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The upside surprises in the economic data in Australia last week, at the mar-
gin, lowered the hurdle for a further rate hike from the RBA next month. New
home loans rose in May for the first time in eight months and consumer con-
fidence surged in July. Indeed, the data reaffirmed our view that the RBA will
deliver another 25bp rate hike in August, although the 2Q CPI numbers on
July 28 will, of course, be important to the RBA’s decision making process.
There are two key policy events this week, both scheduled for tomorrow: the
release of the minutes from the RBA’s last Board meeting and a speech by
RBA Governor Glenn Stevens. Both will be scoured for clues on the interest
rate outlook and the extent of officials’ concerns about inflation. On the po-
litical front, Prime Minister Julia Gillard on Saturday called an August 21 elec-
tion, which we flagged last week in a research note entitled “Australia’s new
PM clearing the decks for early election.” Public opinion polls currently have
the government holding a 10-point two-party preferred lead at 55-45 over the
opposition.

In New Zealand, a slightly softer print on 2Q CPI last week failed to ease con-
cerns that headline inflation will rise significantly in the latter six months of
the year. In the June quarter, consumer prices increased 1.8%oya in 2Q, sit-
ting comfortably in the middle of the RBNZ’s 1%-3% target range. On our
forecast, though, headline inflation will surge beyond 5% in early 2011. The
jump in inflation will owe to a number of one-off policy changes. Changes to
the Emissions Trading Scheme (July 1) have pushed prices of fuel and elec-
tricity higher and the rise in the goods and services tax (October 1) will add
around 2%-points to headline CPI. The double-whammy of these policy
changes has increased the risk that inflation expectations will rise. The me-
dium-term inflation outlook, particularly the expected rise in underlying infla-
tion, reaffirms our view that the RBNZ will continue tightening policy. We
expect four more 25bp hikes to the OCR this year.

The loss of global growth momentum at the end of the second quarter is
greater than we had anticipated, led by the US and Chinese economies.
What’s more, early readings from US July surveys have been weak. In re-
sponse to these developments, we have lowered forecasts for US GDP growth
this year by a percentage point to 2.6% (Q4/Q4). We have made a similar ad-
justment in China where we are now expecting growth to proceed at about an
8% pace. Even with these adjustments, the global economy is expected to
maintain growth close to trend in the coming quarters. However, these fore-
casts embed the key judgment that the forces producing slower growth do
not stall the move toward improving demand and hiring in the private sector.

The publication of the EU bank stress test will be the main global event this
week. The motivation behind the bank stress tests is simple: with investors
worried about bank capitalizations, the provision of more information about
bank performance under various downside scenarios, along with a clear plan
of how recapitalization would take place if needed, is designed to ease those
concerns. The key to success is thus clear: a set of scenarios that are realistic
in the eyes of investors, and a road map for increasing capital as needed.
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Forecast
Date Time® Data/event JPMorgan  Consensus ®  Previous
Tuesday, July 20 11.30am RBA Board minutes (Jul.) na na na
Tuesday, July 20 1.05pm RBA Governor Stevens' speech na na na
Wednesday, July 21 8.45am NZ visitor arrivals (Yom/m, Jun.) na na 1.0
Wednesday, July 21 8.45am NZ net migration (ppl., Jun.) na na 250
Wednesday, July 21 1.00pm NZ credit card spending (%oya, Jun.) 2.0 na 3.4
Wednesday, July 21 10.30am Westpac Leading Index (%om/m, May) na na 0.0
Thursday, July 22 1.00pm NZ ANZ consumer confidence (%m/m, Jul.) -0.2 na 3.2
Friday, July 23 11.30am Aus. export price index (%a/q, 2Q) 15.5 12.0 3.8
Friday, July 23 11.30am Aus. import price index (%q/q, 2Q) -0.4 1.0 0.3

(a) Australian Eastern Standard Time.
(b) Consensus based on Bloomberg survey.

RBA Board minutes (Jul.) - The RBA on Tuesday will release the minutes from its July Board meeting, at which officials
elected to leave the cash rate steady for the second straight month. Of interest will be the extent of the RBA Board’s discus-
sion on the inflation outlook. In the statement two weeks ago, Governor Stevens sent a veiled warning for the market not to
read too much into what seems increasingly likely to be a high headline print later this month. Inflationary pressures are
mounting, however, owing to the elevated terms of trade, firming labour market, and the pickup in wage growth. We con-
tinue to forecast an August rate hike, following the 2Q CPI report in late July.

RBA Governor Stevens’ speech - The Governor is speaking at the Anika Foundation Luncheon in Sydney on “Some Long-
Run Effects of the Financial Crisis.” Given the backward looking nature of the subject, and the fact that the minutes are re-
leased only an hour or so before, the speech itself should not offer any significant additional guidance on the policy out-
look. The scheduled Q&A session, however, could offer up a few nuggets for RBA-watchers.

Export and import prices (%q/q, 2Q) - The June quarter saw the transition to new pricing arrangements for two of
Australia’s key exports: coal and iron ore. Prices for these commodities now will be settled quarterly, reflecting spot pricing
over the previous quarter. Elevated prices from 1Q will, therefore, pass through to a huge boost for export prices in 2Q. Ex-
port prices should have risen 15.5%4q/q, while a modest 0.4% fall in import prices, owing to stronger AUD in trade-weighted
terms, will also have strengthened the terms of trade, which likely rose 16% over the quarter.
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Credit card spending (%o0ya, Jun.) - We expect a more modest 2%oya rise in credit card spending in June. This would imply
relatively firm retail sales growth in the June month, supporting our view that consumers are “bringing forward” spending
ahead of the GST-hike later this year. After the rise in the consumption tax, however, households will likely undertake a pe-
riod of consolidation, having acknowledged their overexposure to property. As recently highlighted by RBNZ Governor
Bollard, New Zealand households are “prepared to constrain consumption to improve their savings.”

ANZ consumer confidence (%om/m, Jul.) - After jumping more than 3%m/m in May, we suspect that consumer confidence
pulled back in June, deteriorating modestly. Expectations of rising interest rates, a drop in the local equity market, a modera-
tion in housing market activity, and heightened global jitters will have all weighed on sentiment.
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Labour supply: the missing
piece of Australia’s vacancy
puzzle?

» Vacancies remain low relative toemploymentgrowth

» Shadow inventory of labour is hired informally, but sensi-
tive to vacancies asasignal of hiring conditions

* Solid job gains forecast for the remainder of 2010 need
not push the jobless rate dramatically lower

The pace of job creation in the Australian economy in the past
two years has been, by several measures, unexpectedly strong.
Initially, we couched the outperformance of the labour market in
terms of Australia’s resilience relative to international peers,
many of whom are still suffering the hangover of a deep down-
turn. Now, even with the domestic recovery well and truly en-
trenched, the current pace of job growth remains unexpectedly
high given the comparatively low level of job vacancies. With
this in mind, we take a look at some features of the vacancy-to-
employment pipeline in Australia, and suggest some possible
explanations for this mismatch.

The black box: from listings to hires

One would expect turns in the labour market to be associated
with changes in job listings or vacancies. This has indeed
been the case historically (first chart). Yet the utility of this
relationship for establishing long-run trends disguises sig-
nificant shorter-run volatility especially for forecasting em-
ployment gains, particularly on a month-by-month basis.
Intuitively, job gains observed in the official employment
data should be tightly linked to the number of opportunities
listed in the preceding months. However, the link between
the level of vacancies and employment growth has become
increasingly loose in recent years, and may be the culprit
behind the continued underestimation of job gains (second
and third charts).

The most obvious point that arises in comparing the first
and second charts is that the choice of indicators matters.*
For explaining labour market outcomes, the change in vacan-
cies is more relevant than the level, and the unemployment
rate is more tightly bound to vacancy dynamics than are em-
ployment gains. We now attempt to explain these two closely
related facts, and highlight how they are instructive for the

1. Throughout the analysis, we use the Department of Education, Employmentand Workplace
Relations’ (DEEWRS’) skilled vacancies series, which records advertisements for selected
occupations in major metropolitan newspapers, as our measure of job listings. Use of the ANZ
(newspaper) job advertisements series achieves similar results. The ANZ (internet) job ads
series was found to have a less compelling relationship with trends in the official labor data.
The Australian Bureau of Statistics’ (ABS) own vacancies series was suspended over the
crucial window of August 2008 to August 2009.

Australia and New Zealand - Weekly Prospects

JPMorgan

Unemployment and DEEWR skilled vacancies

12-mo ch, %-pts 12-mo ch, 000s

2 A Unemployment (inverted) -2
B — Vacancies (3-mo lead)
- 1
-1 4 ——
- 0
0-
- -1
1 -2
95 97 99 01 03 05 07 09
Employment and DEEWR skilled vacancies
12-mo ch, %-pts 000s
600 - Employment Vacancies (3-mo lead) g
~f—— —_—
- 7
400 -
- 6
200 A L 5
0 - 4
- 3
-200 1 5
-400 +—r——"—0m""t—7"—"T-—-"r—"1"*+—"+"—""""++—"+—"F++++++1
85 90 95 00 05 10

Monthly change in employment

000s
3-mo average
40 1
20 1
0 2\
A
20 1 Bloomberg consensus
-40 v v } v T + T T |

2008 ' 2009 ' 2010
labour market outlook over the remainder of the year.

Making a big impact off the bench

It is tempting to think of labour market outcomes as being
purely determined on the demand side. The presence of un-
employment indicates insufficient demand for labour, so
firms’ willingness to list vacancies, being a pure measure of
labour demand, should be the deciding factor for the pace
of job creation. However, this ignores an important swing
group: those not in the labour force. A person is classified
as in the labour force if they are employed, or jobless but
actively seeking work (the latter being defined as unem-
ployed). As at June, this left 34.8% (the complement of the
participation rate) of the working age population classified
as being without a job and not seeking one, i.e., they are
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outside the labour force. Some of these individuals are dis-
couraged and unlikely to reenter the workforce, but there is
an important group who are employable and awaiting more
favourable conditions.

We can gauge the importance of this group by looking at the
gross flows from the ABS’ matched records data. These fig-
ures reconcile the status of individuals who are repeat labour
force survey respondents over consecutive months. Surpris-
ingly, the number of individuals who classify themselves as
unemployed, and who then get a job in the following month,
is substantially outweighed by flows from outside the labour
force to employment. Over the past five years, these “bench
players” have outpaced the formerly unemployed in achiev-
ing job gains by a ratio of two to one.2

Vacancy growth as a signal for re-entry

To the extent that this pattern is reflected in the aggregate
data (the gross flows do capture 80% of the total sample),
there appears to be substantial under-reporting of unem-
ployment by Australian households, and therefore a size-
able shadow inventory of employable labour. While the the-
sis is somewhat conjectural, it suggests a larger role for
labour supply fluctuations than is commonly noted, and
that there may be important interactions between firms’ de-
mand behaviour (vacancies), participation, and job gains.

Arise in job ads represents an improvement in hiring condi-
tions, which would induce more previously unenthused, but
employable, workers into the labour force. If this cohort is
as large as the ABS data suggest, it would mean that in an
upturn, the level of vacancies would be less important than
the fact that listings are moving in the right direction. This
is because improving opportunities induce greater participa-
tion, and presumably allow these individuals to secure work
through informal channels. By definition, this is difficult to
verify in the data, though it is notable that flows from the
shadow inventory into employment turned sharply higher
from 4Q09, along with employment gains, just after vacancy
growth turned the corner.

No one likes doing fractions

The above story points to changes in job listings as the ap-
propriate signal of labour trends. But it also supports the
idea that the unemployment rate captures the dynamics bet-
ter than absolute job gains (recall first chart), because the
phenomenon described above involves both a jobs effect
and a participation effect: the unemployment rate captures
this, but employment gains alone cannot. Finally, as flows
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2.The ABS’labour force series is a repeat sample of households that runs for eight months. The
gross flows data are not seasonally adjusted, though that cannot explain the persistence of the
bench players’ contribution over amulti-year period.
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Could immigration be the key?

Analternative external factor isimmigration, which is becom-
ing an increasingly important factor in the Australian labour
market. Inclusion in the labour survey is determined by the
random sampling of households, which is in principle inclu-
sive of all migrants no matter how recent. Employment gains
within this group could therefore turn up in the jobs numbers
straight away, but this of itself cannot explain the phenom-
enon present in the flows data, unless new migrants feel com-
pelled (moreso than existing residents) to claim they are not
job seekers until they secure a job. Interestingly, the more
likely scenario—where new immigrants declare themselves in
the labour force, then get a job—actually puts more upward
pressure on the participation rate than would the return of a
discouraged worker: new immigrants are counted in the
labour force, but inclusion in the resident population takes up
to 18 months in order to confirm permanency.

into employment of the kind mentioned here continue to ac-
crue, the implications for the unemployment rate are worth
noting. The unemployment rate is expressed as the ratio of
the unemployed to the size of the labour force. An unem-
ployed individual who gets a job triggers a decrease in the
numerator of this equation, but leaves the denominator un-
changed, since they were counted in the labour force before
and after. For a member of the shadow inventory, however,
moving into employment leaves the numerator unchanged,
and increases the denominator, since they simultaneously
get a job and enter the workforce. The arithmetic guarantees
that employment generated through the latter channel re-
sults in a smaller reduction in the unemployment rate than
through the former. Our forecasts have for some time em-
phasized that, because of elevated participation, employ-
ment gains can remain solid without forcing a large reduc-
tion in the unemployment rate. We usually phrase this in
terms of high net immigration (see box), but the arguments
presented here suggest another channel.
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» Budget benefitsfrom higher commaodity prices
* RBAminutesto offer more colour on inflation picture

e Consumer confidence bouncesback

The economic data flow in Australia last week generally sur-
prised on the upside, with home loans and consumer confi-
dence numbers printing above expectations. At the margin,
the news lowered the hurdle for a further hike to the official
cash rate in August. Indeed, with the economy growing
around trend and doing so with little spare capacity, we
maintain that this tightening cycle has some way to run.

Inflation outlook a concern for RBA

The RBA on Tuesday will release the minutes from its July
Board meeting, at which officials elected to leave the cash
rate steady for the second straight month. The statement
that accompanied the decision two weeks ago was bal-
anced, with the strength of domestic economic conditions
seeming to offset the impact of some weakness offshore.
We did, however, detect a subtle shift toward a slightly
more upbeat tone on domestic conditions. The minutes will,
therefore, provide more colour on the RBA’s assessment of
the domestic economy, with respect to the terms of trade
and investment outlook, in particular.

Of interest will be the extent of the RBA Board’s discussion
on the inflation outlook. In the statement two weeks ago,
the RBA sent a veiled warning for the market not to read too
much into what seems increasingly likely to be a high head-
line print later this month. The commentary made explicit
mention of the boost to inflation from the abrupt rise in to-
bacco taxes back in April, and from higher regulated utility
prices. In other words, a high headline print alone would not
be sufficient to trigger an August hike.

We also acknowledge that any deepening of anxiety about
the global economic and financial outlook could see the
RBA extend the policy pause. That said, we believe neither
of these roadblocks will be sufficient to ward off mounting
inflationary concerns. We maintain our forecast that the
RBA will deliver a further 25bp rate increase next month,
since delaying further hikes could result in officials ulti-
mately having to deliver more austerity than would have
been the case had they acted more assertively this year.

New parameters lift Budget bottom line

The Australian Treasurer last week released updated Com-
monwealth Budget figures. Swan generally had good news
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to announce. The Treasury now forecasts that the budget
deficits over the next two years will be slightly smaller than
was the case when the Budget was released in May. For
2010-11, the government’s forecast now is for a deficit of
A$40.4 billion, down marginally from the A$40.8 billion fore-
cast previously. For 2011-12, the forecast is for a shortfall of
A$10billion, down from A$13billion. As before, the official
forecast is that the Budget will be back in surplus in 2012-
13, but the projected buffer now is slightly larger at A$3.1
billion (previously A$1.0billion).

The better bottom line is despite the government conceding
ground to the mining companies on the contentious re-
sources tax, which kicksinfrommid-2012. The
government’s original projection was that the new tax
would raise A$12 billion over the forward estimate period.
Now, despite a 30% headline tax rate instead of the pro-
posed 40%, and other concessions on the way the tax
works, the updated Budget projects revenue only A$1.5 bil-
lion lower than before. The government closed the revenue
gap by assuming faster nominal GDP growth, partly owing
to higher commaodity prices. Indeed, all of the small boost to
the fiscal bottom line was from parameter changes. The offi-
cial forecast now is that the economy will grow 3% in real
termsin 2010-11, but nominal GDP should grow 9.25%.

JPMorgan
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On inflation, back in May, the Budget forecast stable infla-
tion at 2.5%. This looked unrealistic given the Budget’s
other assumptions of firm economic growth, full employ-
ment, lower unemployment, and rising commaodity prices.
Even the Reserve Bank’s inflation projections were higher.
Now, the Treasury forecasts inflation at 2.75% this year and
next, but 2.5% thereafter. These are below J.P. Morgan’s fore-
cast, but look more plausible than before.

2Q bumper quarter for terms of trade

The June quarter saw the transition to new pricing arrange-
ments for two of Australia’s key exports: coal and iron ore.
Prices for these key commodities now will be settled quar-
terly, reflecting spot pricing over the previous quarter. El-
evated prices from 1Q will, therefore, pass through to a
huge boost for export prices in 2Q, which we have already
witnessed in the monthly trade data. Export prices should
have risen 15.5%q/q, while a modest 0.4% fall in import
prices, owing to stronger AUD in trade-weighted terms, will
also have strengthened the terms of trade, which likely rose
16% over the quarter.

New home loans growing, but only slowly

The number of homes loans issued rose in May for the first
time in eight months. Home loan commitments were up
1.9%m/m (J.P. Morgan: 1.5%; consensus: 0.0%), a sharp
contrast to the average fall of 4.1% recorded in the previous
seven months. The improvement will be short-lived, how-
ever. There remain significant drags on loan demand,
namely higher interest rates, rising risk-aversion in financial
markets, deteriorating home affordability, falling consumer
confidence, and the expiration of the expanded portion of
the first-home buyers’ (FHBs) boost.

The average loan size across all groups fell 1.3%m/m in
May. As we have highlighted previously, we believe that
average loan sizes are an important indicator of willingness
to pay, such that outright declines in this series suggest
underlying loan demand remains depressed. In particular,
interest rates have now reached a level that is causing mort-
gage pain in key demographics. In May, the Westpac-
Melbourne Institute (WMI) reported an 8%m/m drop in con-
fidence among people with a mortgage, following the RBA’s
most recent rate hike earlier that month, significantly more
than the average 2% drop following the previous five hikes.

FHBs continued to shy away from home loan commitments
in May, as expected. This downtrend has continued since
the expanded grant ended on December 31, and since price
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Australia: terms of trade and the government budget balance
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caps on the original grant became effective on January 1.
FHBs accounted for just 16.1% of all loans issued, down
from a peak of 29% in May last year. Investors, though,
continued to increase their participation in the market. In-
vestors accounted for 36% of all loans issued in May, a six-
year high, and up considerably from 27% since early 2009.

Conditions ripe for bounce in confidence

Consumer confidence spiked in July, marking the largest
rise in 13 months. The WMI consumer confidence index
jumped 11.1%m/m (J.P. Morgan: 7.0%; no consensus) to
113.1, holding north of the key index level of 100, which in-
dicates that optimists outweigh pessimists for the thirteenth
straight month.

The fact that the dispute over the controversial mining tax
has been largely settled was the main reason for the jump in
confidence. Back in June, optimists only narrowly outnum-
bered pessimists due to the confusion surrounding the pro-
posed resource “super” profits tax (RSPT). The WMI index
fell 5.6%m/m, with the items most recalled by respondents
relating to the “Budget and Tax” category. More than half
of survey respondents (55%) recalled these items, the high-
est proportion since the introduction of the GST, with a
clear majority viewing them unfavourably. Since the June
WMI survey, however, the government has reached agree-
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* Inflationmild.......for now
* Nopre-GST front-loading evidentin May retail sales

» Housing market facing headwinds

As in Australia, the inflation outlook in New Zealand ap-
pears to be inconsistent with the current monetary policy
settings. We expect the RBNZ to hike the OCR a further
100bp in 2H, owing to the deterioting medium-term inflation
outlook and the threat of rising inflation expectations.

NZ CPlin line with target, but not for long

Headline inflation continued to hover around the middle of
the RBNZ’s 1%-3% target range in the June quarter, al-
though this precedes what we expect will be a series of el-
evated inflation prints over the coming year. Consumer
prices increased 1.8%oya in 2Q (J.P. Morgan and consen-
sus: 1.9%), compared to 2.0% in the previous quarter, mark-
ing the fifth straight quarter that headline CPI has remained
within the Bank’s target.

Headline inflation, though, will rise significantly in 2H. In
the current quarter, changes to the ETS (effective July 1)
have pushed prices of fuel and electricity higher. A rise in
accident compensation levies for motor vehicles and a rise
in insurance premia owing to changes to the taxation of in-
surance companies also have added upward pressure on
prices. In the December quarter, the government will in-
crease the goods and services tax (GST) to 15% from 12.5%
(effective October 1), which will add around 2%-points to
headline CPI. As a result, we forecast headline inflation at
an elevated 4.6% in 4Q, but the risks are skewed to a much
higher print if inflation expectations do not remain an-
chored. Indeed, these two policy changes should have only
a one-off impact on prices, but given that they are coming
into effect within months of each other, the real risk is that
inflation expectations rise.

The medium-term inflation outlook, particularly the expected
rise in underlying inflation, reaffirms our view that the
RBNZ will need to tighten monetary policy further. We ex-
pect that Governor Bollard will hike the cash rate four more
times this year, provided that economic and financial market
developments evolve as expected. We forecast an OCR of
3.75% by year-end.

Retail sales disappointed ahead of GST
Retail sales were softer than expected in May. Retail sales

Australia and New Zealand - Weekly Prospects

New Zealand: nontradable CPI and GDP
%o0ya %oya, 4 gtr lead
Nontradable CPI

New Zealand: consumer confidence and retail sales volumes

Index ) %/
Retail sales
140 - —_— -4
130 4
- 2
120 4
110 4 - 0
100 4 )
Consumer confidence L 2
90
80 T L} L L} L} L} L} L} L} L) L) L) L) L) L) 4

were up just 0.4% over the month (J.P. Morgan: 0.8%; con-
sensus: 0.5%), after falling 0.3% in April. The details of the
data were weak. Total retail sales excluding autos were
down 0.2%oya, marking the first decline in this series that
we have on record dating back to mid-1995. Indeed, underly-
ing spending was subdued, with core retailing (which ex-
cludes vehicle-related industries) falling for the third month
this year (down 0.2%m/m). We thought that there would be
some “bring forward” of spending after the government an-
nounced that the GST would rise, but this was not evident
in the May data. The government confirmed in the Budget
in May that it would hike the GST from 12.5% to 15% on
October 1.

The incentive for consumers to bring forward spending in
coming months notwithstanding, consumption likely will be
subdued after the introduction of the GST, as households
undertake a period of consolidation. RBNZ Governor Alan
Bollard believes that households have acknowledged their
overexposure to property and are “prepared to constrain
consumption to improve their savings.” Thus, barring the
next few months, we expect a sustained period of sub-trend
growth in household consumption.
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Housing market activity cooling

According to the REINZ, house prices in New Zealand rose
for the first time in three months in June. The median house

price increased 0.6%m/m last monthto NZ$352,500. Over

the year, however, house prices were up just 3.7%, the
slowest annual pace in 12 months; house sales were down

24.3%, marking the largest fall since the start of 2009; and

the number of days taken to sell a house rose to 45 from 43,
having been just 33 days six months earlier.

Recent changes to the way property is taxed, announced by
the government in May, will dampen housing market activ-
ity further. The Budget included measures to prevent prop-

erty investors from offsetting their losses against income
and other taxes. From April 2011, property investors that

rely on claiming depreciation to offset their rental property

income also will be negatively impacted. Tax rules for in-
vestment property will be tightened, with the tax deprecia-

tion rate to be lowered to zero for all buildings with an esti-

mated useful life of 50 years or more.

Datareleases and forecasts

Week of July 19 - 23

Wed Visitor arrivals

Jul 21 Nsa

10:45am Mar
Total (%m/m) 0.8

Apr

-1.8

May

1.0

Jun
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Wed Net permanent immigration

Jul 21 Not seasonally adjusted

10:45am Mar
Monthly (000s) -0.3
12-month sum (000s) 21.0

Wed Credit card spending

Jul 21 % change

3:00pm Mar
%oya 5.2

Apr

-0.6
20.0

Apr

0.7

JPMorgan
May Jun
0.3 _
18.0 _
May Jun
3.4 2.0

We expect a more modest 2%oya rise in credit card

spending in June. This would imply relatively firm retail

sales growth in the June month, supporting our view
that consumers are “bringing forward” spending ahead

of the GST-hike later this year.

Review of past week’s data

QVNZ house prices
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(%oya) 6.1
Retail trade
Mar
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Manufacturing downshiftsabruptly at midyear; Emerg-
ing Asia to slow

Upturnin private demand intact but facing financial mar-
ketheadwinds

Revisingdown US and Chinese growth

Stresstest success to be judged by whether bank funding
pressuresabate

Stress tests

The results of the European bank stress tests will be pub-
lished this week, but a much bigger stress test is also taking
place. The loss of global growth momentum at the end of
the second quarter is greater than we had anticipated, led
by the US and Chinese economies. What’s more, early read-
ings from US July surveys have been weak. In response to
these developments, we have lowered forecasts for US GDP
growth this year by a percentage point to 2.6% (Q4/Q4). We
have made a similar adjustment in China where we are now
expecting growth to proceed at about an 8% pace. Even
with these adjustments, the global economy is expected to
maintain growth close to trend in the coming quarters. How-
ever, these forecasts embed the key judgment that the
forces producing slower growth do not stall the move to-
ward improving demand and hiring in the private sector.

As we assess this view, the downshift in global manufactur-
ing is not, by itself, seen as a challenge to this view. We
have highlighted that this is a regular feature of the early
stage of economic expansions, reflecting the end of a phase
in which production lifts rapidly to align itself with levels of
final demand. With the lift in this cycle proving unusually
strong—global manufacturing output has risen by more
than 12% from its recession low—a phase of sharp slowing
in activity growth was expected to take hold around mid-
year. We have projected a smooth adjustment toward a 5%
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pace of increase during 2H10, but recognize this adjustment
could take place more abruptly and even produce a period
of subpar output gains in the midst of an otherwise healthy
economic expansion. Indeed, US experience shows a marked
deceleration in manufacturing activity—as gauged by the
ISM—12 months into a recovery, on average, even as initial
claims maintain their general trend downward.

The latest data suggests that we may indeed be moving
onto a more abrupt adjustment path. Global production
growth appears to have slowed sharply in June, and US re-
gional manufacturing surveys moved lower into July. This
week’s release of the Euro area July PMI survey and June
activity indicators in Asia will help in gauging the contours
of this downshift. However, with the US and China at the
leading edge of the manufacturing sector downshift, one
component of our forecast seems increasingly likely. The
currently high-flying economies of Emerging Asia are set to
slow sharply. EM Asia excluding China has grown at about
a 10% pace during the past year, having reaped large ben-
efits from the global industry upturn. In the face of a sharp
moderation of global manufacturing output growth that is
likely to range between 5 and 8%-pts, it is reasonable to
anticipate that Asia will experience the sharpest downshift
in growth momentum in the coming months.

There is no inventory overhang in the global economy that
would produce a sustained industrial sector drag on growth.
Where data are available, inventories continue to grow more
slowly than final demand. Moreover, our global inventory
change proxy only moved into a region of outright growth in
1Q10. Consequently, it is the trajectory of final demand that
will tell the tale on where the global expansion is heading. On
this front, the June retail sales readings showed China and
US (core) sales rising in line with our expectations. However,
the profile of US spending was revised lower and consumer
confidence slumped in early July. As long as firms continue

Consumer confidence, dev mkt
Std dev from avg (July is partly forecasted)
2 -
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Average ISM-manufacturing and initial claims during US recoveries
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to shift away from a defensive posture and labour income
continues to grow solidly, the recent softness in final demand
growth will prove temporary. This should leave eyes focused
on upcoming demand and labour indicators as we move
through the current quarter.

Much depends on monetary transmission

With fiscal policy turning from a support to a drag and mon-
etary policy already near record levels of support, the re-
maining channel for stimulus is through the transmission of
monetary accommodation to financial markets and more
broadly to business and household spending behaviour. It
is partly in recognition that this transmission mechanism is
coming under renewed stress that we have marked down
our growth outlook in recent weeks. Notably however, the
rising pessimism spreading through markets has been more
measured among monetary authorities.

The FOMC only modestly marked down its 2010 growth
forecast in its June meeting minutes and maintained the
same qualitative outlook for a “continued, moderate recov-
ery.” The committee went on to judge that the minor fore-
cast changes were “not warranting policy accommodation
beyond that already in place.” In a somewhat more dovish
tone, the committee did express a sense of increased down-
side risk and noted that, in addition to planning for an exit
strategy, some contingency planning for more stimulus
would also be prudent. In contrast to the FOMC, the Bank
of Japan raised its 2010 growth outlook at last week’s policy
meeting in response to growing global tech demand along
with the rising corporate sentiment and profit outlook in the
June Tankan report.

Outside the major developed economies, monetary policy
normalization has already begun in a number of central
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banks. Since the start of the year, 13 of the 32 central banks
tracked by J.P. Morgan have already hiked. Of these, 11 will
continue hiking in 2H10 while four additional will initiate a
rate hiking cycle. Two of these early movers will be on dis-
play this week. Responding to robust improvements in
labour markets and solid domestic demand growth, the Bank
of Canada is widely expected to hike 25bp. Similarly, strong
domestic demand along with very easy credit conditions in
Brazil will lead the COPOM to hike 75bp.

A stressful test for EMU banks

Although this week’s flash PMI for July will be important
for tracking EMU activity in the current quarter, the publica-
tion of the EU bank stress test will be the main event. The
motivation behind the bank stress tests is simple: with in-
vestors worried about bank capitalizations, the provision of
more information about bank performance under various
downside scenarios, along with a clear plan of how recapi-
talization would take place if needed, is designed to ease
those concerns. The key to success is thus clear: a set of
scenarios that are realistic in the eyes of investors, and a
road map for increasing capital as needed.

Achieving these outcomes is easier said than done. Critical
in the scenarios is the treatment of sovereign risk. Although
the tests will include a markdown of the value of govern-
ment debt, three uncertainties remain: 1) the extent of the
assumed decline in government bond prices, 2) the extent to
which this is judged to be temporary (a move in risk premia)
or permanent (a debt restructuring), and 3) the extent to
which collateral damage to the real economy is acknowl-
edged. At this stage, it looks like the sovereign stress test
will assume only a modest decline in bond prices that are
judged to be temporary and which have only a moderate
impact on the real economy.

Should recapitalization be needed, most sovereigns will be
able to finance this on their own. Alternatively, outside fi-
nancing will be available through the European Financial
Stability Facility (the SPV of the European Stabilization
Mechanism). However, the details of how this would work
are not clear. Given the IMF’s involvement, it would likely
require a high degree of conditionality.

If the bank stress tests have an impact on funding pressure,
it will influence the macro outlook. Banks are able to fund
themselves via the ECB, but a shortening of the maturity of
liabilities could lead to some deleveraging on the asset side.
Our growth outlook is conditioned on the level of funding

stress remaining steady. To the extent that funding pres-
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China composite PMI and real GDP
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sures ease, which would show up as a decline in excess re-
serves, the growth outlook would be a little brighter.

China downshifts into midyear

China’s GDP growth slowed significantly to 7.2% annual-
ized (10.3%o0ya) from 10.8% in 1Q. This slowdown is most
visible in the manufacturing sector, which showed gains
averaging just 0.4%m/min 2Q, including a contraction in
June. The composite PMI also has been moving down quite
swiftly of late. The explanation is apparently a deceleration
in investment, since net trade and consumption advanced
strongly in 2Q, including solid increases in June, based on
merchandise trade and retail sales data. The exact mix of the
investment slowdown is unclear, however. It is widely be-
lieved that fixed investment is slowing as a result of previ-
ous policy tightening and other administrative measures,
and the slowdown in bank lending certainly points in this
direction. That said, official data on fixed asset investment
do not point to a sudden deceleration in 2Q. An additional
possibility is that China is undergoing an inventory correc-
tion. With the global growth forecast having been marked
down and additional slowing in investment still likely, we
marked down the 2H GDP growth forecast by almost 1%-pt
to 8.4%. Along with the growth revision, we trimmed our
2010 inflation forecast to 2.8%oya (49/4q), and now see the
PBOC policy rate unchanged until 4Q10 or later.
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Japanese election to affect policy

The ruling parties in Japan suffered defeat in the Upper
House election, leaving a hung parliament that will make it
difficult for the DPJ to pass legislation. Although political
uncertainty remains high, Sunday’s election has several
concrete implications for policy. Since it is widely believed
that Prime Minister Kan’s handling of the consumption tax
played an important role in the election outcome, this issue
is likely to be tabled until after the general election is held in
2013. As aresult, Japan’s fiscal position is likely to be
worse than previously expected. In addition, political pres-
sure on the BoJ looks likely to increase. The Your Party,
which performed well in the election, plans to submit legisla-
tion that would impose an inflation target on the BoJ and
hold the central bank accountable for achieving this target.

CEEMEA fiscal goulash

Fiscal performance this year has varied among CEEMEA
countries. In Poland, stronger economic growth should re-
sult in significant outperformance of the fiscal target. Yet, a
spending overshoot at the local government level is likely
to erase most of the revenue gains, while the government
has also been hesitant to reduce the structural deficit ahead
of the parliamentary elections next year. In Hungary, the
government has approved a series of tightening measures,
including a hefty tax on banks and public sector wage cuts
to ensure that the deficit does not overshoot the target set
with multilateral creditors. By contrast, Romania’s failure to
emerge from recession and the consequent deterioration in
the fiscal situation has led the IMF to request further action
to cut the deficit.

With its primary surplus running well above the official tar-
get, Turkey stands out. The weakening in growth prospects
could lead to some worsening in fiscal performance in 2H,
but the performance achieved so far this year has created a
strong buffer. In Russia, the year-to-date budget deficit is
on track to come in well under forecast for 2010. Similarly,
strong fiscal performance suggests a sizable fall in the bud-
get deficit in South Africa.

JPMorgan
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Trading the range in risk

» Economics: Global growth forecasts have been trimmed by
0.1% for 2010 and 2011.

» Asset allocation: We are overall flat on risky assets,
overweight credit versus equities and EM versus DM, and
are long carry.

 Fixed income: Central bank tightening looks increasingly
remote. Add carry trades.

» Equities: Near-term risks are skewed to downside given
negative momentum. Within EM, we downgrade both
South Africa and Mexico from overweight to neutral, and
upgrade ASEAN to overweight.

 Credit: We favour US and EM corporates versus those of
Europe.

* FX:Move EUR longs from JPY to USD.

» Commodities: Underweight industrial metals on slower
manufacturing growth.

Risky markets—equities, credit, commodities, EM, and non-
core European sovereigns—rallied early last week, but fell
again Friday to be on net largely unchanged. The impact of
strong US earnings reports is being offset by weaker global
economic activity data.

In effect, risky markets remain within their two-month range
and are today no higher that the levels reached last fall. Our
best guess is that risk markets are set to stay within their 2-
month ranges, even as we maintain bullish longer-term fore-
casts. Our investment strategy is neutral overall risky as-
sets, and aims to exploit relative value and momentum
across and within asset assets. As common themes, we are
long EM versus DM risk, credit versus equity risk, and
long positive carry positions.

During the 13-month rally in risky markets—from March last
year through April of this year—we chose to look through
infrequent corrections as we judged there was strong funda-
mental growth momentum. That is, over this period, analysts
were steadily raising growth forecasts for economies and
earnings. In May, we chose to stay long risk as we saw con-
sensus forecasts still edging up. That did not last, though.
Second-quarter activity data in many countries have been
disappointing, and are now inducing economists to trim
growth forecasts. Our global GDP forecast for this year is
down 0.2% from its peak (chart). This week, we also low-
ered 2011 by 0.1%-pt. Equity analysts have also begun to
shave their profit forecasts with consensus EPS projections

Australia and New Zealand - Weekly Prospects

2010 global GDP growth forecasts: J.P. Morgan versus consensus
%

3.5 1
J.P. Morgan

3.0 1

2.5
Consensus

2.0 1

15 L} L} L) L) L) L)
Jan 09 Apr 09 Jul 09 Oct 09 Jan 10 Apr 10 Jul 10

for MSCI AC World down 1.4% and 2.2% for 2010 and 2011,
respectively, since April.

These lowered projections bring forecasts to levels that are
still very supportive to risky asset prices. The level of the
projections is not the problem. The change is the problem,
as history shows that once we start cutting forecasts, odds
are that we keep doing this again and again. This risk de-
pends very much, though, on what is pushing activity num-
bers down. And this is where things become murky. It is
possible that consumers and companies are turning more
cautious in anticipation of dramatic global fiscal tightening
over the next few years. But it is equally possible that we
are just observing a natural inventory-driven downshift in
industry that will be offset in one to two quarters by stron-
ger final demand growth. Without a clear smoking gun on
the downshift in growth, we prefer not to express a strong
view and keep macro risk light.

The bullish case for risky markets must rest squarely on
value, or the prevalence of high risk premia relative to
zero-return cash. Risk premia can only remain this high if
risk perceptions stay elevated, inducing investors to remain
heavily invested in cash. Our strong impression is that near-
term uncertainty, through year-end, is falling steadily as
monetary policy in most countries is squarely on hold, US
bank reform is out of the way, and funding pressures on
non-core Euro governments are softening. But farther out,
uncertainty—the endgame question on public debtand cen-
tral bank balance sheets—is not fading. Investors are start-
ing to consider more seriously the risk that Europe and the
US follow Japan into a debilitating deflation, even as they
accept that policymakers will do the unthinkable to prevent
this. The record wide gap between short- and long-term im-
plied equity vol bears witness to this divergence in uncer-
tainty. For our purposes, high long-term uncertainty now
seems likely to keep investors from equity markets, despite
strong earnings.

How should active investors position in range trading mar-

JPMorgan
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kets? If we knew the tops and bottoms of these ranges,
then we just buy low and sell high. But we do not have clear
value signals to clearly define the ranges. Hence, we focus
instead on relative value and momentum across and within
asset classes. We are bullish EM in each class on flow mo-
mentum and their better debt, deflation, and demographic
fundamentals. Wariness about high equity volatility and
deflation risk will likely support strong flows into fixed in-
come. And these flows clearly favour credit over equity
risk. But the sticker shock of record low yields will likely
push investors into better yield bonds and positive carry
positions. We except non-core European bonds from this
recommendation given the remaining overhang of holdings
here by global bond managers.

Fixed income

Bonds rosesslightly, boosted by weaker datain the US and
China. EM bonds kept pace with DM, while Euro area pe-
ripherals outperformed the core slightly.

Disappointing US data prompted us to reduce our GDP
growth forecast. Meanwhile, the Fed pared its inflation fore-
casts, and core inflation printed below 1% in the US and the
Euroarea. The strengthening themes of aslowing economy
and continued disinflation should keep G-4 central bankson
hold for longer, and bolster bonds. We thus go long duration
in Europe, where we expect much of the recent rise in money
markets rates—sparked by the expiry of the ECB’s one-year
lending to banks—to be reversed.

The prospect of central banks on perma-hold is likely to
keep bond volatility subdued. Indeed, implied volatility is
already below its long-term average, unlike equity volatility.
Diminished volatility and the meager return on cash favour
carry trades. We expect curves—still historically steep—to
flatten further, with the belly outperforming, as investors
extend duration. And we stay long EM bonds, which con-
tinue to benefit from robust inflows.

With increasing concerns among both investors and
policymakers that low inflation will become entrenched, our
latest Inflation Expectations Survey includes questions on
inflation and deflation tail risks. We invite you to participate
on http://www.surveymonkey.com/s/inflationsurvey.

Equities

Equities were unchanged last week, as weak economic data
offset better-than-expected earnings reports. What have we
learned so far from the 2Q reporting season? That 70% of
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companies beat revenue bottom-up estimates, and 81% beat
EPS, similar to what we observed over the past four quar-
ters. Revenues are on course to rise by 12% in 2Q (ex-
Financials), the second consecutive quarter of double-digit
growth. Two-thirds of this revenue growth is driven by
Cyclicals and Energy, with diminished contributions from
Defensives (see Q2 10 Preview, Tom Lee, July 15). This
portrays a business sector that benefited from above-trend
global GDP growth in 2Q and was still able to generate ro-
bust revenue growth and margin expansion.

Butfurtheroutinto 2011, profitexpectationsare being
lowered. According to the Blue Chip consensus survey, US
economic profit forecasts for 2011 have been lowered for
two consecutive months to 7.0% oya in July versus 8.1% in
May. Bottom-up estimates for the 2011 EPS of MSCI AC
World have been also drifting lower and are 2.2% below
theirend-April peak.

Negative momentumand bearish technicals (equities re-
main stubbornly below their 200-day moving averages)
point to further downside for the near term. We stay under-
weight in small caps and in sectors that are most sensitive
to the downshifting in global manufacturing, i.e., Industrials
and Materials.

We continue to overweight EM equities. EM economiesare
relative immune from European funding problems and
policymakers have more room for maneuver relative to their
DM counterparts. Within EM, we downgrade both South
Africa and Mexico from overweight to neutral, and upgrade
ASEAN to overweight. Growth momentum appears to be
downshifting into 2H in South Africa and Mexico but re-
mains strong for the ASEAN region (se EM Equity Strat-
egy, Adrian Mowat, July 15).

Credit

A key event last week was the passage of the US Financial
reform bill. The bill will alter how investors trade credit de-
rivatives. Most CDS will now need to clear through a clear-
inghouse, and they will be traded on an exchange or ex-
ecuted through a swap execution facility. For non-cleared
trades, investors can request collateral segregation. FDIC
insured banks will be required to spin off the trading of cer-
tain credit derivatives such as HY and ABS CDS to a sepa-
rately capitalized entity. For more details, see Financial Re-
form: Impact on CDS, Eric Beinstein.

US credit demand remains strong as we saw decent inflows

into HY funds, very strong inflows into US HG bond funds,
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and higher primary issuance in both HG and HY corporate
bonds. Although US HG spreads of 172bp are above our
year-end target of 150bp, we stay neutral vs. USTs as eco-
nomic data weaken and the current yield is not particularly
attractive. The rally in USTs has helped push the US HG
yield to a new cycle low of 4.68% last week.

Comparing corporate bonds across regions, we favour US
and EM versus Europe. The European sovereign debt crisis
continues to put pressure on the region and term funding
markets in peripheral countries remain impaired. With some
European sovereign debt yielding 5%-10%, demand for Eu-
ropean corporates is weak. In May, European HG bond
funds saw the first outflow since November 2008.

Within EM corporates, we stay relatively defensive and
overweight HG and higher-quality HY EM corporate bonds
until momentum clearly turns and flows into EM strengthen.
We prefer Latin American issues given the region’s strong
growth and fundamentals, and the better trends in ratings
and defaults versus other regions.

Foreign exchange

FX markets came back to life last week with a number of
competing influences serving to weaken the debilitating
influence of risk markets of recent months. Commodity cur-
rencies remain largely subservient to the weekly vagaries of
stock markets but for most other currencies the correlations
are falling, and in some cases quite sharply, most noticeably
EUR, GBP,and JPY. Theeuroshortsqueezeisset to con-
tinue as sovereign concerns recede and bank stress tests
are unlikely to prove a game-changer.

What is driving this return to a more independent FX market?
A quick summary would be to say a lessening of euro tail risks
and an intensification of the independent, albeit more tradi-
tional macroeconomic, risks to the US dollar, as evidence cu-
mulates of weaker US growth and a Fed that is digging in for
the long haul. The market arguably finds itself having to re-
think the dominant paradigm of the last six months. In short, it
may be using the wrong funding currency, which at a minimum
supports further short-covering in the euro.

We stay long EUR but rotate from EUR/JPY to long EUR/
USD, keeping long EUR/GBP. We are short EUR/CHF and
USD/CAD in options, short USD/INR in cash.
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Ten-year Government bond yields

Current Sep 10 Dec 10 Mar 11 Jun 11
United States 293 345 3.85 4.15 4.50
Euro area 2.61 2.90 3.15 3.25 3.35
United Kingdom 883 BI55 3.90 4.10 4.25
Japan 1.09 1.30 1.40 1.50 1.55
GBI-EM 6.73 7.90
Credit markets

Current YTD Return

US high grade (bp over UST) 172 6.7%
Euro high grade (bp over Euro gov) 196 3.0%
USD high yield (bp vs. UST) 700 6.6%
Euro high yield (bp over Euro gov) 720 5.3%
EMBIG (bp vs. UST) 336 7.3%
EM Corporates (bp vs. UST) 368 7.4%
Foreign exchange

Current Sep 10 Dec 10 Mar 11 Jun 11
EUR/USD 1.29 1.25 1.25 1.25 1.25
USDIIPY 86.7 90 93 93 93
GBP/USD 153 1.47 1.44 1.42 1.42
Commodities - quarterly average

Current 10Q3 10Q4 11Q1 11Q2
WTI ($/bbl) 76 85 85 90 85
Gold ($/0z) 1190 1250 1275 1250 1250
Copper($/m ton) 6662 6500 6750 6750 7000
Corn ($/Bu) 4.07 3.90 3.80 4.00 4.20

Source: J.P. Morgan, Bloomberg, Datastream

Commodities

Industrial metals were down 3% last week. Weaker eco-
nomic activity data provided further evidence of the slow-
down in global growth, pushing both metals and oil lower.
We expect commaodities to move broadly in a range over the
summer but underweight industrial metals against the
GSClI as the slowdown in manufacturing growth should con-
tinue to put pressure on base metal prices.

Gold has come down over the last few weeks on falling
long-term inflation expectations, as evidenced by lower
breakevenrates. We moved from long to neutral Gold last
week, and remain so, as the impact of further drops in infla-
tion fears could easily offset strong demand by central
banks. Agriculture was up 4% last week as inventory data
continued to come in weaker than expected and worsening
weather conditions are threatening supply in the key grain
producing countries. We overweight agriculture as it is
less likely to be affected by the economic slowdown and in
our opinion, risks to supply remain elevated.
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» Economicdatadisappointmentsinthe USand Chinahave
elevated downside risksto the global economic recovery,
undercutting high-beta FX.

» AUDandNZzZD haveastronger commodity-price founda-
tionthan CAD and positionsare light, suggesting that
AUD and NZD will outperformonce double-dip fearssub-
side.

» AUD/USDand NZD/USD arevulnerable tosome
retracement after testing the next line of key resistance
levels; note that both look vulnerable to additional
underperformanceagainstEUR.

» The negative news came thick and fast at the end of last
week: In China, economic activity slowed to a 7.2% annu-
alized clipin 2Q from 10.8% in 1Q. And in the US, down-
wards revisions took the steam out of consumer demand,
while early readings on July business sentiment turned
sharply lower, along with the biggest drop in the Univer-
sity of Michigan’s consumer sentiment since Oct 2008.

» The news triggered another a round of liquidation of cy-
clical exposures, with the G-10 commodity currencies -
AUD, CAD and NZD bearing the brunt of the sell-off.

» The ongoing flurry of downwards forecast revisions likely
has some way to run -- the full retail sales downdraft from
weak US home sales and the impact of tighter financial
conditions (lower equities, wider risk spreads) have not
yet been felt. Thus we recommend defensive positioning
in risk markets. But we still forecast near-trend global
growth led by EM demand, consistent with a stabilization
in risk markets. Against such a backdrop, we expect long
commodity FX positions to perform well over time.

* AUD and NZD should lead the way among the G-10 com-
modity currencies. AUD and NZD commodity prices
have far outpaced Canadian commodities in the cyclical
revival and will continue to support profits, incomes and
domestic demand (Chart 1). Strong demand eventually
will drive more aggressive policy tightening than markets
currently price in both Australia and New Zealand.

» Modest long AUD and NZD positions on the IMM sug-
gest that the scope for an agressive squeeze has dimin-
ished.

Technical analysis

* The late-week reversals for both AUD/USD and NZD/
USD suggest some pullback is likely to develop after ap-
proaching the next line of important resistance levels
amid an overbought setup. In turn, we see an important
test for both as the quality of any additional retracement
from here will define whether a deeper upside retracement

JPMorgan
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is underway, or prices are shifting back to the July/June
lows. Note that the underperformance against the Euro-
pean currencies appears set to continue with a number of
crosses positioned for an extension of the advances from
the June lows.

* Note that AUD/USD failed to extend above the key .8860
resistance area and the June highs. Pullbacks should find
support at .8665 and then .8565. While intact, the risks for
additional upside will remain intact.

* For NZD/USD, last week’s rally finally stalled against the
key .7300/.7330 resistance zone and April highs while
suggesting some short term consolidation can develop.
Still, the .7035 level, as well as the key .6975/35 zone will
define whether a more sustained break of the April highs
can develop.
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Real GDP Real GDP Consumer prices
% OVEr 3 yearage % ower previous period, saar %5 OWET 3 YESr 3g0

2008 2010 2011 1010 310 330 4210 101 011 a1 1010 3010 4310 201

The Americas

Urited States 24 284 271 27 214 254 304 25 25 30 24 18 pad 114

Canada 25 35 27 8.1 28 34 32 27 20 24 16 15 18 15

Latin America 28 52 38 432 47 25 40 43 52 17 &.0 BS 70 B9
Argenting 20 B0 40 25 £0 3.0 410 30 40 L0 4.0 9.0 10.0 11.0
Brazi 02 75 40 114 6.0 40 3 38 432 41 45 5.1 53 54
Colombia 08 45 41 53 48 7 410 410 41 L0 2 2.1 33 38
Ecuzdor 04 20 30 13 35 40 45 30 25 25 40 3 39 41
Mesxoo £5 45 35 -1.4 a2 1.2 437 57 748 2.3 44 44 51 45
Peru 09 73 8.0 i3 95 40 45 1] BT iz 0.y 1.0 21 22
Wenszuels -3 A0 10 5B A0 5.0 1.0 1.0 i0 15 274 321 21 321

Asia/Pacific

Japan 53 k1] 22 50 28 25 25 22 20 15 12 14 07 0.1

.1|_

Australia 1.3 28 15 2. 4.1 43 i1 2 42 2 38 i3 6
29 18 0 14 3 20 22 43 53

Mew Zealand -7 28 28 23 248 j

Agia ex.Japan 48 864 TOL 13+ 644 B0OL gFL TAT  T2ZL Tid 43 464 431 40t
China a1 ool 83.L 1084 724 B34 864 95T 91d BT 22 294 284 277t
Hong iong -8 6.6 42 &7 43 4.0 KX a7 43 47 14 2.6 25 22
Indiz 74 a3 85 92 6.1 8.0 a9 a.0 a5 b 153 136 113 101

Indonesia 45 2 3T 54 i 6.0 6.0 35 36 1] 37 5.3 6.3 4%

Korsa 02 59 40 8.3 40 38 38 40 40 45 a7 264 324 354
Malayzia -7 T 48 5.0 40 5.0 50 43 445 45 13 1.7 24 24
Philigpines 11 BB 43 129 38 49 40 45 45 45 43 50 52 49
Sngapore -3 1457 52T 460T 2607 45T 204 26T 614 an T 0.9 34 47 37
Taiwan -8 a2 48 113 a3 5 35 50 53 55 13 0% 20 18
Thailand 22 a5 50 160 20 28 28 6.0 55 40 a7 55 44 30
Africa/Middle East
|erael 07 30 45 33 48 30 30 40 50 55 35 30 30 3z
South Afica -8 a0 35 46 19 28 34 7 1 16 T 48 54 58
Europe
Ewro area 41 13 14 0.8 a0 20 10 10 10 18 11 15 15 08
Germany 45 22 22 0.6 50 3.0 20 20 15 2. 0.3 1.0 12 08
Franice 25 16 14 05 25 20 15 10 10 15 15 18 13 g
Italy -5 12 1.3 1.7 20 20 1.0 10 10 15 13 15 15 1.1
Norway -5 16 24 0.8 20 30 28 20 20 25 25 25 13 10
Sweden 51 a7 2B 59 50 35 28 23 23 2. 1.0 1.0 23 24
Switzedand -5 23 25 16 28 25 23 23 25 28 11 1.1 09 0E
United Kmgdom 448 14 25 137 3 25 25 20 25 30 33 35 25 17
Emerging Europs 49 41 431 24 a4 294 284 3Tl 404 44 &1 54 BV 55
Bulgaria 50 05 40
Czech Reguklic 41 20 32 20 25 25 23 25 30 50 0.7 13 28 27
Hungary £.3 0B 30 36 2 20 1.0 5 25 30 6.0 53 41 33
Poland 15 a2 37 2.0 20 25 25 0 40 40 30 23 25 28
Romania -7 201 151 46 44 8.0 72
Ruesia -8 55 50 22 155 40 40 50 50 45 7.2 58 6.7 70
Turkey 47 59 50 9.3 93 75 8.7
Global 25 4L 30l 16 341 291 231 28 28 30 22 214 18 18
Developed markets S35 24 L 23 25 264 241 231 20 20 24 15 134 10d 10
Emerging marksts 11 68 L 56 L 754 EB14 451 521 33T 604 521 g1 514 521 497
Memao

Global — PPP weighted 0.7 464 40l &0 441 384 391 40 A0 41 3.3 33 3.1 29

Mote: For goms emenging economiss, 2090-2091 quarterly forecasts are nof avallable andlor seasonaly ad|usted GOP dala are esbimated by J.2. Kargan.
Bold denotes changes from laet edition of Global Data Warch, with arrows showing the direction of changss. Underling Indicates beginning of J_P. Morgan forecasts.
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Change from Forecast
Official interest rate Current  Aug '07 (bp) Last change Next meeting next change Sep10 Dec10 Mar1l Junll Sep1l

Global GDP-weighted average 1.35 -332 140 147 151 158 163

excluding US  GDP-weighted average 1.92 -243 201 210 216 227 235
Developed GDP-weighted average 053 -358 055 058 060 065 0.68
Emerging GDP-weighted average 461 -225 481 501 513 531 546

Latin America GDP-weighted average 6.33 -260 690 737 750 764 771

CEEMEA GDP-weighted average 4.05 -281 407 409 411 435 484

EM Asia GDP-weighted average 4.18 -191 430 447 462 480 485
The Americas ~ GDP-weighted average 0.83 -476 093 101 106 111 111
United States ~ Federal funds rate 0.125 -512.5 16 Dec 08 (-87.5bp) 10 Aug10  4Q 11 (+37.5bp) 0125 0125 0125 0125 0.125
Canada Overnight funding rate 0.50 -375 1 Jun 10 (+25bp) 20Jul 10 20 Jul 10 (+25bp) 100 150 200 250 250
Brazil SELIC overnight rate 10.25 -175 9 Jun 10 (+75bp) 21Jul 10 21Jul10 (+75bp) = 1150 1250 1250 1250 1250
Mexico Repo rate 450 270 17 Jul 09 (-25bp) 20 Aug 10 4Q 11 (+25bp) 450 450 450 450 450
Colombia Repo rate 3.00 -600 30 Apr 10 (-50bp) 23Jul 10 1Q 11 (+50bp) 300 300 400 500 550
Peru Reference rate 2.00 -250 8 Jul 10 (+25hbp) 5 Aug 10 9 Sep 10 (+25hp) 225 300 375 450 450
Europe/Africa ~ GDP-weighted average 1.28 -325 129 130 131 139 150
Euro area Refi rate 1.00 -300 7 May 09 (-25bp) 5 Aug 10 On hold 100 100 100 100 1.00
United Kingdom  Repo rate 0.50 -500 5 Mar 09 (-50bp) 5 Aug 10 May 11 (+25bp) 050 050 050 075 1.00
Sweden Repo rate 0.50 -300 1Jul 10 (+25bp) 2Sep 10 2 Sep 10 (+25bp) 075 075 075 100 125
Norway Deposit rate 2.00 -250 5May 10 (+25bp) 11 Aug 10 2Q 11 (+25bp) 200 200 200 225 250
Czech Republic  2-week repo rate 0.75 -200 6 May 10 (-25bp) 5 Aug 10 2Q 11 (+25bp) 075 075 075 100 125
Hungary 2-week deposit rate 5.25 -250 26 Apr 10 (-25bp) 19 Jul 10 3Q 11 (+25bp) 525 525 525 525 550
Israel Base rate 1.50 -250 28 Mar 10 (+25bp) 26 Jul 10 27 Sep 10 (+25bp) 175 200 225 250 3.0
Poland 7-day intervention rate 350 -100 24 Jun 09 (-25bp) 31Jul 10 2Q 11 (+25bp) 350 350 350 375 4.00
Romania Base rate 6.25 -75 4 May 10 (-25bp) 4 Aug 10 3Q 11 (+25bp) 625 625 625 625 650
Russia 1-week deposit rate 2.75 25 31 May 10 (-50bp) Jul 10 2Q 11 (+25bp) 275 275 275 325 375
South Africa Repo rate 6.50 -300 25Mar 10 (-50bp)  22Jul 10 4Q 11 (+50bp) 650 650 650 650 @ 6.50
Switzerland 3-month Swiss Libor 0.25 -225 12 Mar 09 (-25bp) 16 Sep10 16 Dec 10 (+25bp) 025 050 075 100 125
Turkey 1-week repo rate 7.00 -1050 19 Aug 10 Jul 11 (+50bp) 700 700 700 700 825
Asia/Pacific GDP-weighted average 222 -122 229 239 248 258 261
Australia Cash rate 450 -175 4 May 10 (+25bp) 3 Aug 10 3 Aug 10 (+25bp) 475 500 525 550 575
New Zealand ~ Cash rate 2.75 525 10Jun 10 (+25bp) ~ 29Jul10 29 Jul 10 (+25bp) 325 375 425 450 475
Japan Overnight call rate 0.10 43 19 Dec 08 (-20bp) 10 Aug 10 2Q 12 (+15bp) 010 010 010 010 0.0
Hong Kong Discount window hase 0.50 -625 17 Dec08 (-100bp) 11 Aug10  4Q 11 (+37.5bp) 050 050 050 050 0.50
China 1-year working capital 531 -126 22 Dec 08 (-27bp) 3Q10 4Q 10 (+27bp) 531 558 558 58 585
Korea Base rate 225 -225 9 Jul 10 (+25bp) 11 Aug 10 4Q 10 (+25bp) 225 250 275 275 275
Indonesia Bl rate 6.50 -200 5 Aug 09 (-25bp) 4 Aug 10 1Q 11 (+25bp) 650 650 675 7.00 7.0
India Repo rate 5.50 -225 2 Jul 10 (+25bp) 27Jul10 27 Jul 10 (+25bp) 600 6.00 650 675 7.00
Malaysia Overnight policy rate 2.75 -75 8 Jul 10 (+25hp) 2Sep 10 On hold 275 275 275 275 275
Philippines Reverse repo rate 4.00 -350 9 Jul 09 (-25hbp) 26 Aug10 24 Aug 10 (+25bp) 425 425 450 475 500
Thailand 1-day repo rate 1.25 -200 8 Apr 09 (-25bp) 25Aug 10 25 Aug 10 (+25bp) 175 200 200 200 200
Taiwan Official discount rate 1.375 -175 24 Jun 10 (+12.5bp) 3Q10 3Q 10 (+25bp) 1625 1.750 1875 2.000 2.000

Bold denotes move since last GDW and forecast changes. Underline denotes policy meeting during upcoming week.
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Australia: economic projections percentage change over previous period, seasonally adjusted annual rates, un

2009 2010 2011
[2009 ] 2010|2011 | 92 | @3 | 04 | o1 | o2 | 03 | 94 | o1 | 92 | o3 | o4

Chain volume GDP 1.3 2.9 3.5 3.4 1.1 4.5 2.0 2.7 4.1 4.2 3.1 3.2 4.2 2.8

Private consumption 1.6 2.0 2.0 5.1 1.3 3.6 2.3 0.8 0.4 1.6 2.8 2.4 2.4 2.0

Construction investment -0.5 1.5 6.0 -2.8 2.6 1.1 -3.3 4.7 6.2 6.4 5.5 5.0 7.9 7.8

Equipment investment -3.4 8.5 10.0 0.1 -13.1 46.8 -20.9 37.6 12.9 17.5 51 3.4 6.4 8.6

Public investment 4.9 32.3 9.7 13.5 43.6 49.7 55.4 14.7 10.3 10.9 7.1 11.8 7.1 10.1

Government consumption 2.8 3.6 1.7 3.4 5.4 7.5 3.3 0.1 3.9 0.2 0.1 3.7 3.7 0.4

Exports of goods & services 1.4 2.5 4.2 8.4 -6.5 8.3 -2.0 4.1 6.1 4.9 4.1 2.8 4.1 4.1

Imports of goods & services -7.8 10.9 4.1 3.5 18.0 36.6 7.3 0.0 3.2 3.2 4.1 6.1 3.2 8.2
Contributions to GDP growth:

Inventories -0.5 -0.9 -0.6 0.9 2.9 0.7 0.7 -8.1 0.0 -0.1 -0.2 0.1 -0.2 -0.1

Net trade 2.0 -1.7 -0.1 0.9 -4.6 -5.0 -2.0 0.8 0.5 0.2 -0.1 -0.8 0.1 -1.0
GDP deflator (%oya) 0.2 3.1 2.4 0.1 -2.1 -1.5 1.4 4.1 3.7 3.2 2.2 2.4 2.5 2.5
Consumer prices (%oya) 1.8 3.4 4.0 1.5 1.3 2.1 2.9 3.5 3.5 3.8 4.2 4.1 3.9 3.9
Producer prices (%ooya) -5.4 1.6 3.5 -6.4 -7.2 -6.8 -0.2 1.4 1.1 4.0 2.5 3.5 4.0 4.0
Trade balance (A$ bil, sa) -6.8 -18.7 -21.4 -0.9 -4.1 -5.0 -4.0 -4.7 -5.0 -5.0 -5.1 -5.2 -5.1 -6.0
Current account (A$ bil, sa) -51.4 -35.7 -28.8 -12.7 -13.8 -18.5 -16.6 -7.6 -4.9 -6.7 -7.1 -7.0 -7.0 -7.7

as % of GDP -4.1 -2.7 -2.0 -4.1 -4.4 -5.8 -5.1 -2.3 -1.5 -2.0 -2.0 -2.0 -2.0 -2.1
3m eurodeposit rate (%)* 6.0 4.9 5.7 3.5 3.4 4.1 4.2 5.1 5.1 5.3 55 5.8 5.8 5.8
10-year bond yield (%)* 5.6 55 5.9 555 5.1 5.8 5.6 5.5 5.5 5.7 5.8 5.9 5.9 5.9
US$/AS> 0.75 0.90 0.92 0.82 0.88 0.91 0.94 0.84 0.90 0.91 0.92 0.94 0.92 0.90
Commonwealth budget (FY, A$ bil) -27.0 -57.1 -27.0

as % of GDP -2.1 -4.3 -1.9
Unemployment rate 5.6 5.3 4.8 5.7 5.8 5.6 5.3 5.2 5.2 5.1 5.0 4.7 4.7 4.5
Industrial production -7.9 3.3 1.5 4.8 -4.2 22.1 0.2 0.0 -1.0 -2.0 0.0 1.0 2.0 3.0

*All financial variables are period averages

* The Australian economy emerged from the global downturn largely unscathed. Growth probably will be close
to trend in 2010, but above trend in 2011, despite the further withdrawal of policy support.

 Business investment will be down slightly in the year to June, but investment probably will rise close to 20%

in 2010-11, with mining leading the way, particularly with the mining tax road-block being diminished.

» On housing, with the expanded first home owners’ grant now having expired and price caps on the basic grant

in place, house price growth should cool, particularly at the low- and middle-end of the price spectrum.

e Consumer confidence has deteriorated sharply owing mainly to rising mortgage rates. The consumer confi-

dence index has shed 16% since October 2009, when the RBA starting tightening.

» Export volumes have held up owing mainly to firm demand from China, but the terms of trade tumbled. This

decline is reversing, thanks mainly to higher bulk commodity prices; we forecast a 25% rise.

» The RBA was the first central bank in the G20 to tighten policy and has hiked six times since last October. The

Bank since has paused, but we expect a resumption of the tightening cycle in August.

» The newly-installed Prime Minister has called an August 21election. The recent leadership change appears to
be paying off. Since the election was called, the Government has held a commanding lead over the Opposition.
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New Zealand: economic projections percentage change over previous period, seas. adjusted annual rates, unless stated

2009 2010 2011
| 2000 2010|2011 @2 | @3 [ @4 | o1 | 02 | @3 | 94 | o1 | 02 ] o3 | o4
Real GDP (1995-96 prices) -1.7 2.6 2.9 0.3 1.2 3.7 2.3 3.8 2.9 1.9 3.0 3.4 35 25
Private consumption -0.6 2.0 1.4 1.2 3.8 3.2 0.9 1.8 1.9 0.4 1.0 1.0 2.2 35
Fixed Investment -12.5 0.5 4.6 7.1 -10.4 -7.2 3.3 5.3 5.5 5.7 2.2 4.1 6.0 7.3
Residential construction -18.5 3.2 4.7 -8.4 -14.7 20.3 2.2 4.0 4.8 6.0 3.2 4.8 6.0 4.0
Other fixed investment -11.3 -0.1 4.6 10.2 -10 -11.6 3.5 5.6 5.6 5.6 2.0 4.0 6.0 8.0
Inventory change (NZ$ bil, saar) -1.8 0.7 0.4 -1.1 -0.7 0.2 0.1 0.2 0.2 0.2 0.1 0.1 0.1 0.1
Government spending 1.7 3.4 1.9 -3.9 2.6 4.5 6.7 2.4 1.6 2.4 1.6 2.4 2.0 0.4
Exports of goods & services 0.0 5.2 8.6 19.2 0.6 -2.7 5.5 8.0 9.0 8.0 9.0 9.0 8.0 8.0
Imports of goods & services -15.2 8.9 5.8 -11.2 6.3 25.5 7.4 7.0 7.0 6.0 4.0 5.0 7.0 9.0
Contributions to GDP growth:
Domestic final sales -5.0 2.0 2.4 1.4 -1.9 1.1 4.0 2.7 2.7 2.0 2.1 2.1 35 25
Inventories -2.6 1.9 -0.2 -10.2 5.0 11.6 -0.9 0.9 -0.2 -0.6 -0.6 0.1 -0.2 0.5
Net trade 5.9 -1.3 0.8 9.9 -1.8 -8.3 -0.8 0.1 0.4 0.5 1.5 1.2 0.2 -0.5
GDP deflator (%oya) 2.0 2.4 2.2 3.3 2.5 -0.1 1.0 1.9 2.8 3.9 2.8 2.4 1.9 1.6
Consumer prices 2.1 4.6 3.5 2.3 5.3 -0.7 1.5 1.7 3.3 12.1 3.3 2.8 3.9 3.8
%oya 2.1 2.5 4.8 1.9 1.7 2.0 2.0 1.9 1.4 4.5 5.0 5.3 5.5 3.5
Trade balance (NZ$ bil, sa) 2.5 5.7 5.3 0.8 0.7 0.3 0.9 1.6 1.5 1.6 1.5 1.3 1.3 1.2
Current account (NZ$ bil, sa) =5.5 -5.0 -11.9 -0.4 0.1 -2.9 -1.2 -1.3 -1.0 -0.6 -2.1 -5.2 -3.6 -3.5
as % of GDP -3.0 -2.6 -6.0 -0.9 0.1 -6.5 -2.8 -2.1 -1.3 -4.4 -7.3 -7.0 -5.4 -4.2
Yield on 90-day bank bill (%)* 3.0 3.2 4.8 2.8 2.8 2.8 2.7 2.8 3.5 3.8 4.3 4.8 5.0 5.0
10-year bond yield (%)* 5.5 5.7 6.0 5.7 5.7 5.9 5.7 6.0 5.5 5.7 5.8 6.0 6.0 6.0
US$/NZ$* 0.64 0.73 0.75 0.60 0.68 0.73 0.73 0.69 0.73 0.75 0.76 0.77 0.75 0.73
Commonwealth budget (NZ$ bil) -4.0 -7.2 -7.1
as % of GDP -2.2 -3.8 -3.6
Unemployment rate 6.1 6.1 5.4 5.9 6.5 7.1 6.0 6.3 6.3 5.9 5.7 5.4 5.3 5.2

*All financial variables are period averages

» The New Zealand economy expanded at a healthy clip of 0.6%q/q in 1Q. Economic growth should remain
strong in 2Q and 3Q, underpinned by consumer spending, with consumers likely to bring forward spending
ahead of the October 1 GST hike.

 That said, households are set to undergo a period of consolidation. As a result, private consumption will be
sub-trend post GST hike. Furthermore, rising interest rates and more moderate house price growth, should mean
household spending weakens considerably.

» The unemployment rate tumbled to 6% in 1Q (from 7.1%), although is unlikely to fall far below this level in
the near-term. Actual hiring remains well-below long run averages, and with corporate profitability fall in 1Q,
new hiring will likely be postponed.

» The RBNZ hiked the OCR 25bp in June. The accompanying commentary was upbeat and we expect a 25bp
rate hike at each of the remaining four announcements this year, taking the OCR to 3.75% by year end.

» Headline inflation continued to hover around the middle of the RBNZ’s 1%-3% target range in the June quar-
ter, although this precedes what we expect will be a series of elevated inflation prints over the coming year.

» Managing inflation expectations will be a growing challenge for the RBNZ, given the July 1 introduction of
the amended ETS and the GST hike on October 1.
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Monday

19 Jul 20 Jul

26 Jul 27 Jul

Australia:
PPI (11:30 am) 2Q

2 Aug 3 Aug

9 Aug 10 Aug

New Zealand:
QV house prices Jul

Tuesday

Australia and New Zealand - Weekly Prospects

July 19, 2010

Wednesday

21 Jul

Australia:
Westpac leading index
(11:30 am) May

New Zealand:
Visitor arrivals (10:45 am) Jun
Credit card spending (3:00 pm)

Jun 2.0%oya

28 Jul

Australia:
CPI(11:30 am) 2Q

New Zealand:
NBNZ business confidence
(3:00 pm) Jul

4 Aug

New Zealand:
ANZ commodity price (3:00 pm)
Jul

11 Aug

Australia:

NAB business conditions
(11:30 am) Jul

Housing finance (11:30 am) Jun

Thursday

22 Jul

29 Jul

New Zealand:
RBNZ official cash rate Jul
Trade balance (10:45 am) Jun

5Aug

Australia:

ANZ job ads.(11:30 am) Jul

Retail sales (11:30 am) Jun

Retail sales ex inflation

(11:30 am) 2Q

Building approvals (11:30 am) Jun
RBA cash target (2:30 pm) Aug

New Zealand:
Private wages (10:45 am) 2Q

12 Aug

JPMorgan

Friday

23 Jul

Australia:
Export price index (11:30 am)

2Q 6.6%ova
Import price index (11:30 am)

2Q -7.4%oya

30Jul

Australia:
Pvt. Sector credit (11:30 am) Jun

New Zealand:
Building permits (10:45 am) Jun

6 Aug
Australia:

Trade balance (11:30 am) Jun
HPI (11:30 am) 2Q

13 Aug
Australia:

Westpac consumer confidence
(11:30 am) Aug
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Week / Weekend Monday Tuesday Wednesday Thursday Friday
Australia Hungary Belgium Brazil Euro area Belgium
* NAB bus conf (2Q) |+ NBH mtg: no chg « BNB cons conf (Jul) + COPOM mtg: +75bp |« PMI flash (Jul) « BNB bus conf (Jul)
* EC f (Jul
Poland Canada Japan cons conf (Jul) Canada
« IP (Jun) + BoC mtg: +25bp * MPM minutes (Jun) France + CPI (Jun)
; ; * INSEE b f (Jul
United States Netherlands United Kingdom us conf (Jul) Colombia

* NAHB surv (Jun)

Israel
* Bol mtg: no chg

Japan
+ Trade balance (Jun)

Korea

* GDP (2Q)
Poland

* NBP mtg: no chg
Singapore

¢ IP (Jun)

United States
* New home sales (Jun)
+ Dallas Fed surv (Jul)

+ CBS cons conf (Jul)

Taiwan
* Export orders (Jun)

United States
+ Housing starts (Jun)

India
* RBI mtg: +25bp

Netherlands
+ CBS bus conf (Jul)

United States

+ Case-Shiller HPI (May)

+ CB cons conf (Jul)

+ Richmond Fed surv (Jul)

* MPC minutes (Jun)

United States
+ Bernanke testimony

Australia
+ CPI (2Q)

Germany
o CPI (Jul)

Japan
+ Shoko Chukin surv (Jul)

United States
+ Durable goods (Jun)
+ Beige book

Japan
« All sector act index

(May)

South Africa
* SARB mtg: no chg

United Kingdom
¢ Retail sales (Jun)

United States

+ Existing home sales
(Jun)

+ Leading indicators (Jun)

Euro area
» EC bus onf (Jul)

Germany
+ Labor mkt report (Jul)

Japan
+ Retail sales (Jun)

New Zealand
* RBNZ mtg: +25bp

Spain
* HICP (Jul)

United States
* KC Fed surv (Jul)

+ BanRep mtg: no chg

Germany
¢ IFO bus surv (Jul)

Taiwan
o |P (Jun)

United Kingdom
+ GDP (2Q)

Euro area
+ Unemploy rate (Jul)
* HICP (Jul)

Japan

+ Mfg PMI (Jul)

+ Hhold spending,
unemployment rate,
core CPI, IP (Jun)

Korea

¢ IP (Jun)

United Kingdom

* GFK cons conf (Jul)

United States
+ GDP (2Q)

+ Chicago PMI (Jul)
* UM cons conf final (Jul)
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