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Sidelined by Europe

e RBNZ to leave OCR unchanged at 2.5%.
e Global outlook has deteriorated while large uncertainties remain around the Eurozone situation.
e Weaker local data also suggest less urgency for OCR increases in the short term.

We expect the RBNZ to leave the OCR unchanged at 2.5% at the October OCR review (Thursday 27" October, 9am).
Uncertainty around the global outlook stemming from the Eurozone sovereign debt crisis continues to dominate the
economic outlook. The risk the Eurozone situation could deteriorate and spark a second major financial crisis remains
unacceptably high. In addition, the RBNZ will be wary of continued theatrics from American politicians as the US debt ceiling
issue returns to focus later this year.

Domestic developments have also been less rosy in recent weeks, with economic growth weaker than expected over Q2, and
indicators highlighting a still-fragile recovery. Overall, there is no urgency for the RBNZ to increase interest rates in the
coming months. The RBNZ will remain on the sidelines until confidence in Europe returns. Assuming some resolution is
found in the coming months, we expect the RBNZ to lift the OCR by 25 basis points in March, and at each consecutive
meeting bringing the OCR to a peak of 4%.
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Funding cost outlook
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There has been an easing in pricing intentions and medium-term inflation expectations more
recently, which allows the Reserve Bank some breathing space.

The increase in funding pressures since the flare-up of the Eurozone debt crisis adds to the case for
the Reserve Bank to hold fire for now. The recent downgrade to NZ’s credit rating by Fitch and
Standard & Poors also has the potential to push up funding costs for banks in NZ, at the margin.

Implications — cautious optimism

Recent developments suggest it would be wise for the Reserve Bank to remain cautious, and wait
on the sidelines until the outlook becomes clearer. Increases in the OCR will be largely dependent
on the global outlook, and specifically developments in Europe. While the RBNZ remains optimistic
on the domestic growth outlook, data released more recently suggest a weaker starting point for
the NZ economy. Overall, there is little urgency for the Reserve Bank to return monetary policy to
normal settings, particularly in light of the continued turbulence offshore.

With concern about the escalating debt crisis in the Eurozone dominating RBNZ’s outlook, we
expect the RBNZ will leave the OCR on hold until March next year. We expect the RBNZ to lift the
OCR by 25 basis points in March and at each consecutive meeting, bringing the OCR to a peak of 4%.
Given the likelihood of ongoing global uncertainty and increased NZ household sensitivity to
interest rate increases, the risk is the increases in the OCR will be more drawn out, with the RBNZ
pausing at some point along the way.

Background to the data
The Reserve Bank of New Zealand (RBNZ) releases a Monetary Policy Statement (MPS) each quarter
outlining its thinking about the economy, especially future growth and inflation rates. At the

Statements and at mid quarter Reviews the RBNZ take the opportunity to review the setting of the
Official Cash Rate (OCR) target.

The OCR target effectively locks the level of wholesale overnight rates. Other wholesale short-term
interest rates change to reflect anticipations of where the OCR might be in the ensuing weeks. In
turn, the retail rates set by the banks will adjust to the level of wholesale rates.

Wholesale and retail rates need not adjust in the same direction and magnitude of any OCR change.
The reaction will depend on the extent to which the RBNZ action has already been anticipated and
built into rates.

While interest rates are a key factor in exchange rate determination, the exchange rate may or may
not also respond to changes in the level of short-term rates. Other factors may also come into play
at the time.
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Disclaimer

This document is published solely for informational purposes. It has been prepared without taking account of your objectives, financial situation, or needs.
Before acting on the information in this document, you should consider the appropriateness and suitability of the information, having regard to your
objectives, financial situation and needs, and, if necessary seek appropriate professional or financial advice.

We believe that the information in this document is correct and any opinions, conclusions or recommendations are reasonably held or made, based on the
information available at the time of its compilation, but no representation or warranty, either expressed or implied, is made or provided as to accuracy,
reliability or completeness of any statement made in this document. Any opinions, conclusions or recommendations set forth in this document are subject
to change without notice and may differ or be contrary to the opinions, conclusions or recommendations expressed elsewhere by ASB Bank Limited. We
are under no obligation to, and do not, update or keep current the information contained in this document. Neither ASB nor any person involved in the
preparation of this document accepts any liability for any loss or damage arising out of the use of all or any part of this document.

Any valuations, projections and forecasts contained in this document are based on a number of assumptions and estimates and are subject to
contingencies and uncertainties. Different assumptions and estimates could result in materially different results. ASB does not represent or warrant that
any of these valuations, projections or forecasts, or any of the underlying assumptions or estimates, will be met.
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