR 0.60 0.62 0.62 0.62 0.62 0.62
NZD/GBP 0.51 0.51 0.51 0.50 0.50 0.49
TWI 75.3 77.0 7.7 76.6 751 73.9
2 Year Swap and 90 Day Bank Bills NZD/USD and NZD/AUD
2.90 3.60 0.90 0.90
- 3.50
2.85 ——90 Day Bank Bills (LHS) | 240 0.88 - ——NZD/USD (LHS) L 0.88
——2Year Swap (RHS) ' ——NZD/AUD (RHS)
2.80 - [ 330 0.86
- 3.20
2.75 A F 3.10 0.84
270 | F 3.00
X L 290 0.82
2.65 F 2.80 0.80
F 2.70
2.60 L 260 0.78
255 - 250 0.76
F 240
2.50 T T T T T T T 2.30 0.74 r r r r T T T 0.74
Jun-12 Aug-12  Oct-12  Dec-12  Feb-13  Apr-13  Jun-13  Aug-13 Jun12  Aug12 Oct12 Dec12 Feb13 Apr13 Jun13 Aug13

NZ interest rates as at market open on Monday 19 Aug 2013

NZ foreign currency mid-rates as at Monday 19 Aug 2013

Interest Rates Current Two weeks ago  One month ago Exchange Rates  Current Two weeks ago  One month ago
Cash 2.50% 2.50% 2.50% NzZD/USD 0.8104 0.7731 0.7915

30 Days 2.63% 2.63% 2.63% NZD/EUR 0.6080 0.5821 0.6023

60 Days 2.64% 2.63% 2.63% NZD/GBP 0.5191 0.5055 0.5181

90 Days 2.64% 2.64% 2.63% NZD/JPY 79.10 76.49 79.41

2 Year Swap 3.47% 3.29% 3.22% NZD/AUD 0.8827 0.8659 0.8619

5 Year Swap 4.35% 4.22% 3.98% T™WI 76.09 73.63 75.08




International forecasts

Fconomic and Financial Forecasts

Economic Forecasts (Calendar Years) 2009 2010 2011 2012 2013f 2014f
Australia

Real GDP % yr 1.4 25 24 3.6 25 23
CPl inflation % annual 2.1 2.8 3.0 22 2.2 25
Unemployment % 5.6 5.2 5.2 5.4 6.2 6.4
Current Account % GDP -4.2 -2.9 -2.3 -3.7 -2.4 -2.3
United States

Real GDP %yr -3.1 24 1.8 2.8 14 1.5
Consumer Prices %yr -0.3 1.6 3.1 21 1.4 1.6
Unemployment Rate % 9.3 9.6 8.9 8.1 7.7 7.6
Current Account %GDP 2.7 -3.0 -3.0 -2.8 -3.0 -3.1
Japan

Real GDP %yr -5.7 4.9 -0.5 1.9 1.7 2.2
Consumer Prices %yr -1.3 -0.7 -0.3 0.0 -0.2 0.1
Unemployment Rate % 5.2 5.1 4.5 4.3 4.3 4.3
Current Account %GDP 2.8 3.6 2.0 21 2.0 2.0
Euroland

Real GDP %yr -4.3 1.9 1.5 -0.5 -1.0 -0.6
Consumer Prices %yr 0.3 1.7 2.7 2.2 1.4 1.2
Unemployment Rate % 9.5 10.0 10.1 11.7 12.4 13.0
Current Account %GDP -0.2 -0.1 0.0 0.9 1.0 1.0

United Kingdom

Real GDP %yr -4.0 1.8 0.9 0.2 1.1 0.9
Consumer Prices %yr 2.2 3.2 4.0 2.8 23 1.8
Unemployment Rate % 7.6 7.8 8.4 8.0 8.5 8.5
Current Account %GDP -1.3 -2.5 -1.9 -3.8 -2.5 -1.5

Forecasts finalised 9 August 2013

Interest Rate Forecasts Latest Sep 13 Dec 13 Mar 14 Jun 14 Sep 14
Australia

Cash 2.50 2.50 2.25 2.00 2.00 2.00
90 Day Bill 2.58 2.55 2.30 2.10 2.10 2.10
10 Year Bond 3.97 3.60 3.40 3.30 3.20 3.10
International

Fed Funds 0.25 0.125 0.125 0.125 0.125 0.125
US 10 Year Bond 2.78 2.40 2.20 2.10 2.00 2.00
ECB Repo Rate 0.50 0.50 0.50 0.50 0.50 0.50
Exchange Rate Forecasts Latest Sep 13 Dec 13 Mar 14 Jun 14 Sep 14
AUD/USD 0.9147 0.92 0.92 0.92 0.90 0.87
USD/JPY 97.58 99 98 97 96 96
EUR/USD 1.3342 1.33 1.33 1.33 1.30 1.25
AUD/NZD 1.1339 1.15 1.12 1.1 1.1 1.12

o



Westpac economics
team contact details

Dominick Stephens, Chief Economist
+64 9 336 5671

Michael Gordon, Senior Economist
+64 9 336 5670

Felix Delbriick, Senior Economist
+64 9 336 5668

Nathan Penny, Economist
+64 9 336 5669

Any questions email:
economics@westpac.co.nz

For email address changes contact:
WNZResearch@westpac.co.nz

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.

Disclaimer

Things you should know: Each time someone visits our site, data is captured so that we
can accurately evaluate the quality of our content and make improvements for you. We may
at times use technology to capture data about you to help us to better understand you and
your needs, including potentially for the purposes of assessing your individual reading
habits and interests to allow us to provide suggestions regarding other reading material
which may be suitable for you.

If you are located in Australia, this material and access to this website is provided to you
solely for your own use and in your own capacity as a wholesale client of Westpac
Institutional Bank being a division of Westpac Banking Corporation ABN 33 007 457 141
AFSL 233714 (‘Westpac). If you are located outside of Australia, this material and access
to this website is provided to you as outlined below.

This material and this website contain general commentary only and does not constitute
investment advice. Certain types of transactions, including those involving futures, options
and high yield securities give rise to substantial risk and are not suitable for all investors.
We recommend that you seek your own independent legal or financial advice before
proceeding with any investment decision. This information has been prepared without
taking account of your objectives, financial situation or needs. This material and this website
may contain material provided by third parties. While such material is published with the
necessary permission none of Westpac or its related entities accepts any responsibility for
the accuracy or completeness of any such material. Although we have made every effort to
ensure the information is free from error, none of Westpac or its related entities warrants
the accuracy, adequacy or completeness of the information, or otherwise endorses it in any
way. Except where contrary to law, Westpac and its related entities intend by this notice to
exclude liability for the information. The information is subject to change without notice and
none of Westpac or its related entities is under any obligation to update the information or
correct any inaccuracy which may become apparent at a later date. The information
contained in this material and this website does not constitute an offer, a solicitation of an
offer, or an inducement to subscribe for, purchase or sell any financial instrument or to enter
a legally binding contract. Past performance is not a reliable indicator of future performance.
The forecasts given in this material and this website 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.

Transactions involving carbon give rise to substantial risk (including regulatory risk) and are
not suitable for all investors. We recommend that you seek your own independent legal or
financial advice before proceeding with any investment decision. This information has been
prepared without taking account of your objectives, financial situation or needs. Statements
setting out a concise description of the characteristics of carbon units, Australian carbon
credit units and eligible international emissions units (respectively) are available at www.
cleanenergyregulator.gov.au as mentioned in section 202 of the Clean Energy Act 2011,
section 162 of the Carbon Credits (Carbon Farming Initiative) Act 2011 and section 61 of
the Australian National Registry of Emissions Units Act 2011. You should consider each
such statement in deciding whether to acquire, or to continue to hold, any carbon unit,
Australian carbon credit unit or eligible international emissions unit.

Additional information if you are located outside of Australia

New Zealand: The current disclosure statement for the New Zealand division of Westpac
Banking Corporation ABN 33 007 457 141 or Westpac New Zealand Limited can be
obtained at the internet address www.westpac.co.nz. Westpac Institutional Bank products
and services are provided by either Westpac Banking Corporation ABN 33 007 457 141
incorporated in Australia (New Zealand division) or Westpac New Zealand Limited. 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: 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 1 and Type 4 regulated activity.

Disclaimer continued overleaf.
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Disclaimer continued

Westpac Shanghai and Beijing Branches hold banking licenses and are subject to
supervision by the China Banking Regulatory Commission (CBRC). Westpac Mumbai
Branch holds a banking license from Reserve Bank of India (RBI) and subject to regulation
and supervision by the RBI.

U.K.: Westpac Banking Corporation is registered in England as a branch (branch number
BR000106), and is authorised and regulated by the Australian Prudential Regulatory
Authority in Australia. WBC is authorised in the United Kingdom by the Prudential Regulation
Authority. WBC is subject to regulation by the Financial Conduct Authority and limited
regulation by the Prudential Regulation Authority in the United Kingdom. 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 material and this website
and any information contained therein is directed at a) persons who have professional
experience in matters relating to investments falling within Article 19(1) of the Financial
Services Act 2000 (Financial Promotion) Order 2005 or (b) high net worth entities, and
other persons to whom it may otherwise be lawfully communicated, falling within Article
49(1) of the Order (all such persons together being referred to as “relevant persons”). The
investments to which this material and this website relates are only available to and any
invitation, offer or agreement to subscribe, purchase or 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 material and this website or any of its contents. In the same
way, the information contained in this material and this website is intended for “eligible
counterparties” and “professional clients” as defined by the rules of the Financial Services
Authority and is not intended for “retail clients”. With this in mind, Westpac expressly
prohibits you from passing on the information in this material and this website to any third
party. In particular this material and this website, website content and, in each case, any
copies thereof may not be taken, transmitted or distributed, directly or indirectly into any
restricted jurisdiction.

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
registered as, or affiliated with, a Futures Commission Merchant registered with the US
CFTC. Westpac Capital Markets, LLC (‘WCM’), a wholly-owned subsidiary of Westpac, is
a broker-dealer registered under the U.S. Securities Exchange Act of 1934 (‘the Exchange
Act) and member of the Financial Industry Regulatory Authority (‘FINRA’). This
communication is provided for distribution to U.S. institutional investors in reliance on the
exemption from registration provided by Rule 15a-6 under the Exchange Act and is not
subject to all of the independence and disclosure standards applicable to debt research
reports prepared for retail investors in the United States. WCM is the U.S. distributor of this
communication and accepts responsibility for the contents of this communication. All
disclaimers set out with respect to Westpac apply equally to WCM. If you would like to
speak to someone regarding any security mentioned herein, please contact WCM on +1
212 389 1269. All disclaimers set out with respect to Westpac apply equally to WCM.

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 such non-U.S. securities or related financial instruments may be limited. Non-U.S.
companies may not subject to audit and reporting standards and regulatory requirements
comparable to those in effect in the United States. The value of any investment or income
from any securities or related derivative instruments denominated in a currency other than
U.S. dollars is subject to exchange rate fluctuations that may have a positive or adverse
effect on the value of or income from such securities or related derivative instruments.

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 or analysis expressed by Westpac and/or its affiliates.

For the purposes of Regulation AC only: Each analyst whose name appears in this
report certifies that (1) the views expressed in this report accurately reflect the personal
views of the analyst about any and all of the subject companies and their securities and (2)
no part of the compensation of the analyst was, is, or will be, directly or indirectly related to
the specific views or recommendations in this report.



