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Macroeconomic update: risks to the global outlook

remain

Global markets continue to repair amidst further evidence of a
stabilisation of the global economy in the second quarter of 2009,
however this recovery is seemingly starting to lose momentum.

Despite so-called ‘green shoots’, there is very little hard evidence of any
recovery in real economic activity in the main industrialised economies.

The primary risk for global markets relates to the unintended
consequences of innovative policy actions taken by governments over
the past year.

Interest Rate Markets: market rates to head higher

FX:

While the Fed is still committed to keeping rates lower for longer in the
US, the market was looking for a clearer stance on limiting the rise in
long-term yields.

The risk now is for market rates to head higher in the near-term as local
bonds follow moves in the US.

Market pricing has significantly pared-back any chance of further official
interest rate cuts in the Australian economy and now favours rate hikes
in early 2010. However, we maintain that at least for the remainder of
2009, the risk to rates is still to the downside.

What could prompt an AUD break-out?

The AUD/USD trading range took another nudge lower this week, with

movements settling between 0.78 and 0.81. In the very short term we
believe there is a stronger case for the AUD/USD to move above not below
this range.

Chart of the week: Can Chinese shoppers save the

world?
Figure 1: US vs Chinese retail sales: growth rates and total value
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Macroeconomic Update: risks to the global
outlook remain

e Global markets continue to repair amidst further evidence of a stabilisation
of the global economy in the second quarter of 2009, however this recovery
is seemingly starting to lose momentum.

e Despite so-called ‘green shoots’, there is very little hard evidence of any
recovery in real economic activity in the main industrialised economies.

e The primary risk for global markets relates to the unintended consequences
of innovative policy actions taken by governments over the past year.

Markets rally to price in recession

Global markets continue to repair amidst further evidence of a stabilisation of
the global economy in the second quarter of 2009. Government efforts in
Europe and North America to backstop the financial system and support
systemically important institutions have proven successful. The flow of
credit through the wholesale financial system, in particular between banks, has
improved markedly. Inter-bank lending rates are in an advanced state of
normalisation while bank funding costs in long term markets have declined as
the perceived risk of default has declined. Equity markets and commaodity prices
have rebounded while corporate credit spreads have tightened. The USD has
also fallen with risk appetite, registering a 10% depreciation since early March.

In late June this improving trend in global markets showed signs of
loosing momentum. Like much of the rally in markets that preceded it, this
softening across markets does not appear to have any fundamental trigger. As it
stands, most markets have essentially gone back to the level last seen in the
immediate aftermath of the failure of Lehman brothers and the nationalisation of
AIG in October 2008. This pricing reflects, in our view, that as the risk of a deep
and prolonged global downturn (a depression) has declined, markets have
moved back to pricing for a more orthodox yet synchronised global recession.

Where are the green shoots?

If boom turns to bust then it must follow that a stabilisation in the economy will
eventually lead to recovery. This appears to be the meaning of ‘green shoots’,
because there is very little hard evidence of any economic recovery in
the main industrialised economies. Demand has been flat in recent months
and is still well below levels of a year ago, and unemployment is rising.
Unprecedented economic stimulus is working to offset a widespread private
sector de-leveraging in many economies but there is virtually no evidence of a
self perpetuating recovery in the underlying economies of the industrialised
world. US consumption trends are instructive. The US consumer has been the
single most important driver of global growth for more than a decade. US core
retail sales (excluding autos and food) dropped 7.5% over the six months to
March 2009. Sales have since been unchanged and are now 9.4% below levels
of year ago. This demand cannot be permanently replaced by governments.

To be fair, many view the rapidly emerging economies of the BRIC
(Brazil, Russia, India and China) block as a likely replacement for
demand from the western consumer. Renewed economic growth in these
economies, most notably in China, has been driven by fiscal stimulus and
investment spending. It appears that these economies themselves remain
vulnerable to renewed economic weakness, so long as the western consumer is
in hibernation. The consumers of the industrialised world have slumped suddenly
within a year. It will take many years and substantial structural changes in
emerging economies for the emerging consumers of the world to fill their shoes.

Until a recovery in the private economies of the industrialised world is
confirmed by economic data, markets are likely to be plagued by
financial fragilities and uncertainties. Markets will always have the logic that
recovery follows stabilisation and this should allow a continued gradual rally in
equities while the information flow remains benign. But risks remain.
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Risks to the global outlook

The primary risk for global markets relates to the unintended
consequences of innovative government policy actions over the past
year. Will inflationary consequences emerge from the unprecedented monetary
stimulus to the wholesale financial system? Will government budgets in most
industrialised economies of between 5% and 10% of GDP simply substitute a
systemic banking crisis for a crisis of public finance and surging interest rates?

And banking system risks remain. Although many financial institutions in the US,
Switzerland and the UK have been aggressively re-valuing assets and re-
capitalising, many continental European banks seem to have sailed through this
remarkably well. Also, many of the write-downs announced thus far have been
related to securities markets. What about normal bank loan losses associated
with an economic recession? The IMF estimated that global write-downs would
likely exceed US$4trn. According to Bloomberg, the current tally is ‘only’ around
US$1.47trn, implying a much larger tranche of losses is still to come.

The most tangible risk to the global economic outlook is now the funding of large
public sector deficits. In many economies the public sector has become a major
drag on the global savings pool. In some countries, the government has moved
from net saver (budget surplus) to a large net borrower in a short period.
Something must give; private households and corporations must become net
savers (from net borrowers) or external funding will be required. In either case,
this process could place significant upward pressure on term interest rates.

Thus far this process has been orderly, with yields on long-term government
debt in the major markets increasing by around 150bps since the beginning of
the year. At present the US 10yr government bond yield, at around 3.75%, is
about where one would expect, given a zero policy rate, zero growth, 2%
inflation, and also an expectation that the economy will return to an on-going
positive growth and inflation trajectory over the medium-term. It is also at a low
level by historical standards. We would become very concerned about the
economic outlook if the US 10yr yield starting pushing much above 4.50%. This
could choke off economic activity via higher borrowing costs.

As risk appetite has improved, markets have largely been focused on the
positive consequences of policy actions on economic activity and incomes. There
is little doubt that increased fiscal stimulus, liquidity injections into financial
systems and the provision of capital to banking institutions has played a strongly
positive role in the past nine months.

But there may well be negative consequences. In the longer run the moral
hazard of bail-outs will make the containment of excessive monetary growth a
priority in the next economic expansion. In the short-run central banks will have
a huge task working out at what time and in what sequence to remove their
extraordinary support and economic stimulus from the financial system. There
is a long way to go before we can be confident that green shoots are
taking hold. In the meantime markets will remain volatile and
vulnerable to any and all adverse economic and political developments.

Data wrap
¢ New motor vehicle sales grew by 5.4% in May, according to the ABS (seas.
adj.). The yearly rate of decline improved to -12.6%, from -19.8% in April.

e The Conference Board Leading Index increased by 0.7% to 113.5 points in
April, the third consecutive month of (accelerating) improvement. The March
Index was revised up to a 0.6% increase. The Conference Board said the gains
were mainly driven by improved share prices and building approvals.

e Inits Australian Commodities Quarterly for June, ABARE revised up its
forecasts for export earnings from all commodities, to $196bn (+31% YoY) in
2008-09 and $160bn in 2009-10 (-18% YoY). Farm export earnings were
revised up to $31.8bn in 2008-09 (+16%) and $2.5bn in 2009-10 (+2%).

e The IMF revised up its forecast for Australian economic growth to-0.5% for
2009, compared with its forecast of -1.4% in April, and +1.5% for 2010,
compared with its forecast of +0.6% in April. The IMF said fiscal and monetary
stimulus is having a positive effect on consumer and business confidence.
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Interest Rate Markets: market rates to head
higher

e While the Fed is still committed to keeping rates lower for longer in the US,
the market was looking for a clearer stance on limiting the rise in long-term
yields.

e The risk now is for market rates to head higher in the near-term as local
bonds follow moves in the US.

e The market has priced in a significantly pared-back chance of further rate
cuts in the Australian economy and favours rate hikes in early 2010.
However, we maintain that at least for the remainder of 2009, the risk to
rates is still for cuts.

Fed to keep rates lower for longer

Local market yields had started this week by edging lower in response to weaker
stock markets and a general rise in risk aversion. The Dow has been down for
four consecutive days this week and other measures of risk aversion have risen
such as credit spreads. Oil prices have also weakened, in response to a more
subdued outlook for world growth.

Furthermore, a record $104bn of US Treasury bond issuance this week so far
appears to have been easily absorbed by the market so far, with stronger than
expected underlying demand and record buying from foreign sovereign
interests. The bond issues conclude later tonight with $27bn of 7-year bonds
due to be auctioned.

However, risk for market rates now appears to be more heavily skewed to
further rises in response to broad disappointment with the US Federal Reserve’s
stance on policy following the FOMC meeting this week. Official cash rates were
left unchanged and the Fed still expects economic conditions to remain
sufficiently weak to warrant rates being kept low “for an extended period.”
Inflation is expected to remain “subdued” and there was no discussion of an exit
from quantitative easing. The Fed will continue to buy Treasuries and mortgage-
backed securities as part of that policy.

And yet market yields rose sharply following the FOMC, as expectations had
centred on a more defined commitment to keep rates low and extend Treasury
purchases. Consequently, the Fed was viewed as not objecting to the recent rise
in market rates.

Figure 2: 10-year bond yields
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There is now a risk that US 10-year Treasury yields will rise towards recent
highs around 4.0%. Given the extent to which local yields are following the lead
set in the US, expect local market rates to follow.

The next focus for the local market will be on the next round of monthly data
and an update on RBA thinking at the RBA board meeting on 7t July. It now
looks as if we need to see more defined weakness in the labour market in order
for local bond yields to head significantly lower from current levels.

Market pricing for RBA hikes looks premature

Market pricing has significantly pared-back any chance of further official interest
rate cuts in the Australian economy and now favours rate hikes in early 2010.
However, we maintain that at least for the remainder of 2009, the risk to rates
is still to the downside. With the spate of domestic ‘green shoots’ in the partial
data recently it is becoming clearer the Australian economic downturn will be
much milder than that being experienced in most other advanced economies.
Pre-emptive fiscal and monetary policy has done much to ensure this, but we
are certainly not out of the woods yet with further economic weakness expected
in the second half of the year.

With this growth profile in mind, we have revisited our official cash rate forecast
track. We have removed a deep cut followed by a steep rise to a neutral rate in
2010, in favour of more shallow cuts that will find a terminal rate at 2.5% by the
end of 2009. This will be followed by rates being on hold for an extended period
of time, before a return to a less expansionary setting in late-2010.

So why do we still believe there is still room for further cuts, when recent data
has been so solid? In simple terms, significant downside risks to the Australian
economy will remain in place through H2 2009:

e Firstly, a massive terms of trade adjustment is still in train as bulk
commodity prices move markedly lower. This will see the nation’s income
(GDI) contract sharply and see nominal GDP growth screech to a virtual
standstill.

e Secondly, we still anticipate a large contraction in business investment, not
only diminishing the productive capacity of the sector and subtracting from
growth, but also weighing heavily on the labour market. On the latter point,
we wouldn’t expect that the RBA to hike rates in an environment in which
the unemployment rate is still rising — they have not done so in past
recession cycles and we doubt they will do it now.

e Lastly, further stimulus, globally and domestically, will be relatively weak. It
will be a long way back for the global economy with a broad-based recovery
still some way off — and the Australian economy cannot grow on the back of
Chinese demand alone.

Domestically, the government fiscal stimulus package has been front-loaded to
H1 2009, predominantly supporting consumer spending. But in H2 the well of
cash cheques runs dry and the capital expenditure to be undertaken by the
government will provide less immediate support for the economy and the labour
market going forward. With the government unlikely to want to undertake more
debt-funded spending it will be left to monetary policy to fill the breach and
support the economy.

The RBA have suggested that rapidly decelerating inflation will give them a free
hand to cut rates to support the economic recovery. As it stands, we still think
they will need to do so again later this year.
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FX: What could prompt an AUD break-out?

Recommendation

The AUD/USD trading range took another nudge lower this week, with
movements settling between 0.78 and 0.81. In the very short term we believe
there is a stronger case for the AUD/USD to move above not below this range.
Opportunities for AUD trading remain similar to last week’s recommendation:
AUD sellers should look to moves above 0.81, while buyers may wish to take
advantage of dips below 0.78. Beware of positioning ahead of May retail sales
data on Wednesday, and the US ISM survey for June on Thursday morning.

Overview

Over the past two weeks, the AUD/USD has consolidated into a 0.78 - 0.81
trading band. This is a narrowing in the broader 0.7750 - 0.8250 trading band
experienced over the past month, with cycle highs reaching consecutively lower
peaks. But what could prompt the AUD to break-out of this range?

Figure 3: AUD/USD trading in a tight range — what will trigger a break out?
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The most likely scenario is a short-term surge in AUD/USD into the low-to-mid
0.80s, triggered by a move in the market to price in the possibility of a domestic
interest rate rise by year-end. Next week’s data roll call, in particular a
potentially 'stimulus-boosted' retail sales read for May on Wednesday, could
provide the necessary motivation for such a move. Building approvals for May,
also due on Wednesday and expected to post a solid positive, could further add
to market anticipation for a rate rise by year end, however the choppy nature of
these data could mean that any impact is muted.

Another short-term scenario is that the AUD/USD makes a sharp downward
move out of its current trading range towards the low-to-mid 0.70s. This
outcome could be provoked either by a strong rally in the USD, and/or a sharp
pull-back in commodity prices. While we expect higher risk aversion will support
the USD for now, we see no clear trigger for a strong short-term USD rally.
Likewise, we see no obvious short-term motivation for sharply lower commodity
prices. Moreover, we suspect the recent strong rise in the AUD has taken many
local exporters by surprise, creating significant ‘natural’ demand for AUD/USD
below 0.7750.

A final (upside) medium-term risk to our forecast AUD/USD track is the upward
revision to our RBA cash rate forecasts. We now expect rates to trough at
2.50% by the end of this year (2.00% previously) and as such, the risk is that
the AUD/USD may not reach our end-2009 forecast trough of 0.73.

AUD/USD Key levels: 0.7760 — 0.8070. The risk is for AUD/USD to
make a break out of its current trading band. On the downside, keep an eye on
moves towards 0.7760, and on the upside, watch for rises through 0.8070.
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ANZ Australian Markets Weekly - 25 June 2009

AUD/EUR Key levels: 0.5610 - 0.5800

Rising AUD momentum against the major crosses
has clearly slowed, including versus EUR.
AUD/EUR support was tested and held at 0.5610
this week, and we continue to see this as a key
downside level. However, AUD/EUR's solid
rebound from this dip suggests a return towards
0.58 is possible if the cross pushes decisively
through resistance at 0.5730.

The ECB interest rate decision is the key risk event
next week. Hawkish commentary from President
Trichet could boost EUR and see AUD/EUR retest
recent lows. Beware of Euro zone sentiment
surveys and retail sales data.

AUD/JPY Key levels: 74.0 - 78.3

AUD/JPY found good support on a dip to last
week’s suggested downside level of 74.0, and has
since recovered steadily to around 77.0. The very
short-term risk of an AUD/USD surge into the low-
to-mid 0.80s lends support to AUD/JPY, and we
could see it burst up through the recent high
around 80.50 in coming weeks.

Watch out for next week’s Japanese industrial
production data for May - a weak outcome
(potentially reversing April’s 5.9% jump) would
add to yesterday’s disappointing export data
suggesting the economy is not improving as well
as first thought, and see AUD/JPY strengthen.

AUD/GBP Key levels: 0.4800 - 0.4960

The cross has failed to trade convincingly above its
50-day moving average for eight sessions, and its
100-day moving average of 0.48 is a key
downside risk level. Upside resistance exists
around 0.4920, then higher at 0.4960.

Next week’s data roll call could generate some
volatility in AUD/GBP trade. Watch for continued
improvement in the UK purchasing managers’
surveys to indicate economic stabilisation is
underway and support GBP (weigh on AUD/GBP).
However, a better than expected Australian retail
sales result would act to limit any downside moves
in AUD/GBP.

AUD/NZD Key levels: 1.2350 - 1.2660

AUD/NZD is currently trading around a key 2009
retracement level at 1.2490. The cross has been
in a downtrend since the start of May, with cycle
peaks and troughs moving lower. Expect the
cross to find solid downside support at 1.2390,
then lower at 1.2350. On the upside, target
moves toward 1.2660.

Tomorrow’s NZ Q1 GDP is highly anticipated.
While the market is expecting a 0.7% decline in
activity, ANZ is looking for a 1% fall. Such a
result could spark a sell-off in NZD/USD, and
provide some recovery in AUD/NZD. Look also to
next week’s NZ May trade data.
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ANZ economic and financial market forecasts

Australian economic indicators 2007 2008 2009f 2010f

Economic activity (annual % change)

Private final demand 6.0 4.1 -2.0 -1.5
Household consumption 4.3 2.2 0.9 0.9
Dwelling investment 2.7 2.5 -6.8 8.4
Business investment 13.8 13.8 -9.5 -13.9
Public demand 2.8 5.3 2.1 6.6
Domestic final demand 541 4.4 -1.1 0.3
Inventories (contribution to GDP) 0.6 -0.6 =0.2 0.3
Gross National Expenditure (GNE) 58 3.8 =1L.3 0.6
Exports 3.3 3.9 =ilo5) =313
Imports 11.4 10.3 -11.9 0.7
Net Exports (contribution to GDP) -1.7 =15 2.6 -0.8
Gross Domestic Product (GDP) 4.0 2.3 0.0 0.4
Prices and wages (annual % change)
Inflation: Headline CPI 23 4.4 1.8 2.4
Underlying* 3.1 4.5 3.7 2.7
Wages 4.0 4.3 3.6 3.2
Labour market
Employment (annual % change) 2.8 2.2 -0.4 -0.9
Unemployment rate (%) 4.4 4.2 6.2 8.0
External sector
Current account balance: A$ bn -67.7 -51.0 -41.2 -62.6
% of GDP -6.2 -4.3 -3.5 -5.1

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

sep0of | _Decost | wariof | gunior | sepaior

RBA cash rate 3.00 3.00 2.50 2.50 2.50 2.50
90 day bill 3.22 2.90 2.75 2.75 2.80 3.00
3 year bond 4.68 4.05 4.05 4.15 4.20 4.60
10 year bond 5.66 5.35 5.25 5.25 5.20 5.45
3s10s yield curve 0.98 1.30 1.20 1.10 1.00 0.85
3 year swap 4.94 4.35 4.35 4.45 4.50 5.07
10 year swap 6.07 5.75 5.60 5.55 5.50 6.00
international interestrates
RBNZ cash rate 2.50 2.50 2.50 2.50 2.50 2.50
NZ 90 day bill 2.81 2.80 2.80 2.80 2.80 2.80
US Fed funds note 0.25 0.25 0.25 0.25 0.25 0.50
US 2 year note 1.19 1.10 1.00 1.25 1.50 2.00
US 10 year note 3.68 4.25 4.00 4.15 4.30 4.50
Japan call rate 0.10 0.10 0.10 0.10 0.10 0.25
ECB refinance rate 1.00 0.75 0.75 0.75 0.75 1.00
UK repo rate 0.50 0.50 0.50 0.50 0.50 0.50

For additional information on interest rates please refer to ANZ’s Interest Rate Strategy Weekly.
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