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Key points

¢ The Q4 HLFS employment report was mixed, with employment growth down 0.1 percent but the
unemployment rate also dropping to 3.7 percent, courtesy of a surprising fall in the labour force
participation rate.

¢ Full-time employment was down 0.2 percent, underemployment rose sharply, but there was a
large increase in part-time growth of 1.3 percent, and hours worked were up 0.5 percent.

¢ Today’s data muddies the water for the Reserve Bank’s March decision. Our bias after Monday’s
wage report was towards a hike. But given soft demand for labour, the HLFS report does not
deliver a smoking gun although two sides can be taken when looking at the data.

e For now we will remain on a prickly fence maintaining a no-change view. Yet it's a position we
feel we have to take. Justifying a late cycle hike needs overwhelming evidence.

e Next key data will be the National Bank Business Outlook, due on 28 February. The Reserve Bank
will be watching this closely for any signs of a continued acceleration in momentum early this
year.
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¢ Employment growth fell by 0.1 percent in Q4, but a drop in the participation rate resulted in the
unemployment rate falling to 3.7 percent. The fall in employment growth follows a 0.5 percent fall in Q3
and takes annual growth to 1.4 percent. This was wholly driven by a 0.9 percent fall in female employment.
It appears those females also left the labour force entirely as a fall in the female participation rate saw the
total participation rate drop to 67.9 percent from 68.2 percent in Q3. These movements resulted in the
unemployment rate dropping slightly to 3.7 percent, the second lowest level in this survey's history, from 3.8
percent in Q3.

e Full-time employment fell 0.2 percent while part-time employment rose 1.3 percent.

¢ Under-employment is the highest in three years, rising to 21.1 percent of part-time workers.
Underemployment measures the number of part-time workers who would like to work more hours and it rose
to a three year high in Q4 from 15.1 percent in Q3 and 17.6 percent in Q4 of 2005. The significant rise in
under-employment suggests that demand for labour may not be as strong as what the employment intention
surveys are showing.

e The regional and industrial trends remain mixed. Employment growth in the construction industries
continues to grow considerably with annual growth of 15.6 percent, while the communication services
industries also recorded strong annual growth in December. The agriculture and manufacturing industries
recorded falls in employment growth (down 2.8 percent and 3.3 percent respectively). The upper North
Island excluding Auckland recorded large falls in unemployment, while the lower North Island experienced
large increases in unemployment. The Auckland region and the South Island's unemployment rates
remained largely unchanged.

Assessment and implications

¢ The HLFS data was a mixed bag, with something for everybody. The unemployment rate fell to 3.7
percent from 3.8 percent. However, employment growth was weak, down 0.1 percent in the quarter,
following a 0.5 percent fall in Q3. The trend employment growth rate fell 0.3 percent, following a 0.1 percent
decline in Q3. Full-time employment fell 0.2 percent, though this was offset by a 1.3 percent increase in
part-time employment.
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While on the surface, the fall in the unemployment rate suggests that the labour market remains
tight, it is not at all conclusive to us that the labour market is actually strengthening. Employment
growth fell in the second half of 2006 and underemployment (a measure of the number of part-timers who
would like to work more hours) as a percent of part-timers jumped from 15.1 percent in Q3 to 21.1 percent
in Q4. The slight decline in the unemployment rate was driven by females withdrawing from the labour
force, causing the participation rate to decline from 68.2 percent to 67.9 percent. Most of the loss in
employment came from full-time females, who rather than stay in the labour force, chose to instead leave it.

Given the low numbers of people unemployed, small changes to the participation rate can have a
large effect. For example, if the participation rate were just 0.1 percentage point higher at 68 percent
(given unchanged employment growth), the unemployment rate would have gone up to 3.9 percent.
Conversely, a 0.1 percentage point fall in the participation rate would have seen the unemployment rate fall
to 3.6 percent.

Today’s data muddies the water for the Reserve Bank. Against a backdrop of rising wage inflation, it
does not provide conclusive evidence of an accelerating labour market. The demand for labour was simply
not that strong towards the end of last year. Yet it certainly points to continued capacity constraints, and
likely pressure on wage inflation as seen in the labour cost index earlier in the week. While the bias at this
stage is certainly pointing towards a hike from the Reserve Bank — and tactically we suspect the Reserve
Bank is backed into a corner — we struggle to justify a late cycle tightening given the lack of consistent
evidence pointing towards sustained momentum in the economy. Although confidence gauges have
rebounded strongly, the run of data has been mixed. At this stage in the economic and monetary policy
cycle, there is a risk of pushing the economy over the edge if interest rates are hiked further, and this is
something the Reserve Bank will be very mindful of at their March assessment. There is no point hiking
once, and 50 basis points at this juncture seem extreme when looking beyond the housing market. The
National Bank Business Outlook will be a key piece of data to watch in assessing how sustained and broad
the strength in the economy has remained into Q1 2007.

For now, we are sticking to our no-change view. We see little value joining the hordes calling a
hike when the decision, in our eyes, remains likely to be finely balanced. Certainly the strong wage
inflation number will raise a red flag at the Reserve Bank. But a key theme running through our minds at
present is that the market became too bearish on economic prospects (dovish rates) in early 2006, and the
reciprocal seems to be occurring in 2007.

Employment and employment intentions Unemployment rate and underemployment
Annual % change Net percent % % of part-timers
6 35 12 40
5 4 [ %0 - 35
Employment growth (LHS) L o5 10 1
4 I Underemployment (RHS) L 30
20
8 -
3 - 15 - 25
r 10
2 6 - 20
5
14 F - 15
(o] 4
0 T T —\ : A . . . . 4 -5 Unemployment rate (LHS) L 10
W \ 72
1 NBBO employment intentions 21 L 5
(adv 6 months, RHS) F -15
-2 -20 o T T T T T T T T (o}
94 95 96 97 98 99 00 01 02 03 04 05 06 07 920 92 94 96 98 00 02 04 06
Sources: ANZ National Bank, Statistics NZ Sources: ANZ National Bank, Statistics NZ

This document is a necessarily brief and general summary of the subjects covered. You should obtain professional advice before acting on the
INSTITUTIONAL basis of any information contained in it. The information contained in this publication is given in good faith and has been derived from sources

believed to be reliable and accurate. However, neither ANZ, part of ANZ National Bank Limited nor any person involved in the preparation of this
publication accepts any liability for any opinions, advice or information contained in it, or for any consequences flowing from its use.




Important Notice

Australia and New Zealand Banking Group Limited is represented in:
AUSTRALIA by:

Australia and New Zealand Banking Group Limited ABN 11005 357 522
10th Floor 100 Queen Street, Melbourne 3000, Australia

Telephone +61 3 9273 6224 Fax +61 3 9273 5711

UNITED KINGDOM by:

Australia and New Zealand Banking Group Limited

ABN 11 005 357 522

Minerva House, PO Box 7, Montague Close, London, SE1
9DH, United Kingdom

Telephone +44 20 7378 2121 Fax +44 20 7378 2378

UNITED STATES OF AMERICA by:

ANZ Securities, Inc. (Member of NASD and SIPC)
6th Floor 1177 Avenue of the Americas

New York, NY 10036, United States of America
Tel: +1 212 801 9160 Fax: +1 212 801 9163

NEW ZEALAND by:

ANZ National Bank Limited

Level 7, 1 Victoria Street, Wellington, New Zealand
Telephone +64 4 802 2000

In Australia and the UK, ANZ Investment Bank (“ANZIB”) is a business name of Australia and New Zealand
Banking Group Limited, ABN 11 005 357 522 (“ANZ Bank’), which holds an Australian Financial Services licence
no. 234527 and is authorised in the UK by the Financial Services Authority (“FSA”). In New Zealand, ANZ
Investment Bank is a business name of ANZ National Bank Limited WN / 035976 (“ANZ NB”).

This document is being distributed in the United States by ANZ Securities, Inc. (“ANZSI”) (an affiliated
company of ANZ Bank), which accepts responsibility for its content. Further information on any securities
referred to herein may be obtained from ANZSI upon request. Any US person(s) receiving this document and
wishing to effect transactions in any securities referred to herein should contact ANZSI, not its affiliates.

This document is being distributed in the United Kingdom by ANZ Bank for the information of its market
counterparties and intermediate customers only. It is not intended for and must not be distributed to private
customers. In the UK, ANZ Bank is regulated by the FSA. Nothing here excludes or restricts any duty or liability
to a customer, which ANZ Bank may have under the UK Financial Services and Markets Act 2000 or under the
regulatory system as defined in the Rules of the FSA. 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 ANZ Bank, ANZ NB, ANZSI, 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 ANZ Bank, ANZ NB, ANZSI 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 directly or indirectly relate to specific recommendations or
views expressed about any securities or issuers in this document. The author’s compensation will, be based
upon, among other factors, the overall profitability of ANZ, including profits from investment banking revenues.

ANZ Bank, ANZ NB, ANZSI, 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. Where the recipient of this publication
conducts a business, the provisions of the Consumer Guarantees Act 1993 (NZ) shall not apply.

This document is a necessarily brief and general summary of the subjects covered. You should obtain professional advice before acting on the
INSTITUTIONAL basis of any information contained in it. The information contained in this publication is given in good faith and has been derived from sources

believed to be reliable and accurate. However, neither ANZ, part of ANZ National Bank Limited nor any person involved in the preparation of this
publication accepts any liability for any opinions, advice or information contained in it, or for any consequences flowing from its use.




