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NAB changes interest rate forecasts for 2013 — RBA now
expected to cut by 75 points to 2%% as economy struggles.

e With the economy continuing to weaken and unemployment set to rise noticeably through 2013
the RBA will need to cut significantly further than previously expected in 2013.

e We have reviewed our GDP forecasts and currently see 2013 at around 2% (2¥2% previously) with
unemployment rising to around 5%% by late 2013. That would see, on a no policy change basis, a
budget deficit in the $10-15bn range for 2012/13.

o We still expect GDP growth of 2.8% for 2013/14 and a touch above 3% in 2014 helped by new rate
cuts. However that implies a larger output gap and unemployment remaining elevated (around 5
¥, - 6%) with the Government fiscal position near balance.

e The weaker activity outlook will also help contain inflation to below 3% even including the carbon
tax impact. Nor do we see the AUD offering much relief to a struggling economy.

e We have put the first cut in Q1 — where the Q4 CPI outcome in late January will be important as to
exact timing. Thereafter we expect the RBA to wait to see the impact of recent policy moves but
will need to react further by mid year. We have tentatively put further cuts in May and August.

e We now expect a terminal cash rate of 2%.% in the September quarter of this year

e We continue to expect the Australian dollar to track gradually lower during 2013, as the
combination of continuing RBA rate cuts and a firmer US dollar weigh on the currency.
Nonetheless our forecast of around parity in late 2013 still represents a strong currency.

As was evident in our November monthly survey the Australian economy continued to slow into the back end of
2012 with forward indicators (such as forward orders and confidence) pointing to further slowing ahead. Over
the summer, the run of data has confirmed the Australian economy finished 2012 in a parlous state and leading
indicators suggest the first half of 2013 is likely to be a difficult period for many firms and households across the
economy. Recent readings on retail sales, private sector credit, house prices and job vacancies clearly
underline a weak starting point.

Preliminary readings from our full quarterly business survey (to be released 7 February) suggest that the
economy’s momentum in late Q4 may have slowed to only around 2% (on an annualised basis). Certainly the
evidence suggests that small business is struggling even more than big business with cash flow issues a real
concern. That is also apparent in the credit statistics with both business and consumers very wary about taking
on new debt. Indeed our judgement is that growth in both business and personal (credit card) debt is at best flat.

The following chart shows our indicator of GDP growth based on these preliminary findings — see left hand
panel. Perhaps more disturbingly if forward orders where to be maintained at its current level into early 2013
demand growth would slow below the 2% level — see right hand panel.
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The other feature of the Australian economy is the continuation of “its 10 speed nature”. Struggling sectors —
such as manufacturing, discretionary retail, construction, wholesale and small transport — continue to under-
perform. However, there has now been a significant deterioration in mining sentiment - with that sector in
November having the worst confidence levels of any sector. Clearly the substantial boost to iron ore prices will



help confidence in that sector, albeit we suspect that part of that story may be related to aggressive restocking
in China after such a sharp run down in July/August 2012 and also the loss of some Indian supply. But the
latter in particular should be easily offset by higher production elsewhere in the world this year and hence we
doubt the recent sharp price run up will be permanently sustained. Based on the preliminary survey results for
the December quarter activity levels in mining are now in significantly negative territory. Indeed business
conditions in both mining and construction are now at record lows for the post GST period (i.e. the lowest in
more than a decade).

Because of the lumpiness of resources investments and the substantial increase in supply in the pipeline our
base case remains that mining investment will plateau before falling over the coming year and other drivers of
economic activity will be needed to ensure ongoing growth in Australia’s economy.
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Drawing the above together we clearly see the loss of momentum lowering near term economic forecasts. For
2013 we now expect growth of only 2% (previously 2.5%) with a significant flow through to a larger output gap.
Unlike in mid 2011 when GDP slowed there is little prospect of an offset through a significant surge in mining
investment. As a result we see unemployment rising to around 5.7% by late 2013. Interestingly the particularly
slow patch we are currently experiencing (and expect to continue till mid 2013) would on a no policy change
basis result in a fiscal deficit of around $10 - 15 bn in 2012/13.

Moving out into 2014 we expect growth to be around 2.8% which is unchanged from previous forecasts but
relies very much on more stimulatory monetary policy. More importantly the new forecasts involve a
significantly higher output gap and hence higher unemployment.

Moving into 2015 the different phase of the mining boom is more apparent with domestic demand slowing to
quite low growth rates (as mining investment contracts) but broadly offset by higher exports. The latter
combination would however see a structural lowering in the demand for (mining) labour given the lower
demands on maintaining mines / LNG platforms vis a vis building them. As a result in our forecasts the
unemployment rate tends to drift higher again. These patterns are evident in the GDP / Domestic demand and
employment / unemployment forecast charts set out below.
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Turning then to the global situation, our world outlook looks little changed from previous forecasts albeit some
fears re the fiscal cliff have at least been delayed. Also recent moves to delay the timing of Basel 3 liquidity
requirements will help ease concerns of further credit rationing. Overall however we still see: the US as
gradually improving but only at a growth rate a touch above 2% with further political dramas to come re debt
issue; Europe continuing to double dip; and Japan to disappoint. On a more positive note China appears to
have stabilised and there may now be some upside risks to the 8% forecast this year. In summary then our
latest global forecast of around 3%% still looks on track.

From an offshore investor's perspective (especially sovereign wealth funds and central banks) Australia still
looks a good diversity strategy, with our sovereign debt one of only seven countries AAA stable rated, our
economy still “relatively outperforming”, rates still relatively high and a recovering China good for Australian
commodity exports. That has led to the Australian dollar tracking above ‘fair value’ (albeit not dramatically so)
and this clearly continues to place stress on non commodity trade exposed sectors — and as has been noted
previously the expectation of a currency likely to remain around parity may be having larger impacts on
employment than previously expected (as firms either give up or replace local production with imports).

Drawing this together the new forecasts imply a lower core CPI path as discounting continues, the AUD remains
high and wage pressures ease. Thus we now do not see core CPI exceeding the 3% threshold even with the
indirect impact of the carbon tax (probably worth around %% over the year to June). The chart below shows our
forecasts and modelling of core CPI into the medium term (with the models essentially driving our longer term
forecasts). In the near term model forecast differ from our expected outcomes due to the carbon tax.
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That in turn eases the pressure considerably on the RBA and allows it to concentrate on using rate cuts to help
stimulate the economy. It might also be noted that while these forecasts imply a “no policy change” fiscal deficit
of around $10-15bn this financial year that very much reflects the deteriorating economy — and not active fiscal
expansion. Further from an RBA perspective the implied sharp increase in unemployment (to around 5 %.%) by
mid to late 2013 will demand a more aggressive policy response.

Our judgement is that the scenario that now represents our base case forecast could be expected to see rates
bottom in the range 2 to 2%:%. Our point forecast of 2% should be seen as being in the centre of that range
and still very much data dependent.

On timing the current rate of deterioration of the domestic economy would seem to require a response in the
first quarter of 2013. Still, given that there is already a substantial amount of monetary easing coming down the
pipeline (175bps in a little over a year) the RBA is likely to move with caution ahead.

Our forecast is for an underlying inflation outcome of 0.7% for Q4, due on 23 January. For policy, this may be
on the high side, after the 0.75% print for Q3 2012 and taking account of the easing in the pipeline at present.
Our judgement is that the RBA may pause in February and come back in March with a 25bps cut to 2.75%.

There is potential for market volatility in February as the ‘fiscal cliff debate re-ignites and we are expecting a
bad European GDP print for Q4, due in February. Local activity indicators look likely to be weak. Moreover, the
next Wages release is expected to point to a moderate inflation outlook (due 20 February), clearing the way for
a cut in March.



While a March cut is our base case, clearly a low CPI (0.6% or lower for underlying) would most likely
precipitate a February cut.

Thereafter we see the RBA waiting to reassess the impact of its actions. Our judgement is that only one more
cut (our previous forecast) will be insufficient. In particular an unemployment rate rising to 5%2% by mid year
and beyond in late 2013 will see the need for two more 25 point cuts — which we have tentatively pencilled in for
May and August.

Beyond that we see the RBA on hold at this very stimulative policy stance (which will see home loan variable
rates at or around the same levels as that achieved during the global financial crisis). Part of the reason for this
is the changing nature of the resource boom where mining employment demand will be significantly reduced as
the boom moves from the construction to the export phase. That means, while long term GDP growth will be
sustained at around 3%, domestic demand will be nearer 1%. All of which means little improvement in the
unemployment rate. Tentatively we see the first move up in rates (as a move to start re-establishing more
normal policy settings) in late 2014.

In many ways the dilemma for policy makers is summarised by Taylor rule calculations — and in particular
differences in the rule calculated using demand v GDP. Basically both versions show an accommodative
stance of policy (albeit not so extremely if domestic demand is the basis of the calculations) until at least end
2014.
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As for the Australian dollar, the revision to our RBA call leave us a little more comfortable with our existing
forecasts for the AUD/USD rate dropping to a little above parity by mid-2013 and perhaps a little below in H2
2013 (the latter in the context of what we expect will be a steady/firmer showing by the US dollar).

These forecasts were under pressure given the resilience in the face of the October and December reductions
in the cash rate and what has been an effective 1.02 to 1.06 range since mid-2012. It is clear that the appeal of
Australian yields and high credit standing is enduring in the face of rate cuts and that diversification into the
AUD by global reserve managers is ongoing, as of Q3 2012 at least.

At the same time, the recovery in the iron ore price, though by no means fully reflected in other industrial
metals and coal prices, does means that the ‘valuation gap’ between spot AUD levels and those consistent with
Australia’s terms of trade performance, is narrowing. That said, if we are now to see deeper cuts to the cash
rate than currently discounted (currently only 40bps over the whole of 2013) we would expect this to have at
least a mild dampening impact on the currency.

We are also very much on guard for more ugly scenes from Washington in the looming ‘round two’ of the battle
over US fiscal spending and the debt ceiling and which we anticipate is likely to end with another downgrade of
the U.S.’ sovereign rating. In 2011, recall, the fight over deficit reduction and the debt ceiling, and the ensuing
S&P downgrade, saw the US dollar rally by over 10% against the AUD in the space of a few weeks. While we
do not anticipate a full repeat performance of 2011, a mini re-run, allied with more aggressive RBA easing than
is currently discounted, is likely to be worth at least a few cents off the AUD in the coming months.

|For more information contact:

Alan Oster Rob Henderson Rob Brooker

Group Chief Economist Chief Economist Markets — Australia Head of Australian Economics
03 8634 2927 02 9237 1836 And Commodities

(Mobile 0414 444 652) 03 86341663



Macroeconomic, Industry & Markets Research

Australia
Alan Oster Group Chief Economist +(61 3) 8634 2927
Jacqui Brand Personal Assistant +(61 3) 8634 2181
Rob Brooker Head of Australian Economics & Commodities +(61 3) 8634 1663
Alexandra Knight Economist — Australia +(61 3) 9208 8035
Michael Creed Economist — Agribusiness +(61 3) 8634 3470
Dean Pearson Head of Industry Analysis +(61 3) 8634 2331
Gerard Burg Economist — Industry Analysis +(61 3) 8634 2788
Robert De lure Economist — Property +(61 3) 8634 4611
Brien McDonald Economist — Industry Analysis & Risk Metrics +(61 3) 8634 3837
Tom Taylor Head of International Economics +(61 3) 8634 1883
John Sharma Economist — Sovereign Risk +(61 3) 8634 4514
Tony Kelly Economist — International +(61 3) 9208 5049
James Glenn Economist — Asia +(61 3) 9208 8129
Global Markets Research - Wholesale Banking
Peter Jolly Head of Markets Research +(61 2) 9237 1406
Robert Henderson Chief Economist Markets - Australia +(61 2) 9237 1836
Spiros Papadopoulos Senior Economist — Markets +(61 3) 8641 0978
David de Garis Senior Economist — Markets +(61 3) 8641 3045
New Zealand
Tony Alexander Chief Economist — BNZ +(64 4)474 6744
Stephen Toplis Head of Research, NZ +(64 4) 474 6905
Craig Ebert Senior Economist, NZ +(64 4) 474 6799
Doug Steel Markets Economist, NZ +(64 4) 474 6923
London
Tom Vosa Head of Market Economics - Europe +(44 20) 7710 1573
Vacant Market Economist — Europe +(44 20) 7710 2910
Foreign Exchange
Fixed Interest/Derivatives
Sydney +800 9295 1100 +(61 2) 9295 1166
Melbourne +800 842 3301 +(61 3) 9277 3321
Wellington +800 64 642 222 +800 64 644 464
London +800 747 4615 +(44 20) 7796 4761
New York +1 800 125 602 +1877 377 5480
Singapore +(65) 338 0019 +(65) 338 1789

DISCLAIMER: “[While care has been taken in preparing this material,] National Australia Bank Limited (ABN 12 004 044 937) does not warrant or represent that the information,
recommendations, opinions or conclusions contained in this document (“Information”) are accurate, reliable, complete or current. The Information has been prepared for dissemination to
professional investors for information purposes only and any statements as to past performance do not represent future performance. The Information does not purport to contain all matters
relevant to any particular investment or financial instrument and all statements as to future matters are not guaranteed to be accurate. In all cases, anyone proposing to rely on or use the
Information should independently verify and check the accuracy, completeness, reliability and suitability of the Information and should obtain independent and specific advice from appropriate
professionals or experts.

To the extent permissible by law, the National shall not be liable for any errors, omissions, defects or misrepresentations in the Information or for any loss or damage suffered by persons who
use or rely on such Information (including by reasons of negligence, negligent misstatement or otherwise). If any law prohibits the exclusion of such liability, the National limits its liability to
the re-supply of the Information, provided that such limitation is permitted by law and is fair and reasonable. The National, its affiliates and employees may hold a position or act as a price
maker in the financial instruments of any issuer discussed within this document or act as an underwriter, placement agent, adviser or lender to such issuer.”

UK DISCLAIMER: So far as the law and the FSA Rules allow, National Australia Bank Limited (‘the Bank”) disclaims any warranty or representation as to the accuracy or reliability of the
information and statements in this document. The Bank will not be liable (whether in negligence or otherwise) for any loss or damage suffered from relying on this document. This document
does not purport to contain all relevant information. Recipients should not rely on its contents but should make their own assessment and seek professional advice relevant to their
circumstances. The Bank may have proprietary positions in the products described in this document. This document is for information purposes only, is not intended as an offer or solicitation
nor is it the intention of the Bank to create legal relations on the basis of the information contained in it. No part of this document may be reproduced without the prior permission of the Bank.
This document is intended for Investment Professionals (as such term is defined in The Financial Services and Markets Act 2000 (Financial Promotion) Order 2001) and should not be passed
to any other person who would be defined as a private customer by the rules of the Financial Services Authority (“FSA”) in the UK or to any person who may not have experience of such
matters. Issued by National Australia Bank Limited A.C.N. 004 044 937, 88 Wood Street, London EC2V 7QQ. Registered in England BR1924. Head Office: 500 Bourke Street, Melbourne,
Victoria. Incorporated with limited liability in the state of Victoria, Australia. Regulated by the FSA in the UK.

U.S DISCLAIMER: If this document is distributed in the United States, such distribution is by nabSecurities, LLC. This document is not intended as an offer or solicitation for the purchase or
sale of any securities, financial instrument or product or to provide financial services. It is not the intention of nabSecurities to create legal relations on the basis of information provided herein.

NEW ZEALAND DISCLAIMER: This publication has been provided for general information only. Although every effort has been made to ensure this publication is accurate the contents
should not be relied upon or used as a basis for entering into any products described in this publication. To the extent that any information or recommendations in this publication constitute
financial advice, they do not take into account any person’s particular financial situation or goals. Bank of New Zealand strongly recommends readers seek independent legal/financial advice
prior to acting in relation to any of the matters discussed in this publication. Neither Bank of New Zealand nor any person involved in this publication accepts any liability for any loss or
damage whatsoever may directly or indirectly result from any advice, opinion, information, representation or omission, whether negligent or otherwise, contained in this publication. National
Australia Bank Limited is not a registered bank in New Zealand.

JAPAN DISCLAIMER: National Australia Bank Ltd. has no license of securities-related business in Japan. Therefore, this document is only for your information purpose and is not intended as
an offer or solicitation for the purchase or sale of the securities described herein or for any other action.



	Australia
	Global Markets Research - Wholesale Banking
	New Zealand
	London
	  
	                                                               Foreign Exchange                    Fixed Interest/Derivatives

