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The nature of democracy

Recent developments have allayed some of our concerns
that the private sector would respond to the economic
upswing by going on an unproductive spending spree. By
contrast, we were disappointed to see the Government
loosening its purse strings in Thursday's Budget — despite
unchanged revenue forecasts. Ideally, the Government
would be making more room for the economy to expand,
and building bigger buffers for the eventual downturn.

Last week we published our latest Quarterly Economic Overview, a comprehensive
discussion of the outlook for the New Zealand economy, interest rates and exchange
rates. Along with our latest forecasts, you can download it from our website at http:/
www.westpac.co.nz/business/economic-updates/economic-and-financial-forecasts/.

For some time now, we have emphasised that while New Zealand is currently going
through a period of strong economic growth, that upturn has a dark side. It's the
temporary result of a post-earthquake rebuild and low interest rates, not a permanent
improvement in New Zealanders’ standard of living. Higher spending will eventually
put strain on the economy’s productive capacity, leading to inflation and higher interest
rates. And there was always the risk of a nasty boom-bust scenario if consumers and
businesses forgot those basic facts and went on a spending spree.

The May Overview continues that basic theme. It's as clear as ever that the Canterbury
rebuild is temporary, and everyone now knows that the OCR is heading higher. But we
have decided to give the economy a bit more credit where it's due. We have moderated
our OCR forecast, to a peak of 5.25%, without significantly changing our GDP forecast.

As we explain in the Overview, the key reason is that we have become a bit more
optimistic for the economy’s capacity to grow without inflation. As we saw in the latest
round of labour data, while employers are now hiring at a rapid clip, people are also piling
into the workforce, meaning that demand can be met with less pressure on wages. Another
feature of the current upturn is businesses have significantly ramped up their investment
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The nature of democracy continuea

in capital equipment. That will help make those workers more
productive and allow businesses to produce more at less cost.
Both these developments will help keep inflation in check as the
economy expands.

It has also been encouraging to see that consumers have
stayed pretty prudent to date. While consumer confidence has
risen to very high levels, consumers’ actual spending appetites
look healthy rather than exuberant. Indeed, last week’s March
quarter retail trade survey showed that spending slowed in 2014
after strong growth last year. The numbers can be volatile from
quarter to quarter, but the details of the release support the idea
that consumers’ willingness to spend remains selective, with a
strong element of bargain-chasing (sales of electronic goods
continued to surge even as other categories slowed).

In our view, a slowdown in retail spending wouldn’t be a
coincidence, given the clear loss of momentum in the New
Zealand housing market over the past six months. The clearest
read on what's happened to house prices comes from the
Quotable Value monthly index, which makes the most thorough
adjustments for compositional changes. According to that
measure, house prices went sideways over the first few months
of 2014 after rising 10% over 2013.

The same measure says that house prices have more recently
started rising again. That would be consistent with our call

that the housing market would go through a brief and modest
revival through the middle of the year. While the RBNZ’s
Financial Stability Report confirmed that the RBNZ doesn’t
expect to start removing LVR restrictions before late this year,
the banks have already loosened up their own lending — and
have room to do more without hitting the RBNZ’s existing
speed limits. Along with the recent lift in net migration, that will
be a modest source of stimulus to the market. However, we
remain confident that rising mortgage rates will cause a more
definitive slowdown in house price inflation — to 5.5% this year,
and 1% next. In turn, a slowing housing market is likely to keep
consumers’ borrowing and spending appetites moderate.

Against this backdrop of relative private sector sobriety, we
were slightly disappointed to see the Government loosening its
purse strings in last week’s Budget, without any matching lift

Fixed vs Floating for mortgages

Floating mortgage rates usually work out to be more expensive
for borrowers than short-term fixed rates, such as the six month
rate. However, floating may still be the preferred option for those
who require flexibility in their repayments.

For those who are looking to fix, there is little to gain from
waiting. Fixed rates are more likely to rise than fall over the next
few months.

Among the standard fixed rates, anything from six months to
three years appears to offer similar value. Three-year rates are
higher, but this is a fair reflection of where we think shorter-term
rates are going to go over the next few years.

Fixing for four or five years may result in higher interest
payments over the life of the loan than opting for shorter-term
fixed rates. However, these longer-term fixed rates may still be
preferred by those who are willing to pay for certainty.
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in its forecast revenues. In an ideal (and politically unrealistic)
world, the Government would be restraining its spending as the
economic outlook improved, to give the rest of the economy
more room to expand. This Budget did the opposite, increasing
spending just as the economy has developed momentum.
Treasury analysis suggested the extra spending since the
December half-year update could be worth 15-30 basis points
of OCR hikes. This will not go unnoticed by the RBNZ, which
will now have to incorporate extra Government spending into
its deliberations. And while our own forecasts did anticipate an
upgrade to the Government’s spending plans, the Budget went
further than we expected — though not enough to prompt a
formal change to our GDP and interest rate forecasts.

Of course, more spending and unchanged revenue forecasts
also means smaller projected surpluses. To be sure, the
Government’s finances remain very healthy overall, and the
Government is still on track to reduce public debt to 20% of
GDP by 2020. But smaller surpluses will leave us with less of
a buffer to deal with any unforeseen events. That’s particularly
concerning as we continue to expect a significant economic
slowdown later this decade, as the New Zealand economy

is hit by the trifecta of rising interest rates, a cooling housing
market, and the wind-down of the Canterbury rebuild.
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The week ahead

Aus May Westpac-MI Consumer Sentiment
May 21 Last: 99.7

After a post-election surge in confidence late last year, the Westpac-
Melbourne Institute Consumer Sentiment Index has reversed back to
neutral levels in 2014, holding flat in Apr. Optimism around a change
of Government have given way to renewed concerns about job
security and the economic outlook.

This month’s survey is delayed to capture reactions to the Budget,
with responses collected between May 12 and 18. The relationship
between previous Budgets and sentiment has not always been

clear cut. However, Budget 2014-15, with its theme of repairing the
Government’s finances and savings measures affecting a wide range
of programmes, looks set to have a significant influence.
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US existing/new home sales in April

May 22, Existing: Last: —0.2%, WBC fic: 2.2%
May 23, New: Last: —14.5%, WBC fic: 3.0%

Existing home sale have fallen 15% since July last year, with most of
that decline seen before winter. Feb and Mar cumulate to a modest
0.6% decline and, given the 1-2 months between signing and closure
(when EHS are recorded), snow may have weighed on these months’
sales. Pending home sales recovered 3.4% in March; some of these
sales will have closed in April.

New home sales plunged 14.5% in March for an annualised sales
pace of 384k, the second lowest since late 2012. Sales peaked most
recently at 470k in February this year. Affordability, a lack of workers
and lots on which to build are all factors at play. Weather can’t be
blamed for the latest fall. Underlying fragility in the US housing market
is showing through. This series will be substantially revised; assuming
the March fall is halved to —7%, we expect a 3% rise in April.

US housing sales
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Aus Q1 Wage Price Index (WPI)

May 21, Last: 0.7%, WBC f/c: 0.5%
Mkt f/ic: 0.7%, Range: 0.5% to 0.9%

The 2012 Q4 WPI surprised with a 0.7% gain compared to
expectations for a 0.6% rise. Annual growth printed at 2.6%yr,
materially below the December 2008 peak of 4.3%yr.

The upside surprise came as a result of a 0.9% increase in public
sector wages following Q3’s 0.5% gain. The annual pace of growth
was 2.7%yr, a little higher than Q3’s 2.5%yr but well below the most
recent peak of 4.6%yr (Q3 2009).

Private sector wage growth was broadly as expected in Q4, rising by
0.6% to leave annual growth at 2.5%yr. Annual wage growth is now
a little weaker than the GFC low of 2.6%yr, experienced over the

six months to March 2010. Further, it is also well below the annual
growth pace of 2012 (3.4%yr) and 2011 (3.8%yr). Ongoing weakness
in private sector wages underpins our 0.5%qtr forecast.

Soft labour market, wage pressures ease
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Data calendar

Mon 19
NZ

Eur
UK
Tue 20
Aus

UK

us

Can

Wed 21

NZ

Aus

UK

us

Thu 22
NZ
Aus
Chn

Eur

UK

us

Can
Fri 23
Ger

us

Can
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May house prices %yr

RBA minutes released
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Apr CPI %yr
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May consumer confidence adv
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Q2 RBNZ 2yr inflation expectations
May Ml inflation expectations
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Apr PSNCR £bn

Q1 GDP revision
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Apr Chicago Fed national activity index
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Risk/Comment

March reading was the highest since 2007.

Seasonally higher electricity prices.

Dec and Jan surged 1.6% and 1.6% so Q1 very solid even if March falls.

Rightmove index.

Tone to be in line with SoMP.

Downtrend in annual pace of deceleration may have stalled.
Former DCLG series.

Core output measure

Lower shop prices suggest CPI to decelerate further.
Plosser on the economy in Washington.

Feb rise due to autos.

Prices may be stabilising after a 20% drop in Mar-Apr.

Net inflows on track to exceed 40k this year.

Delayed a week to capture impact of Federal Budget.

The annual growth rate peaked at 17.7% in Mar but trend is still rising.
Q4 was boosed by a very strong growth in public wage rates.

Surplus looks to have peaked for time being in Jan at €25.4bn.
Highest since 2007.

Inflation report suggested BoE firmly on hold till mid 2015.

Late Easter tends to boost April sales (as in 2011).

Was Yellen's dovish testimony reflective of consensus on FOMC?

Yellen, George, Kocherlakota

Possible small fall following weak inflation data.

Inflationary expectations have lifted but still remain well contained.

Forward looking aspects of April weak in levels, but up a touch on March.

Prospect of ECB easing and potential for depreciating euro may boost
business surveys.

Public sector net credit requirement.

Sticking with our forecast from a month ago.

Total orders index.

Measured on different basis to national accounts component.
Based on data previously released, not surveyed.

Hint of an uptrend emerging again in recent swings?
Pending sales suggest a gain. See text box.

Apr will be strong given readings on some of its components.
Totally different message to that of ISM factory survey.
Mar-Apr strongest pair of readings since Jan-Feb 2012.

Feb was led by pharmacies; continued recovery from Dec blizzard fall.

More detail on the surge in Q1 GDP growth.
Prospect of ECB easing and potential for depreciating euro supportive.
See text box. Forecast assumes March fall revised to —7%.

BoC core rate was 1.3% yr in Mar.



New Zealand forecasts

Economic Growth Forecasts March years Calendar years

% change 2013 2014e 2015f 2016f 2012 2013 2014f 2015f
GDP (Production) ann avg 23 3.1 3.9 3.1 2.6 2.7 3.9 3.3
Employment 0.4 3.8 2.5 2.0 0.4 29 29 2.4
Unemployment Rate % s.a. 6.2 6.0 53 4.9 6.8 6.0 5.5 4.9
CPI 0.9 1.5 1.8 2.6 0.9 1.6 1.6 2.6
Current Account Balance % of GDP -3.9 -2.9 -4.1 -4.5 -4.1 -3.4 -3.2 -4.7

Financial Forecasts

Cash 3.25 3.50 3.75 3.75 4.00 4.25

90 Day bill 3.40 3.70 3.90 4.00 4.20 4.45

2 Year Swap 4.10 4.30 4.50 4.70 4.90 5.00

5 Year Swap 4.60 4.80 5.00 5.10 5.20 5.25

10 Year Bond 4.60 4.80 4.90 5.00 5.05 5.10
NZD/USD 0.86 0.86 0.85 0.84 0.84 0.84
NZD/AUD 0.93 0.94 0.94 0.93 0.91 0.90
NZD/JPY 86.9 85.5 85.0 84.8 85.7 86.5
NZD/EUR 0.62 0.63 0.63 0.63 0.62 0.62
NZD/GBP 0.50 0.50 0.50 0.48 0.46 0.45

TWI 79.9 79.9 79.9 78.9 78.3 78.1

2 Year Swap and 90 Day Bank Bills NzZD/USD and NZD/AUD

3.50 4.50 0.96 0.96
3.40 - L 4.30 0.94 - —NZD/USD (LHS) F 0.94
530 | —90 Day Bank Bills (LHS) L 4.10 0.92 - —NZD/AUD (RHS) r 0.92
220 | —2 Year Swap (RHS) 200 0.90 | 0.90
3.10 A F 3.70 0.88 - + 0.88
3.00 1 L 3.50 0.86 - b 0.86
2.90 - +3.30 0.84 4 r0.84
2.80 4 L 3.10 0.82 - t 0.82
270 | L 2.90 0.80 - + 0.80
2.60 4 L 270 0.78 - 078
2.50 ‘ ‘ ‘ ‘ ‘ ‘ —L 2550 0.76 : : : : : : —L 0.76

Mar-13  May-13  Jul-13  Sep-13  Nov-13 Jan-14 Mar-14 May-14 Mar13  May13  Jul13  Sep13 Nov13 Jan14 Mar14 May14

NZ interest rates as at market open on Monday 19 May 2014 NZ foreign currency mid-rates as at Monday 19 May 2014
Interest Rates Current Two weeks ago  One month ago Exchange Rates  Current Two weeks ago  One month ago
Cash 3.00% 3.00% 2.75% NZD/USD 0.8636 0.8679 0.8565

30 Days 3.26% 3.18% 3.16% NZD/EUR 0.6307 0.6251 0.6209

60 Days 3.33% 3.25% 3.23% NZD/GBP 0.5136 0.5141 0.5101

90 Days 3.39% 3.32% 3.30% NZD/JPY 87.70 88.68 87.89

2 Year Swap 3.98% 4.00% 4.07% NZD/AUD 0.9214 0.9339 0.9183

5 Year Swap 4.41% 4.52% 4.62% TWI 80.25 80.60 79.67




International forecasts

Fconomic and Financial Forecasts

Economic Forecasts (Calendar Years) 2010 2011 2012 2013 2014f 2015f
Australia

Real GDP % yr 2.2 2.6 3.6 24 3.0 3.0
CPl inflation % annual 2.8 3.0 2.2 27 25 2.6
Unemployment % 5.2 5.2 5.3 5.8 6.2 5.9
Current Account % GDP -3.5 -2.8 -4.1 -2.9 -2.5 -1.2
United States

Real GDP %yr 25 1.8 2.8 1.9 1.8 25
Consumer Prices %yr 1.6 3.1 21 1.5 1.6 1.6
Unemployment Rate % 9.6 8.9 8.1 7.4 6.5 5.9
Current Account %GDP -3.0 -2.9 -2.7 -2.3 -2.7 -2.6
Japan

Real GDP %yr 4.9 -0.3 1.5 1.5 1.3 1.3
Euroland

Real GDP %yr 2.0 1.6 -0.7 -0.4 0.9 1.0
United Kingdom

Real GDP %yr 1.7 1.1 0.3 1.8 2.6 2.1
China

Real GDP %yr 10.4 9.3 7.7 7.7 7.2 7.6
East Asia ex China

Real GDP %yr 7.8 4.4 4.0 4.0 4.2 5.0
World

Real GDP %yr 5.2 3.9 3.2 3.0 3.1 37
Forecasts finalised 9 May 2014

Interest Rate Forecasts Latest Jun-14 Sep-14 Dec-14 Mar-15 Jun-15
Australia

Cash 2.50 2.50 2.50 2.50 2.50 2.50
90 Day Bill 2.70 2.60 2.55 2.55 2.55 2.65
10 Year Bond 3.71 3.90 4.00 4.10 4.30 4.50
International

Fed Funds 0.125 0.125 0.125 0.125 0.125 0.125
US 10 Year Bond 2.49 2.60 2.70 2.80 3.00 3.20
ECB Repo Rate 0.25 0.25 0.25 0.25 0.25 0.25
Exchange Rate Forecasts Latest Jun-14 Sep-14 Dec-14 Mar-15 Jun-15
AUD/USD 0.9337 0.92 0.91 0.90 0.90 0.92
USD/JPY 102.33 101 100 100 101 102
EUR/USD 1.3770 1.38 1.36 1.34 1.34 1.35
AUD/NZD 1.0822 1.06 1.06 1.06 1.07 1.10

o
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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.

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.

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.

Disclaimer continued overleaf.
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Disclaimer continued

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. 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 be 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.



