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RBA to raise rates by 25bps — due to tightening
labour markets & demand pressures on inflation

The Reserve Bank Board meets next week on March 2. We expect
that it will decide to raise the overnight cash rate by 25bps to 4%.

Current market expectations put the probability of a move at about
50%. We believe that most meetings in 2010 will be 'live in that
there will be a genuine possibility of policy change and at least for
the next few months a 50/50 prospect is entirely reasonable.

Arguments in favour of a further pause are based around concerns
with the global economic outlook and some recent weakness in
local economic data — notably housing finance, retail sales, and
wages.

Our assessment is that the Bank's central view is an optimistic one
on China's prospects of achieving a soft landing. Indeed the Bank
welcomes the current move to less stimulatory policy settings in
China improving the sustainability of the expansion.

However the implications for global trade, confidence, and liquidity
of a major European default would change that view with severe
implications for Asia's growth outlook.

We expect that the RBA anticipates that European authorities will,
having observed the Lehmann disaster, not try a similar 'experiment’
in Europe. The facts are that the resources of the European
Community and the IMF can, if so applied, avert any fears of a
default crisis in Greece or any other European 'basket case'.

The Governor has now accepted that monetary policy needs to
take account of imbalances in asset markets. However, the 13%
increase in house prices over 2009 is unlikely to indicate a potential
bubble. Housing credit growth is steady at around 7%; investors are
not rushing into the market; and media 'hype' is not apparent — the
usual hallmarks of a mania are simply not there. Strong population
growth and ongoing housing shortages instead explain the recent
surge in house prices. Moreover, prices at the lower end of the
market have softened recently.

The Bank also appears to be puzzled by the sharp contraction

in business credit — down 7% over the last year — the sharpest
contraction since the 1990s recession. Most of this fall can be
explained by deleveraging and disintermediation as large corporates
access the capital and equity markets rather than bank credit.
However, credit to small business is quite flat, partly reflecting
supply issues.

With these arguments in mind why do we expect the Bank to
raise rates?

Of course the Bank has now recalibrated neutral to be 4.25% to
4.75%. That was confirmed in the Governor's recent appearance
before the Parliamentary Committee on Economics. That testimony
made it clear that the Bank expects to restore rates to neutral
sometime in 2010.

It may not have as much time as it expected even as recently as at
the last Board meeting on February 2.

The Bank's public view on unemployment is that it has peaked

at 5.8% but that the reduction in the unemployment rate will be
modest over the course of 2010. The thinking is that the pick-up in
labour demand associated with the buoyant economic conditions
will be mainly accommodated by increases in hours worked rather
than in new jobs.

However, this has not been borne out in the data so far. The
unemployment rate has fallen sharply from 5.8% to 5.3% in just
three months. We have even seen decent full time jobs growth.

Australia's NAIRU - the non-accelerating inflation rate of
unemployment — is around 5%, very close to the current
unemployment rate.

Central banks should be uncomfortable when the unemployment
rate is close to the NAIRU and heading down while rates are below
neutral. Current trends in the unemployment rate highlight the risk
that Australian unemployment could be below its NAIRU by mid-
year.

With markets and the media primed for a rate hike last month the
Bank is likely to take advantage of these expectations to nudge the
cash rate further towards neutral next week.

If the RBA does choose another pause, expectations are likely to
shift to 'waiting for the CPI', which will print in late April. We do not
expect that the Bank will want to return to the previous approach of
setting policy in response to the latest CPI result. We expect policy
to remain forward looking. Meanwhile the outlook for inflation is
deteriorating. Our index of "discretionary" CPI items shows strong
inflation over the last three quarters (see chart). This Index captures
the impact of margin widening on the CPI. It is our best estimate of
the effect of demand on inflation. In annual terms it's running at its
fastest pace since 2001.

Evidence of demand pressures on inflation and a rapidly closing
labour gap should be enough to see the Bank take another small
step to closing the gap with neutral. We retain our view that once
neutral has been reached an extended pause would be possible.

CPI: selected discretionary items*
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Bill Evans, Chief Economist

Past performance is not a reliable indicator of future performance. The forecasts given above 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 results ultimately achieved may differ substantially from these forecasts.



Data wrap

Q4 wage price index

The Wage Price Index was weaker than forecast in 2009Q4,
rising 0.6%qtr (consensus 0.8%) allowing a fall in annual growth
to 2.9%yr from 3.6% previously, the lowest since 2000Q1 and
below its full history average pace of 3.6%yr.

The private sector WPI rose 0.6%qtr, taking annual growth to

2.5%yr from 3.1% (lowest since series began), while the public
sector WPI rose 1.0%qtr, slowing growth to 4.1%yr from 4.6%
(lowest since 2008Q3).

The broader WPI measure of total hourly rates of pay including
bonuses also continued to ease, with the private sector rate
slowing to 2.6%yr from 2.9%, an equal record low and below its
3.6%yr full history average pace.

The Q4 result would have been biased down (by around
-0.5ppts) by the Australian Fair Pay Commission's decision to
hold minimum wages steady last year after a 4.1% increase was
granted in 2008.

Abstracting from this downward bias, underlying WPI growth
still slowed in Q4, a reflection of the rising unemployment

rate through 2009H1. However, with wages responding to
labour market developments with a six month lag, and the
unemployment rate beginning to fall more rapidly than expected
in 2009Q3, this is likely to be the low point for wage growth.

Q4 construction work done

Construction activity ended 2009 on a positive note, with a
2.6% rise in the December quarter. This will add about 0.4ppts
to GDP growth, with the sector accounting for about 16% of the
economy.

Public works was the driver of strength, as the Federal
Government's timely spending spree took effect. Public
construction activity jumped 13.4% in Q3 and rose a further
14.4% in Q4, to be up $2.9bn over the six months. There's more
upside yet to public construction, with the Federal Government's
multi-billion program spread over a period of around two years.

Private sector activity surprised with a temporary dip, down 2.1%
in Q4. New residential work declined by 4.5%. Non-res building
edged 0.4% lower after recent sharp falls and infrastructure
activity fell 1.8% reflecting lumpiness in the work pipeline. The
only plus was a 3.8% rise in residential renovation work.

The outlook for private construction is upbeat. Housing is set for
a strong and much needed upswing. Infrastructure work is also
set to strengthen, boosted by the recent commencement of the
$50bn Gorgon LNG project.

Round-up of local data released last week

Westpac Weekly

Q4 CAPEX

Private business CAPEX spending was stronger in the December
quarter than expected, increasing by 5.5% (vs Westpac forecast
of 2.5%).

Equipment spend was boosted by tax incentives, as was the
case in Q2 (with a dip in Q3 as a result). Businesses increased
spending on equipment by 12.4% in the quarter. That will add
almost 0.9ppts to growth in the quarter.

CAPEX plans were also positive. Associated with the better
outcome in Q4, plans for 2009/10 were upgraded to $110.6bn,
up from the revised 4th estimate of $104bn. This implies that
the (nominal) value of CAPEX will be unchanged from that in
2008/09 and that CAPEX will rise in real terms.

Government stimulus and tax incentives, along with aggressive
interest rate cuts from the RBA, have cushioned the economy
from the global downturn and in turn supported business
investment.

The 1st estimate for 2010/11 CAPEX was $101.4bn, which implies
18% growth — a very positive outlook. Strength is in mining,

with manufacturing and services broadly flat. Caution: the 1st
estimate is now always a reliable guide and applying average
realisation ratios in these calculations has its drawbacks. Even so,
for the RBA the 20010/11 CAPEX plans reinforce the view that
the medium term outlook for the economy is positive and that
investment will be a key growth driver — particularly investment
in the mining sector.

Jan private credit

Credit to the private sector appears to have turned the corner
and be on an improving trend. That is to be expected with the
Australian economy accelerating through the second half of
2009 and given the positive outlook. Credit increased by 0.4%
in January, following a 0.3% rise in December. By contrast, credit
all but stalled over the previous nine months.

Business credit — a lagging indicator at this stage of the cycle
—is now contracting at a slower rate. The fall was just 0.1% in
January, after a 0.3% decline in December. The 3.6% fall over
the three months prior was surprisingly sharp. The recent trend
reinforces our expectation that the monthly business credit
numbers will begin to advance during 2010.

Housing credit increased by 0.7%, a step-up from the pace of
late 2008. Owner-occupier housing credit is a fraction weaker
as interest rates rise and the end of additional government
incentives to first home buyers impact. Investor credit continues
to strengthen, a trend that is likely to continue.

Date Release Previous Latest Mkt f/c
Wed 24 Q4 wage price index %qtr 0.7% 0.6% 0.8%
Q4 construction work done 1.6% 2.6% 2.0%
Thu 25 Q4 CAPEX -52% 55% 1.5%
2009/10 CAPEX intentions, AUDbn 104 m -
2009/11 CAPEX intentions, AUDbn - 101 -
Fri 26 Jan private credit 0.3% 0.4% 0.2%

Past performance is not a reliable indicator of future performance. The forecasts given above 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 results ultimately achieved may differ substantially from these forecasts.
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New Zealand: week ahead & data wrap

Not a one-way bet

This week's data schedule was largely second-tier and a mixed bag
in some respects — but should still serve as warning to those in the
market who are counting on the recent run of softer than expected
data to continue.

The RBNZ's quarterly survey found that expectations of inflation two
years ahead rose to 2.7% in Q1, indicating that the jump to 2.6% in
the previous quarter wasn’t simply a blip. Inflation expectations are
disconcertingly high for an economy in the early stages of recovery,
and suggest that the RBNZ'’s stated goal of keeping inflation close to
2% is not being taken seriously.

Markets routinely ignore the inflation expectations survey, and this
time was no exception. But we think the data deserves a lot more
attention. The RBNZ regards inflation expectations as a crucial
determinant of underlying, medium-term inflation. High inflation
expectations mean that, as the economy recovers, the OCR will
need to do more of the work than if expectations had kept to a more
‘friendly’ level.

Business confidence improved further in February, even in the face of
re-emerging concerns about the global economy in the last couple
of months (note that there is no survey in January). General business
sentiment rose to its highest level since November 1999, while own-
activity expectations — a more reliable guide to current quarter GDP
- also reached a new cycle high, consistent with our forecast of 1%
growth in Q1 GDP.

The details of the survey were mostly stronger as well. Profit
expectations rose to a nine-year high, pricing intentions saw the first
significant increase since mid-2008, and a net 9% of firms said that
they intend to hire more staff. (Note that net hiring intentions of zero
are historically consistent with around 2% annual jobs growth - so
it's wrong to assume that a low reading on this measure implies a
‘jobless recovery’.) Investment intentions were slightly weaker, one of
the few indicators that remains below its long-term average.

Confidence in the retail sector was markedly lower than in early
December, which fits with the anecdotes of a tough post-Christmas
period. However, this was more than offset by strong gains in

all other sectors. Even the residential construction sector was
surprisingly perky, with confidence down slightly from record highs,
in spite of recent concerns about changes to the tax treatment of

property.

However, those concerns may explain why expectations in the
building industry aren’t yet being matched by action. Dwelling

Round-up of local data released last week

consents fell 2.8% in January (up 0.7% excluding the volatile
apartments component), the third straight month that they've fallen
short of our forecasts. The fact remains that building activity is well
below the levels needed to meet population growth, so something
has to give - either building activity will increase, house prices will be
squeezed higher, or population pressures will ease as people head to
Australia (in practice we'll probably see elements of all three). We've
been forecasting a strong pickup in building activity through 2010,
but the soft consents numbers present the risk that some of this
activity is delayed.

The January merchandise trade surplus of $269m was much stronger
than we expected, and was the strongest January balance on record.
Imports were broadly as expected, with car imports cooling slightly
after strong gains through the second half of last year, and good farm
growing conditions obviating the need to import fertiliser. Meanwhile,
exports were boosted by strong prices for dairy and oil, and the

start of shipments from the Kupe gas field (which we estimate will
contribute 0.1% to GDP growth in Q1). The surprising resilience of
exports through the global recession has been a significant — though
not sufficient — step in the direction of righting New Zealand’s
external imbalances.

Finally, we've noticed a curiously sudden interest (more so from
overseas than locally) in New Zealand's monetary aggregates. RBNZ
figures released this week showed that M3, the broadest measure of
the money supply, fell 4.5% in the year to January, the biggest fall
on record. The assumption is that a contraction in the money supply
means a contraction in the economy in nominal terms — deflation,
recession, or both.

However, as an indicator of economic activity, what matters is not
just the availability of money but whether it’s being put to use - that
is, credit. The same RBNZ figures show that domestic credit grew by
2.6% in the year to January — well off its highs, but the pace is picking

up.

The difference between the two series is largely a matter of how
they are calculated. M3 reflects the supply of NZ dollars — not that
useful when a considerable share of banks’ funding is originated in
foreign currencies. Indeed, this is the reason for the unprecedented
fall in M3: this time a year ago, in the depths of the financial crisis,
banks found it harder to obtain foreign currency funding, and became
more reliant on NZ dollar funding. As the crisis has eased, banks have
substituted away from NZ dollars (hence the drop in M3) and back
towards foreign currency funding. This change in the mix of funding
has not affected banks’ ability to make loans, as the credit figures
demonstrate.

Date Release Previous Latest
Tue 23 Feb Q1 RBNZ 2yr inflation expectations 2.6% 2.7%
Thu 25 Feb Feb NBNZ business confidence 38.5% 50.1%
Fri 26 Feb Jan merchandise trade NZDm -32 269

Jan building consents s.a. -3.5% -2.8%

Past performance is not a reliable indicator of future performance. The forecasts given above 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 results ultimately achieved may differ substantially from these forecasts.
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Aus Q4 company profits Q4 profits: broader economy improvement
Mar 1, Last: -2.1%, WBC f/c: 1.0%
Mkt f/c: 2.3% % qtr index, % ann_ , -
*  Profits are forecast to increase by 1% in Q4, following four non-mining profits”
consecutive quarters of decline, to be down -20%yr in Q3. 40 1 profitindex (NAB survey) - 30
* A correction to mining profits over the last year was the major 20 | 20
driver. The fall should be considerably smaller in Q4 — we're L 10
forecasting a 4% drop. That compares with —=11%qtr, -42%yr in 0 /
Q3. An upswing in mining profits is set to begin early in 2010, fr o
with sharp rises in iron ore and coal prices to be pivotal. 20 1 w
—mining profits r-10
«  Profitability in the broader economy (ie ex mining) started to —RBA commodiy price index | | A8 estpee
rebound in Q2 as domestic turnover improved, boosted by -40 ‘ ' ' ‘ ' ‘ -20
. . . Dec-02 Dec-06 Dec-02 Dec-06
government assistance to consumers and business. Private
business surveys suggest the trend continued in Q4. After
a rise over the last six months, we expect an additional 3%
increase in Q4.
Aus Q4 business inventories Inventory rebuilding underway
Mar 1, Last: 0.8%, WBC f/c: 0.5%, 0.1ppts
Mkt f/c: 0.5%, Range: -0.7% to 1.2% $bn ppts_ .
+  Business inventories are forecast to make only a slight 1501 mmcontribution to GDP (ths) —level of inventories * ihs)
contribution to growth, following a hefty boost in Q3. 140 - * private non-farm 2
* A word of caution: inventory data is notoriously volatile and 130 A L1
history is almost always revised — evidence of the statisticians
difficulty in accurately measuring this data. 1207 Lo
* To confuse matters, the National Accounts reported inventory 110 1
levels up 0.3% in Q3 (adding 1.1ppts to growth) while the 100 - -t
Business Indicators survey reported +0.8%, +1.8ppts. % Sources: ABS (Business Indicators survey). Westpac Economics 5
*  The economy gained momentum in Q4, with growth in Dec-01 Dec-03 Dec-05 Dec-07 Dec09(f)
domestic demand estimated to have accelerated to more 1%2%.
Import volumes also rose strongly in the period. Given this,
firms most likely increased inventory levels at a faster pace.
We're forecasting inventories to add 0.1ppt to Q4 GDP growth.
Aus Q4 current account balance, AUDbn Current account balance and components
Mar 1, Last: -$16.2, WBC f/c: -$16.1bn
Mkt f/c: -$17.2bn, Range: -$19.5bn to -$14.0bn 6 -AUDbn AUDbn _
Sources: ABS, Westpac Economics
* Despite a higher terms of trade with a 9%qtr AUD/USD rise 2 L2
cutting import prices, surging import volumes and flat export 5 -
volumes will drive a higher trade deficit. But, the current
account deficit is forecast to narrow slightly with offset from a -6 -6
lower net primary income deficit (previously referred to as "net 10 | 10
income").
-14 mmtrade balance F-14
* Monthly data showed a price driven 1.4%qtr fall in exports —net primary income position Lo
(with volumes virtually steady). Import volumes surged a 181 _currentaccount r 18
further 6.5%qtr, lifting values 1.8%qtr. This lifts the trade 22 : : . 22
deficit to $6.1bn (was $5.4bn prey; likely revised to $4.2bn). Dec-89 Dec-94 Dec-99 Dec-04 Dec-09(f)

¢ We forecast a net primary income deficit of $10.0bn (v $10.7bn
prev). Lower net debt income outflows (lower USD 3m and
10yr rates; higher AUD) should be reinforced by slightly
lower net equity income outflows (lesser Aust equity market
outperformance vs US — A$ adjusted — in Q4 relative to Q3).

Past performance is not a reliable indicator of future performance. The forecasts given above 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 results ultimately achieved may differ substantially from these forecasts.
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Aus Q4 net exports contribution to GDP, ppts

Mar 1, Last: -1.6ppts, WBC f/c: -1.4ppts
Mkt f/c: -1.1ppts, Range: -1.4ppts to 0.0ppts

After solid 3.2% growth in 2009H1 as China ramped up
commaodity imports, export volumes have stalled in 2009H2.
While export values fell 1.4%qtr in Q4, we calculate this was
price driven. This implies a forecast for Q4 export volumes of
flat%qtr (vs —2.3%qtr prev).

Import volumes have continued to surge in Q4 (forecast
+6.5%qtr vs +5.8%qtr prev) with consumer goods boosted by
inventory rebuilding after a 2009H1 rundown, and further gains
in capital goods as business confidence in the upswing supports
equipment investment. We expect a 3% rise in consumption
volumes (values -1.5% but C goods MPI -4.7%), a 7% jump in
capital volumes (values up 0.5% but K goods MPI -6.6%) and
higher intermediate and non-monetary gold volumes also.

This results in a 1.4ppt net X detraction from Q4 GDP growth.

Export and import volumes

AUDbn

Westpac weekly

ppts

Aus RBA policy announcement

Mar 2, Last: 3.75%, WBC f/c: 3.75%
Mkt f/c: 4.00%, Range: 3.75% to 4.00%

The RBA left rates on hold at its Feb meeting, against
widespread expectations of a further 25bp move. It retained

a clear tightening bias though, commenting that "if economic
conditions evolve broadly as expected, ... monetary policy will,
over time, need to be adjusted further". The decision to hold
was mainly to allow for a fuller assessment of the impact of
moves to date. The Bank also wanted to signal that the unwind
of 'emergency’ policy settings was complete, implying a more
measured approach to further tightening.

The balance of data has continued to point to a stronger than
expected recovery over the last month, particularly for jobs.
Early indicators also suggest last year's rate rises have been
easily absorbed by consumers and the housing sector. As such
we expect the RBA to raise rates by another 25bps. But as with
the Feb decision, March may also be a 'finely balanced' call.

Aus Q4 public demand
Mar 2, Last: 1.6%, WBC f/c: 2.0%

Mkt f/c: 2.7%

Public demand is expected to expand at a healthy clip for a
third consecutive quarter. We're forecasting a rise of almost
$1.4bn (2.0%), which would add about 0.5ppts to growth.

The Federal Government's stimulus measures, with a focus on
schools and public housing, are in full swing. Public investment
could well repeat the 5% rise recorded in Q3, or better. The
Government is spending about $14bn on schools and $6bn on
housing over a couple of years. We know public construction
rose by 14.4% in Q4, after a revised 13.4% increase in Q3.

Public consumption (almost 80% of public demand) is ticking
over at a modest pace. Growth has been held down by the
Federal Government keeping a lid on public service numbers.
Our forecast is for a rise of 0.7%qtr, 2.7%yr in Q4.

100 4.0
mmNet exports GDP growth contribution (rhs) | )
mports:
80 { —Export volumes (lhs) +6_g%q“ L 3.0
—Import volumes (lhs)
60 - 2.0
Exports:
40 + flatveqtr r 1.0
20 A 4 0.0
0+ | -1.0
Sources: ABS, Westpac Economics 1.4 ppt detraction—
-20 T T T T T T T T T — -2.0
Dec-89 Dec-93 Dec-97 Dec-01 Dec-05  Dec-09(f)
RBA: lessening the monetary stimulus
%
12 — % 12
—RBA cash rate decade avg
10 1 —Mortgage rate, variable r 10
6.65%
8 1 F8
+ 7.25%
6 A 6
* 5.30%
4 3.75% L 4
2 A F2
Sources: RBA, Westpac Economics
0 T T T T T T 0
Feb-93 Feb-96 Feb-99 Feb-02 Feb-05 Feb-08 Feb-11
Public demand up on construction boom
0, 0,
10 % ann % ann 50
8 —public construction (rhs)  —public demand (lhs) L 40
6 A r 30
4 A F 20
2 A r 10
0 A r 0
-2 1 r -10
Sources: ABS, Westpac Economics
-4 T T T T T -20
Dec-88 Dec-92 Dec-96 Dec-00 Dec-04 Dec-08

Past performance is not a reliable indicator of future performance. The forecasts given above 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 results ultimately achieved may differ substantially from these forecasts.
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Aus Jan dwelling approvals Dwelling approvals
Mar 2, Last: 2.2%, WBC f/c: 1.0% 000 1000
Mkt f/c: 1.0%, Range: -5.0% to 5.0% 25 250

houses, priv. (lhs) ==units, priv. (lhs) =—total annualised (rhs)

*  Dwelling approvals surged strongly in late 2009 with 2.2%
rise in Dec following on from a 10.4% jump in Nov. The gains
bring the measure more in line with finance approvals, which
had been much stronger through most of 2009. Rising private
activity is being complemented by a strong surge in public 10 - L 100
housing construction as part of the Federal Government's YL Wy o
"nation building and jobs" plan - albeit from a very low base. 5 | * " L 5o

*  We suspect there is more strength to come on both the private
and public side. The gap to finance approvals hasn't quite Q e ASS, e Eeonomies . . — 0
been closed and public building is still ramping up. As such, we Dec-94  Dec-97  Dec-00  Dec-03  Dec-06  Dec-09
expect dwelling approvals to post another 1% rise in Jan despite
the softening in finance approvals in recent months. Note that

the Christmas low season means Jan estimates are much less
reliable with a 25% boost from seasonal adjustment.

20 A r 200

underlying
demand

15 A F 150

Aus Jan retail trade Monthly retail sales

Mar 2, Last: -0.7%, WBC f/c: 0.5%

AUDb
Mkt f/c: 0.5%, Range: 0.3% to 0.8% n % chg

mmthly % chg (rhs) pay]r-r?;nls ~
20 1 —jevel (Ihs) 8.7bn I

6
* Retail sales had a softer than expected finish to 2009 with a 5
0.7% fall in Dec. However, that followed a solid gain in Oct —mthly % chg - trend (rhs) pafm”‘e’ms r4
(+0.3%) and strong rise in Nov (+1.5%). The Dec result likely 18 - s127n 3
reflects some pull-back in response to rising interest rates. But L2
it also suggests the 'take-off' in spending that normally follows 16 L1
the sort of surge in consumer sentiment seen in 2009 has L i 1h a | — il I 0
been more subdued this time around. That said, an upturn is ] I | I | M 1
underway with the spending detail showing a clear cyclical shift

towards discretionary and housing-related items. Sorces: ABS, Westpas Economics
12 . . . — -3

»  Consumer sentiment bounced strongly in Jan, over and above Dec-05 Dec-06 Dec-07 Dec-08 Dec-09
the usual seasonal high. Improving job markets are giving a
boost to job security and incomes while the housing revival is
giving a lift to household wealth. Anecdotes suggest retailers
had a better month in Jan. As such, we expect the uptrend in
spending to reassert with a solid 0.5% rise in Jan sales.

Aus Q4 GDP Australian economy

Mar 3, Last: 0.2%, WBC f/c: 0.6%, 2.1%yr % ann % ann

Mkt f/c: 0.9%, 2.4%yr Range: 0.5% to 1.25%, 2.1%yr to 2.7%yr 10 10
mmnet exports =——GDP —domestic demand

¢ The Australian economy accelerated in the December quarter,
with fiscal policy stimulus providing a substantial boost.

8
6
* GDP is forecast to increase by 0.6%qtr, 2.1%yr. Domestic ] 4
demand was brisk, with a forecast 1.7%qtr, 2.2%yr. However, . II F2
net exports were most likely a major drag for a second A Lo
consecutive quarter: =1.4ppts gtr, =1.0ppts yr. 5 ]l“

o N M O ®©

Forecast [ -4

*  Public construction, with a focus on school building, jumped a 4
further 14% (adding 0.5ppts to growth) and business responded % Sources: ABS, Westpac Economics 6
to government taxation incentives by increasing equipment Dec.88 Dec-93 Dec-08 Dec.03 Dec.08
spending by 12% (adding 0.9ppts). Consumer spend was strong,
with real retail sales up 1.1%, as households were supported by
a burst of jobs growth and rising house prices.

»  See our GDP preview note for more detail.

Past performance is not a reliable indicator of future performance. The forecasts given above 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 results ultimately achieved may differ substantially from these forecasts.
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Data previews

Aus Jan international trade balance, AUDbn Deficit down: M dip & unseasonally high NR X

Mar 4, Last: -$2.252bn, WBC f/c: -$1.2bn AUDbN AUDbN

Mkt f/c: -$1.58bn, Range: -$3.0bn to -$1.2bn 5 T Soress ABS W e 29

¢ The deficit rose $524mn in Dec to $2.3bn. Exports rose 3.5% 4 1 - 27
led by higher prices, implying near steady vols, continuing 3 | —Exports (ths) Imports (rhs) A L o5
their 2009H2 consolidation after a strong H1. Export values , | —Trade balance (ihs) /\ L o3
continued their downtrend (-0.2%mth, —23.2%yr) that has been 1 /A/\ | o
price driven with the XPI down 32.7%jyr in Q4. Imports surged WA
5.8% with price support (AUD fell 2.1%) and continued strong 0 AT 19
vols growth in capital and consumption goods. -1 1 \\\\/. r 7

» Seasonality is extreme in Jan exports, with seasonal factors that 2 1
boost the raw data markedly. Also port data suggests iron ore ST 13

vols were unseasonally higher in Jan and coal vols were steady. -4 ‘ ‘ ‘ ‘ 1
Non-rural prices fell in aggregate (<1.1%) but coal prices were Jan-02 Jan-04 Jan-06 Jan-08 Jan-10(7)
strong. We f/c a solid 4% rise in non-rural exports, but with

a dip in rural exports (—2%) we f/c a 2% rise in total exports.

Merchandise import data implied a 4.1% vol led pullback in

goods and we f/c -3% for total imports. Risks for the deficit f/c

are to the downside from stronger non-rural exports.

US Jan core PCE deflator US core PCE deflator
Mar 1, Last: 0.1%, WBC f/c: flat
. - L % 08
* Apart from an outsized 0.2% rise in October, the core PCE Sources: Factset, Wesipac Econonics
deflator has risen by 0.1% or less per month since May last m=mthly (hs)  —annual (Ihs)
year. The core CPI, however, has tended to be a little stronger 37 06
on average over that period, though it too paints a benign
inflation picture. Indeed deflation risks are not yet dead. 21 r o4
e InJanuary, the core CPI fell 0.1%, it's first fall since 1982. A 1 F 0.2
major factor at play was falling shelter/rent costs, which have a
higher weight in the Bureau of Labor Statistics' CPI than in the 0 - 0.0
Bureau of Economic Analysis' deflators. So we expect a soft Jan \S‘izf,'j“,',‘,’,fl
core PCE deflator a flat result and risk of a small fall. 41 ; ; new deflaton scare Ingema?l 5.2
. . . Oct-02 Oct-04 Oct-06 Oct-08
*  Earnings/hours worked and retail data point to 0.5% gains in
both personal income and personal spending in January. But
annuals changes to welfare payments/taxes in Jan can distort
the income number (esp. disposable income) in some years.
US Feb ISM factory and non-manufacturing reports US ISMs
Mar 1, Factory Last: 58.4, WBC f/c: 58.0 ) .
Mar 3, Non-manuf Last 50.5, WBC f/c: 51.5 75 _index index
Sources: Factset, ISM, Westpac Economics
¢ The factory ISM jumped to a new cycle high at 58.4 in Jan.
These outcomes are consistent with the 5-6% annualised 651 [ 6°
GDP growth pace the economy was running at the turn of the
year, with the factory sector a major beneficiary of inventory 551 55
rebuilding, exports and government policy aimed at housing ~N
construction and vehicle demand. For Feb, we expect a similarly 451 45
strong outcome - regional surveys have been mixed to solid —
though weather disruption in some parts may prevent a further 351 —ISM manufacturing  —ISM non-manufacturing M3
gain.
25 : . : — 25
* In contrast, the services sector has not benefitted as obviously Dec-89 Dec-94 Dec-99 Dec-04 Dec-09

from fiscal stimulus (aside from the fact the banks were
effectively bailed out by govt!) so the non-manufacturing ISM
has lagged well behind, peaking at just 50.5 in Jan. But the
production boom should spill over into some services gains, so
we expect a rise to 51.5 in Feb.

Past performance is not a reliable indicator of future performance. The forecasts given above 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 results ultimately achieved may differ substantially from these forecasts.



Data previews

Bank of Canada, England and ECB: all on hold

Mar 2, BoC Last: 0.25%, WBC f/c: 0.25%
Mar 4, BoE Last: 0.50%, WBC f/c: 0.50%
Mar 4, ECB Last 1.0%, WBC f/c: 1.0%

*  We accept the BoC's condition commitment to hold the policy
rate at 0.25% until the end of the second quarter of 2010, so
nothing this week!

*  Although risks to the UK recovery are to the downside
according to BoE Governor King and the decision not to vote
for further quantitative easing in Feb was "finely balanced for
some", we doubt the March-April decisions will be live. But in

Westpac weekly

ECB & BOE policy rates

% %

—ECB repo, Buba (pre 99) —BOoE base rate

Sources: BoE, ECB, Westpac Economics

May we will know Q1 GDP (flat or negative?) and the BoE will 0 , . , — 0
have reworked their growth/inflation forecasts. Feb-98 Feb-01 Feb-04 Feb-07 Feb-10
*  The ECB Council meeting and press conference will be
dominated by Greek and other euro member country budget
concerns, pushing the expected on hold policy decision to the
back-burner. New staff economic projections will be published.
US Feb non farm payrolls US jobs market: haemorrhaging stops
Mar 5, Payroll employment: Last: -20k, WBC f/c: 20k % 000
. 12 1000
* Ahead of Nov payrolls we warned of a positive payrolls 10 | ==payrolis minly chg (ths)  —annualchg (hs) 0% | o
surprise. After revisions, payrolls saw a 64k gain — the first rise 8 1 —jobless rate (Ihs) 600
since Dec 2007. But we thought that was premature strength 6 400
and forecast an —80k decline in Dec; the actual outcome was 4
very close at -85k (now revised to —150k). Similarly, we warned 2 200
against consensus expectations of a Jan payrolls gain; the actual _(2) 0200
outcome was down —20k vs our 40k forecast. 4 :400
» Factors at play in our Feb +20k payrolls forecast: Small business :g ) over 30 mths o - -600
plans to hire were less negative in Dec and Jan; factory jobs “10 ¢ ees s eonomic,Facet - -800
probably rose again; we estimate 40k census workers were -12 : . — . r — -1000

hired in Feb. BUT weather was disruptive in the payrolls survey
week; consumer confidence in the job market weakened in Feb;
states are laying off workers; and initial jobless claims were
sharply higher in the survey week. So we expect a 20k payrolls
gain, but a —20k fall excluding census workers.

Jan-00 Jan-02 Jan-04 Jan-06 Jan-08 Jan-10

Past performance is not a reliable indicator of future performance. The forecasts given above 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 results ultimately achieved may differ substantially from these forecasts.
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Key data & event risk for the week ahead

Market Westpac
Last median forecast Risk/Comment

Mon 1
Aus RBA Gov Stevens speaking (9:45AM AEST) - - - Panel discussant on "Implications of Global Regulatory Reform for Aus"
Q4 company profits -2.1% 2.3% 1.0%  Strengthening turnover a plus. Mining drag waning (see text box).
Q4 business inventories, %chg 0.8% 0.5% 0.5%  Rising in response to stronger sales. To add 0.1ppts to growth.
Q4 current account balance, AUDbn -16.2 -17.2 -16.1  Higher trade deficit of $6.1bn offset by lower $10bn net income deficit.
Q4 net export contribution to GDP, ppts -1.6 -1.0 -1.4  Xvols flat%qtr after 2009H1 rise & Q3 dip, but M vols surge 6.5%qtr.
Feb AiG PMI 51.0 - - Strengthened during 2009. Index a little above 50 in 5 of last 6 mths.
Feb TD-Ml inflation gauge 0.8% - - Janrise seasonal; 3mth pace 1.31% v 0.21% prev = stronger Q1 h/L CPI.
NZ Jan external migration ann. 21,250 - 22,200  Net migration stable at high level.
Feb ANZ commodity price index 0.4% - - Further falls in dairy prices will drag index down.
Chn Feb NBS PMI 55.8 55.2 55.7  Holding steady s/adj (57.4). Consensus reacting for January error.
Feb HSBC PMI 57.4 - - Sweet spot as domestic impetus peaks as exports rebound.
Twn Feb HSBC PMI 55.8 - -  Taiwan is leveraging off the rally in regional trade activity.
Inr Feb Markit PMI 57.6 - - Manufacturing sector on a steep recovery arc.
Eur Feb PMI factory final 541a 541 54.1  Revisions usually minor, though Feb gain was quite steep.
Jan unemployment rate % 10.0% 10.1% 10.0%  Growth not strong enough to pull jobless rate lower.
Ger Jan retail sales 0.9% -0.7% - Tentative date due 1-8/3.
UK Feb house prices %yr -0.8% - - Hometrack survey.
Jan net consumer credit £bn 0.1 -0.2 - Loans outstanding have been flat or falling since July.
Dec net mortgage lending £bn 1.2 - - Almost begrudging upswing - compares to £10bn mnth gains in 06/07.
Feb PMI manufacturing 56.7 57.0 56.0  Decent jump in Jan may be weaker sterling related, or overstated
us Jan personal income 0.4% 0.4% 0.5%  0.3% gains in hours worked and earnings should support incomes,
Jan personal spending 0.2% 0.4% 0.5%  while up-beat retail sales suggests spending gain.
Jan core PCE deflator 0.1% flat flat  Rare fall in core CPI in Jan suggests flat core PCE deflator
Feb ISM factory 58.4 58.0 58.0  Philly stronger, NY headline up but detail less up-beat.
Jan construction spending -1.2% -0.5% -0.8%  Weather disruption plus ongoing commercial decline.
Fedspeak - - - Lacker on regulatory reform.
Can Dec GDP 0.4% 0.4% - Would be fourth consecutive positive monthly growth.
Q4 GDP % annualised 0.4% 4.0% 4.0%  Much firmer evidence of recovery than in Q3.
Tue 2
Aus Q4 public demand 1.6% 2.7% 2.0%  Healthy rise as burst of spending on school buildings.
Jan building approvals 2.2% 1.0% 1.0%  Still catching up to finance apps. Low season means Jan figs less reliable.
Jan retail sales -0.7% 0.5% 0.5%  Sentiment & anecdote point to solid Jan sales.
RBA policy announcement (2:30PM AEST) 375%  4.00%  4.00%  Nudge closer to neutral as job markets tighten, inflation pressures build.
Jpn Jan unemployment rate 5.1% 5.1% - Jobs-to-applicants ratio has bottomed, but market is still icy.
Kor Feb consumer prices %yr 3.1% 2.7% - BoK target ceiling is now 4% - enough wriggle room?
Eur Jan PPl %yr -2.9% - -1.9%  Base effects to lift annual rate sharply.
Feb CPI %yr flash 1.0% 1.0% - Still awaiting clues from German data but base effects less significant.
UK Feb house prices %yr 3.6% - - Tentative date for HBoS series, due 2-6/3.
Feb PMI construction 48.6 - 49.0  Still contracting but no snow disruption as in Jan.
us Fed beige book - - - Regional and largely anecdotal assessment of district economies.
Jan auto sales mn annualised 10.82 10.5 10.6  Toyota recall/sale suspensions to impact the figures.
Fedspeak - - - Kocherlakota topic tba
Can BoC rate decision 0.25% 0.25% 0.25%  Third last meeting before end of Q2 when rates may be lifted.
Wed 3
Aus Q4 GDP 0.2% 0.9% 0.6%  Demand accelerated supported by fiscal boost. Net exports major negative.
Jpn Jan labour earnings %yr -5.9% -1.2% - This downturn has absolutely horrible from an income perspective.
Sing Feb PMI 51.4 - - Looks a bit timid given outcomes from elsewhere in the region.
Eur Feb PMI services final 52.0a 52.0 519  Revisions usually minor but downtrend emerging.
Jan retail sales 0.0% -0.5% flat  Lacklustre consumer spending picture to continue.
Ger Jan factory orders -2.3% 1.3% -1.0%  Mid 2009 orders recovery now stalled.
UK Feb consumer confidence, Nationwide 73 - 71 Budget cuts imminent, inflation higher but equities stronger.
Feb BRC shop price index %yr 2.3% - - Useful post VAT hike guide to inflationary pressure.
Feb PMI services 54.5 55.0 54.0  Slipping from Oct peak consistent with stalling GDP growth in Q1.
us Feb ADP private payrolls change -22k -10k Ok  ADP won't capture census workers which will boost BLS data soon.
Feb ISM non-manufacturing survey 50.5 51.0 51.5  Production economy strength spilling over into some services gains.
Fedspeak - - - Rosengren, Lockhart.
Thu 4
Aus Jan international trade balance, AUDbn -2.3 -1.58 -1.2  Unseasonally high NR X vols = X +2% (upside risk); M -3% (vol pullback).
Jpn Q4 MoF capex survey %yr -248% -18.4% - Key source data for GDP revision to inventories and capital spending.
Idr Bl policy decision 6.50%  6.50%  650%  On hold for now, but inflationary expectations will head north soon.
Myr BNM policy decision 2.00%  2.00%  2.00% Inflation less of an issue for BNM, but 10 normalisation likely.
Eur ECB rate decision 1.0% 1.0% 1.0%  Firmly on hold. Revised staff projections due. Focus on fiscal issues.
Q4 GDP final 0.1% a 0.1% 0.1%  Detailed GDP breakdown will be provided.
UK BoE rate decision 0.50%  0.50%  0.50%  Firmly on hold.
BoE QE target £bn 200 200 200  No extension of QE likely before May.
us Q4 productivity % annualised revised 6.2% 6.2% 6.3%  Not looking for big GDP revisions so the productivity and ULC
Q4 unit labour costs % annualised revised -4.4% -4.4% -4.4%  revisions should be minor.
Initial jobless claims w/e Feb 27 496k 475k 460k  Weather disruptions cited as primary cause of latest spike.
Jan factory orders 1.0% 1.2% 1.0%  Durables known up 3.0%, energy prices little changed on average.
Feb chain store sales %yr 3.0% - - Guide to official retail data.
Jan pending home sales 1.0% 1.5% 4.0%  Extended tax credit arrangements kicking in.
Federal Budget - - - More details.
Can Jan building permits 2.4% 1.0% - Trend in housing is rising strongly.
Feb Ivey PMI nsa 50.8 55.0 56.0  Feb seasonality suggest stronger result. Olympics disruption a risk.
Fri5
NZ Q4 wholesale trade survey -0.8% - 15%  Strong consumer sales plus rising export prices point to positive qtr.
UK Feb PPl %yr 2.5% - - Core output measure.
us Feb non-farm payrolls ch' -20k -30k 20k  See our recent forecast track record and detailed Feb reasoning in
Feb unemployment rate 9.7% 9.8% 9.9% the text box. Falling household survey jobs to lift the jobless rate.
Jan consumer credit $bn -7 -3.8 -5.0  Falling away again as consumers restrain spending, pay down debt.
Fedspeak - - - St Louis Fed President Bullard on monetary policy.

Past performance is not a reliable indicator of future performance. The forecasts given above 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 results ultimately achieved may differ substantially from these forecasts.
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Economic & financial forecasts

Interest rate forecasts
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Latest (Feb 26) Mar 10 Jun 10 Sep 10 Dec 10 Mar 11
Cash 3.75 4.00 4.25 4.50 4.50 4.50
90 Day Bill 414 4.20 4.50 4.60 4.75 4.75
3 Year Swap 5.20 5.25 5.50 5.60 5.70 5.80
10 Year Bond 543 5.60 5.90 6.00 6.00 6.10
10 Year Spread to US (bps) 179 200 250 225 200 160
International
Fed Funds 0.125 0.125 0.125 0.125 0.125 0.125
US 10 Year Bond 3.64 3.60 3.40 375 4.00 4.50
ECB Repo Rate 1.00 1.00 1.00 1.00 1.25 2.00
New Zealand
Cash 2.50 2.50 2.75 3.25 375 4.25
90 day bill 272 2.80 3.20 3.70 4.20 4.70
2 year swap 4.14 4.40 4.70 5.00 5.30 5.60
10 Year Bond 576 5.80 5.90 5.90 6.00 6.10
10 Year spread to US 212 220 250 215 200 160
Exchange rate forecasts
Latest (Feb 26) Mar 10 Jun10 Sep 10 Dec 10 Mar 11
AUD/USD 0.8898 0.86 0.85 0.90 0.95 0.93
NZD/USD 0.6943 0.68 0.68 0.74 0.79 0.78
Usb/JpyY 89.26 88 91 96 100 106
EUR/USD 1.3587 1.38 1.36 1.40 1.43 1.46
AUD/NZD 1.2817 1.26 1.25 1.22 1.20 119
Australian economic growth forecasts
2009 2010 Calendar years
% change Q2 Q3 Q4 Qif Q2f Q3f Q4f 2008 2009f 2010f  2011f
GDP 0.7 0.2 06f 1.0 0.8 0.9 0.6 23 1.0 3.0 3.2
ann chg 0.6 0.6 20f 2.5 2.6 3.4 3.4 - - - -
Unemployment rate 57 57 5.6 52 5.1 5.1 52 4.2 5.6 52 4.9
CPI headline 0.5 1.0 0.5 0.6 0.5 0.8 0.5 - - - -
ann chg 15 13 2.1 2.6 2.7 2.5 2.5 37 2.1 2.5 2.7
CPl underlying 0.8 0.8 0.6 0.6 0.6 0.7 0.6 - - - -
ann chg 3.9 35 3.4 29 27 2.6 26 4.4 3.4 26 3.0
New Zealand economic growth forecasts
2009 2010 Calendar years
Q2 Q3 Q4e Q1f Q2f Q3f Q4f 2008 2009e 2010f 2011f
GDP % qtr 0.2 0.2 1.1 1.0 1.2 1.0 11 - - - -
Annual avg change -2.1 -2.2 -1.4 -0.1 13 2.7 37 -0.1 -1.4 37 43
Unemployment rate % 6.0 6.5 7.3 7.1 7.1 6.8 6.5 47 7.3 6.5 57
CPI % qtr 0.6 13 -0.2 0.6 0.6 1.0 0.4 - - - -
Annual change 19 17 2.0 2.3 2.4 2.1 2.7 3.4 2.0 2.7 2.8

Past performance is not a reliable indicator of future performance. The forecasts given above 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 results ultimately achieved may differ substantially from these forecasts.
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