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SATURDAY MATURITY

The maturity date selected fits with the normal NZGS convention of maturing on
the 15th day of the month, and means the bond matures the same month as the
new Australian Commonwealth Government Bond (ACGB). However, it is worth
noting that 15 April 2023 is a Saturday, and the ACGB 2023 matures on 21 April
2023. The Saturday maturity will have a dramatic effect on pricing as the
maturity date nears (with the yield in effect needing to triple the day before it
matures), but the effect now is small. But it is not zero, and in fact, the effective
loss of 2 days interest in around 12 year’s time is worth around 0.2 basis points
(or about $158 per $1m face value in present value terms).

WHAT’S FAIR VALUE?

The question on everybody’s lips is, “where” will the bond go in the upcoming
tender? An analysis of inaugural tenders of new issues in the past offers some
guide, but this history is patchy. For example, the new 2021 bond had a 52
point tail (no, that’s not a typo) when it was first issued in 2009. By contrast,
the first tender for 2019s last September only had a 13 point tail. Demand
conditions at the time obviously play a role, and of course, successful bidders in
NZGS tenders are not allocated at the clearing yield (like a Dutch auction).
Rather, they are allocated at their respective bid yields, so not everyone gets
allocated at the highest accepted yield. Nonetheless, history does tend to show
that new issues do tend to trade at some premium to fair value, based on
traditional measures like interpolation or extrapolation. How high this premium
is depends on demand conditions at the time, which we will return to later.

BUILDING BLOCKS

That said, what are the basic building blocks of fair value? Broadly speaking, we
suggest they are:

Fair value yield = Interpolated/Extrapolated Yield + Curve Slope Adjustment
+ Illiquidity Premium + Other Adjustments

So what are these components? The first — the interpolated/extrapolated curve
appears obvious, but it is not. For example, do you interpolate or extrapolate by
maturity or by modified duration? Because of differing coupons and the extreme
slope of the curve, it does make a difference. We prefer the latter (which is an
extrapolation in this case), and have calculated both in the analysis that follows.

The second — curve slope adjustment — is a matter of judgement. Linear
interpolation does not take the inherent “bow” in the curve into account, yet it
exists. As the charts overleaf show, if one simply extrapolates the curve (light
blue line), this overestimates the yields — hence the adjustment (dark blue line).
There are many ways to factor this in, but we use a simple proportional formula.
It is not perfect, but nothing is, and the proportional method is intuitive. Simply
put, we assume that if the slope of the curve between 7 years and 9 years is
60% less than the slope between 5 years and 7 years, then the slope of the
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curve between 9 years and 11 years will be 60% less
than the slope between 7 years and 9 years. We
provide measures for extrapolation based on maturity
and modified duration.

NZGS Curve Extrapolation
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NZGS Curve Extrapolation
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The third — illiquidity premium — is a judgement call.

Whatever this turns out to be will be easy to justify in
hindsight, as it is a function of demand. However, what
we do know is that demand for long bonds has been
strong recently, and on that basis, we expect this
premium to be lower than normal — perhaps in the
range of 3-5 basis points. For what follows, we will
assume 5 basis points.

The fourth — the other adjustment — is mechanical, and
in this case we make an adjustment for the fact that the
bond matures on a Saturday, which as noted, is worth
0.2 basis points.

Having defined the building blocks, we will now
assemble them:

EXTRAPOLATION BY BY MOD
METHOD MATURITY DURATION
Linear Extrapolation 5.28% 5.29%
Curve Adjustment -0.075% -0.022%
llliquidity Premium 0.050% 0.050%
Other Adjustment 0.002% 0.002%
Fair Value Estimate 5.254% 5.316%
Spread to NZGS 2021 0.154% 0.216%

NZGS 12/17 4.700
NZGS 3/19 4.900
NZGS 5/21 5.100

Pricing assumptions:
(yesterday's close)

ANOTHER WAY

Because the swap curve is quoted past 10 years, we
could also arrive at fair value by interpolating the 10
year and the 12 year swap yield, subtracting an
assumed swap spread, and adding a liquidity
premium and an adjustment for the Saturday
maturity. We say assumed swap spread because
there is no 12 year swap spread quoted, so we must
assume one. Because the swap spread curve is
irregular, it makes no sense to extrapolate it and
instead, we prefer to simply assume the 12 year
spread will be the same as the 10 year spread.
Because this estimation is imprecise, and the bond
maturity is so close to 12 years, there is little added
value in making precise curve slope adjustments. At
current levels we get the following:

Interpolated Swap Curve 5.296%
Less Swap Spread -0.055%
llliquidity Premium 0.050%
Other Adjustment 0.002%
Fair Value 5.293%
Spread to NZGS 2021 0.193%

COUPON

Although the level of coupon is not significant for
many investors, it is interesting that the DMO set it at
5.5% and not 5% (as we thought they might). The
DMO have a practice of setting the coupon “at
market” on issue, rounding it to the nearest 0.5%.
The fact that it is 5.5% and not 5% is mildly
suggestive that the DMO expect the bond to “go”
nearer 5.5% than 5%. This sits well with our
analysis.

CONCLUSION

We expect the new 2023 bond to trade at a spread of
between 15 to 22 basis points to the NZGS 2021 bond
when it’s tendered on June 10th (this Friday). Based
on last night’s closing levels for the other bonds, this
is a yield of between 5.25% and 5.32%.
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IMPORTANT NOTICE

NEW ZEALAND DISCLOSURE INFORMATION

The Bank (in respect of itself and its principal officers) makes the
following investment adviser disclosure to you pursuant to section
41A of the Securities Markets Act 1988.

The Bank (in respect of itself and its principal officers) makes the
following investment broker disclosure to you pursuant to section
41G of the Securities Markets Act 1988.

Qualifications, experience and professional standing
Experience

The Bank is a registered bank and, through its staff, is
experienced in providing investment advice about its own
securities and, where applicable, the securities of other issuers.
The Bank has been selling securities, and providing investment
advice on those securities, to customers as a core part of its
business for many years, drawing on the extensive research
undertaken by the Bank and its related companies and the skills
of specialised staff employed by the Bank. The Bank is
represented on many bank, finance and investment related
organisations and keeps abreast of relevant issues by running
seminars and workshops for relevant staff and having its
investment adviser staff attend external seminars where
appropriate. The Bank subscribes to relevant industry
publications and, where appropriate, its investment advisers will
monitor the financial markets.

Relevant professional body

The Bank is a member of the following professional bodies
relevant to the provision of investment advice:

¢ New Zealand Bankers Association;

e Associate Member of Investment Savings & Insurance
Association of NZ;

e Financial Markets Operations Association; and
o Institute of Finance Professionals.

Professional indemnity insurance

The Bank (and its subsidiaries), through its ultimate parent
company Australia and New Zealand Banking Group Limited, has
professional indemnity insurance which covers its activities
including those of investment advisers it employs.

This insurance covers issues (including ‘prior acts’) arising from
staff fraud, electronic crime, documentary fraud and physical loss
of property. The scope of the insurance also extends to third
party civil claims, including those for negligence. The level of
cover is of an amount commensurate with the size and scale of
the Bank.

The insurer is ANZcover Insurance Pty Limited.

Dispute resolution facilities

The Bank has a process in place for resolving disputes. Should a
problem arise, you can contact any branch of the Bank for more
information on the Bank’s procedures or refer to any of the
Bank’s websites.

Unresolved complaints may ultimately be referred to the Banking
Ombudsman, whose contact address is PO Box 10-573,
Wellington.

Criminal convictions

In the five years before the relevant investment advice is given
none of the Bank (in its capacity as an investment adviser and
where applicable an investment broker) or any principal officer of
the Bank has been:

e Convicted of an offence under the Securities Markets Act 1988,
or the Securities Act 1978 or of a crime involving dishonesty
(as defined in section 2(1) of the Crimes Act 1961);

e A principal officer of a body corporate when that body
corporate committed any of the offences or crimes involving
dishonesty as described above;

e Adjudicated bankrupt;

e Prohibited by an Act or by a court from taking part in the
management of a company or a business;

e Subject of an adverse finding by a court in any proceeding that
has been taken against them in their professional capacity;

e Expelled from or has been prohibited from being a member of
a professional body; or

e Placed in statutory management or receivership.

Fees

At the time of providing this disclosure statement it is not
practicable to provide accurate disclosure of the fees payable for
all securities that may be advised on. However, this information
will be disclosed to you should you seek advice from one of the
Bank’s investment advisers on a specific investment.

Other interests and relationships

When a security is sold by the Bank, the Bank may receive a
commission, either from the issuer of a security or from an
associated person of the Bank. Whether that commission is
received and, if received, its value depends on the security sold.
At the time of providing this disclosure statement it is not
practicable to provide a detailed list of each security that may be
advised on, the name of the issuer of that security and the rate of
the commission received by the Bank. However, this information
will be disclosed to you should you seek advice from one of the
Bank’s investment advisers on a specific investment.

In addition to the interest that the Bank has in products of which

it is the issuer, the Bank, or an associated person of the Bank,

has the following interests or relationships that a reasonable
person would find reasonably likely to influence the Bank in
providing the investment advice on the securities listed below:

e ANZ Investment Services (New Zealand) Limited (ANZIS), as a
wholly owned subsidiary of the Bank, is an associated person
of the Bank. ANZIS may receive remuneration from a third
party relating to a security sold by the Investment Adviser.

e UDC Finance Limited (UDC), as a wholly owned subsidiary of
the Bank, is an associated person of the Bank. UDC may
receive remuneration from a third party relating to a security
sold by the Investment Adviser.

e OnePath (NZ) Limited, as a wholly owned subsidiary of the
Bank, is an associated person of the Bank. OnePath and its
related companies may receive remuneration from a third
party relating to a security sold by the Investment Adviser.

e Direct Broking Limited (DBL), as a wholly owned subsidiary of
the Bank, is an associated person of the Bank. DBL may
receive remuneration from a third party relating to a security
sold by the Investment Adviser.

Securities about which investment advice is given

The Bank provides investment advice on the following types of
securities:

e Debt securities including term and call deposits, government
stock, local authority stock, State-Owned Enterprise bonds,
Kiwi bonds and corporate bonds and notes;

e Equity securities such as listed and unlisted shares;
e New Zealand and overseas unit trusts;

e Share in a limited partnership;

e Superannuation schemes and bonds;

e Group investment funds;

e Life insurance products;

e Derivative products including interest rate and currency
forward rate contracts and options; and

e Other forms of security, such as participatory securities.

PROCEDURES FOR DEALING WITH INVESTMENT MONEY
OR INVESTMENT PROPERTY

If you wish to pay investment money to the Bank you can do this
in several ways such as by:

e Providing cash;
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e Providing a cheque payable to the relevant product or service
provider and crossed ‘not transferable’; or

¢ Making an automatic payment or payment through another
electronic delivery mechanism operated by the Bank.

Investment property (other than money) may be delivered to the
Bank by lodging the relevant property (for example, share
service, or by posting (using registered post) the documents or
other property to a branch of the Bank, identifying your name,
account number and investment purpose.

Any investment money lodged with the Bank for the purchase of
securities offered by the Bank, its subsidiaries or any third parties
will be deposited in accordance with your instructions, to your
nominated account or investment. Such money will be held by
the Bank according to usual banking terms and conditions
applying to that account or the particular terms and conditions
relating to the investment and will not be held by the Bank on
trust unless explicitly accepted by the Bank on those terms. Any
investment money or property accepted by the Bank on trust will
be so held until disbursed in accordance with your instructions.
Any investment property lodged with the Bank will be held by the
Bank as bailee according to the Bank’s standard terms and
conditions for holding your property.

Record Keeping

The Bank will keep adequate records of the deposit of investment
moneys or property and all withdrawals and dealings with such
money or property, using the account/investment number
allocated to your investment. You may have access to those
records upon request.

Auditing

The Bank’s systems and operations are internally audited on a
regular basis. The financial statements of the Bank and its
subsidiaries are audited annually by KPMG. However, this does
not involve an external audit of the receipt, holding and
disbursement of the money and other property.

Use of Money and Property

Money or property held by the Bank for a specific purpose
communicated to the Bank (e.g. the purchase of an interest in a
security) may not be used by the Bank for its own purposes and
will be applied for your stated purpose. No member of the Bank’s
staff may use any money or property deposited with the Bank,
for their own purposes or for the benefit of any other person. In
the absence of such instructions, money deposited with the Bank
may be used by the Bank for its own purposes, provided it repays
the money to you upon demand (or where applicable, on
maturity), together with interest, where payable.

NEW ZEALAND DISCLAIMER

The Bank does not provide investment advice tailored to an
investor's personal circumstances. It is the investor's
responsibility to understand the nature of the security subscribed
for, and the risks associated with that security. To the maximum
extent permitted by law, the Bank excludes liability for, and shall
not be responsible for, any loss suffered by the investor resulting
from the Bank’s investment advice.

Each security (including the principal, interest or other returns of
any security) the subject of investment advice given to the
investor by the Bank or otherwise, is not guaranteed, secured or
underwritten in any way by the Bank or any associated or related
party except to the extent expressly agreed in the terms of the
relevant security.

This document is provided for informational purposes only and
does not constitute an offer to sell or solicitation to buy any
security or other financial instrument. No part of this document
can be reproduced, altered, transmitted to, copied to or
distributed to any other person without the prior express
permission of the Bank.

This document is a necessarily brief and general summary of the
subjects covered and does not constitute advice. You should

obtain professional advice before acting on the basis of any
opinions or information contained in it. The information contained
in this document is given in good faith, has been derived from
sources perceived by it to be reliable and accurate and the Bank
shall not be obliged to update any such information after the date
of this document. Neither the Bank nor any other person involved
in the preparation of this document accepts any liability for any
opinions or information (including the accuracy or completeness
thereof) contained in it, or for any consequences flowing from its
use.

UNITED STATES DISCLAIMER

This document is being distributed in the United States by ANZ
Securities, Inc. (Member of FINRA [www.finra.org] and registered
with the SEC) (“ANZ S”) (an affiliated company of Australia and
New Zealand Banking Group Limited (“ANZBG”) and the Bank),
which accepts responsibility for its content. Further information
on any securities referred to herein may be obtained from ANZ S
upon request. Any US person(s) receiving this document and
wishing to effect transactions in any fixed income securities
referred to herein should contact ANZ S 277 Park Avenue, 31st
Floor, New York, NY 10172 USA, Tel: 1-212-801-9160, Fax: 1-
212-801-9163, not its affiliates.

This document is issued on the basis that it is only for the
information of the particular person to whom it is provided. This
document may not be reproduced, distributed or published by
any recipient for any purpose. This document does not take into
account your personal needs and financial circumstances. Under
no circumstances is this document to be used or considered as an
offer to sell, or a solicitation of an offer to buy.

In addition, from time to time ANZBG, the Bank, ANZ S, their
affiliated companies, or their respective associates and
employees may have an interest in any financial products (as
defined by the Australian Corporations Act 2001), securities or
other investments, directly or indirectly the subject of this
document (and may receive commissions or other remuneration
in relation to the sale of such financial products, securities or
other investments), or may perform services for, or solicit
business from, any company the subject of this document. If you
have been referred to ANZBG, the Bank, ANZ S or their affiliated
companies by any person, that person may receive a benefit in
respect of any transactions effected on your behalf, details of
which will be available upon request.

The information herein has been obtained from, and any opinions
herein are based upon, sources believed reliable. The views
expressed in this document accurately reflect the author’s
personal views, including those about any and all of the securities
and issuers referred to herein. The author however makes no
representation as to its accuracy or completeness and the
information should not be relied upon as such. All opinions and
estimates herein reflect the author’s judgement on the date of
this document and are subject to change without notice. No part
of the author’'s compensation was, is or will be directly or
indirectly related to specific recommendations or views expressed
in this document. ANZBG, the Bank, ANZ S, their affiliated
companies, their respective directors, officers, and employees
disclaim any responsibility, and shall not be liable, for any loss,
damage, claim, liability, proceedings, cost or expense (“Liability”)
arising directly or indirectly (and whether in tort (including
negligence), contract, equity or otherwise) out of or in connection
with the contents of and/or any omissions from this
communication except where a Liability is made non-excludable
by legislation.

This document has been prepared by ANZ National Bank Limited.
ANZ (part of ANZ National Bank Limited), Level 7, 1 Victoria
Street, Wellington 6011, New Zealand Phone 64-4-802 2000
Fax 64-4-496 8639 http://www.anz.co.nz e-mail
nzeconomics@anz.com

ANZS,



