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o We have revised our interest rate outlook and
now expect one rate hike of 25 basis points, most
likely in July/August. But timing is dependant on
the accumulation of data, and could possibly be as
early as May if the next core CPI is unexpectedly
high

e A host of indicators have been strong since the
start of 2006, most recently the NAB survey for
March. This has led to upward revisions to our
forecasts for GDP and underlying inflation. We
also no longer expect unemployment to rise
materially

e Our interest rate forecast has been revised up
because of these forecast revisions, against a
backdrop of an economy operating at close to
full employment and at historically high rates of
capacity use

Background

NAB has maintained the view from April last year that the
most likely outlook for interest rates was unchanged for the
foreseeable future. This view was predicated on on-going
softness in the economy with sub-3% growth in our
forecasts for 2006. However, in recent months the
economic outlook has changed tangibly for the better.

Recent developments

Stronger growth in domestic demand ahead has been

signaled by the following data:

o NAB surveys for first three months of the year showed
sharply higher Business Confidence and Business
Conditions jumped in March, signaling stronger activity
Importantly, capacity use is only 2% off near record
highs of 83%

e Retail trade in Q1 is running at a quarterly rate of
around 1.8% in nominal terms faster than for the
December quarter, a real rate greater than 1%. Motor
vehicle sales are running at a quarterly rate of 22%

e House prices rose for all capital cities in the December
quarter and the market appears to have turned
upwards late last year and further in early 2006

e Home lending data, a leading indicator for housing
activity, is trending higher. Investment lending is also
improving

e  Unemployment bottomed at 5.0% during June to
August 2005, tracked higher to 5.3% by January but
then dropped back to 5.0% over February and March.
5% is the rate which the RBA has identified as
consistent with full employment in the economy

e Job vacancy data suggests a renewed recruitment
drive on the part of employers. Skilled vacancies,
ANZ’s newspaper ads series and the ABS quarterly
series are all up in the latest readings

e RBA credit measures trended lower after May 2004 but
have since re-accelerated

e Added to the mix are the 9% rise in the Aussie stock
market since the beginning of the year (7.7% since the
RBA February MPS) adding positive wealth effects to
consumption, a 25% rise in industrial metals
commodity prices (14% since the MPS)

Forecast revisions

This strong run of economic data and an improved outlook
has resulted in an upwards revision to our activity forecasts,
which feed through into our outlook for unemployment and
inflation. The results of these revisions are summarized in
the table below.

For the RBA, our changed forecasts suggest that the
balance of risks has changed from neutral on rates to a
situation where the upside risks on core inflation will be
unacceptably high. Hence, we now expect the RBA to
raise rates by 25 bp at some point in the not too distant
future. On the timing, it will be driven by data and most
likely in July or August as the evidence accumulates.
Though it could be as early as May, if the CPI was a
shocker. If the economy continues to surprise on the
upside, two hikes of 25 bp could eventuate by year end.

Table: Revisions to NAB Forecasts

Calendar Year 2006 2007
ann avge % growth old new | old new
Consumption 325 3.5 306 3.25
Domestic Demand 35 4.0 32 3.4
Net exports’ 05 -06| 60 0.1
GDP 27 3.0 33 3.5
Unemployment Rate’ 57 5.1 65 5.2
Core CPI® 27 30 | 27z 27
RBA Cash Target2 686 5675 | &6 575

1. Contribution to growth
2. Year end rate

Alan.Oster@nab.com.au

Jeff.Qughton@nab.com.au

Robert.j.henderson@nab.com.au




Main Offices

Policy Watch

11 April 2006

Sydney

Level 27, 255 George Street, SYDNEY NSW 2000
T +(612) 92951166 F +(612) 9237 1559
Melbourne

Level 32, 500 Bourke Street, MELBOURNE VIC
3000

T +(613)9277 3321 F +(61 3) 96414194

Wellington

BNZ, 1 Wills Street/P.0. Box 2392, WELLINGTON
NZ
T +(644) 4733791 F +(64 4) 474 6266

Research Contacts

London
88 Wood Street, London EC2V 7QQ
T +(44 20) 7710 2100 F +(44 08) 70 2 06302

New York

National Australia Capital Markets LLC

Level 28, 245 Park Avenue, New York, NY 10167
Toll free 877-377-5480 T +1(212) 916 9677

Hong Kong
1 Pacific Place, 88 Queensway, Hong Kong
T +(852) 2822 9801

Singapore

5 Temasek Boulevard #15-01

Suntec City Tower, Singapore 0103 88
T +(65) 63322993 F +(65) 6338 2918

Tokyo

National Australia Capital Markets (Japan) Co.
Mitsui Nigokan, 2-1-1 Nihonbashi-Muromachi
Chuo-ku 103-0022

T +(813) 32705691 F +(813) 32417930

Peter Jolly Head of Research +(612) 9295 1199
Alan Oster Group Chief Economist +(61 3) 8641 3464
Market Strategy

John Kyriakopoulos Currency Strategist +(612) 9295 1199
Credit Research

Michael Bush Head of FI Credit Research +(61 3) 8641 0575
Ken Hanton Financial Institutions +(612) 9237 1405
Economics

Rob Henderson Chief Economist, Markets +(612) 9237 1836
Jeff Oughton Head of Economics — Australia +(61 3) 8641 3469
Tom Taylor Head of Economics - International +(61 3) 8641 3475
Spiros Papadopoulos Senior Economist, Markets +(61 3) 8641 0978
Stephen Toplis (NZ) Head of BNZ Market Economics +(64 4) 474 6905
Craig Ebert (NZ) Senior Markets Economist +(64 4) 474 6799
Dean Ford (N2) Market Economist +(64 4) 474 6923
Tom Vosa (UK) Market Economist +(4420) 7710 1573
Kris Bernie (UK) Dollar Bloc +(44 20) 7710 2910

Important Notices

ANALYST CERTIFICATION: The person or persons named as the author(s) of this report hereby certify that the views expressed in the research report accurately reflect their personal views about the
subject securities and issuers and other subject matters discussed. No part of their compensation was, is, or will be, directly or indirectly, related to the specific recommendations or views expressed in the
research report. Research analysts responsible for this report receive compensation based upon, among other factors, the overall profitability of the Markets Division which is part of the Institutional Markets
& Services division of National Australia Bank Limited, a member of the National Australia Bank Group (the “National”). The views of the author(s) do not necessarily reflect the views of the National and are
subject to change without notice. The National may receive fees for banking services provided to an issuer of securities mentioned in this report. The National, its affiliates and their respective officers, and
employees, including persons involved in the preparation or issuance of this report (subject to the policies of the National), may also from time to time maintain a long or short position in, or purchase or sell a
position in, hold or act as advisors, brokers or commercial bankers in relation to the securities (or related securities and financial instruments), of companies mentioned in this report. The National or its
affiliates may engage in these transactions in a manner that is inconsistent with or contrary to any recommendations made in this report.

AUSTRALIAN DISCLAIMER: So far as the law allows, National Australia Bank Limited ABN 12 004 044 937 ("the National") disclaims any warranty or representations as to the accuracy or reliability of the
information and statements in this document. The National expressly advises that, to the extent permitted by the law of Victoria, Australia, by which law use and all other matters relating to this document are
governed, it shall not be liable in any way whatsoever (whether in negligence or otherwise) for any loss or damage which may be suffered by any person relying upon such information or any opinion,
recommendations or conclusions contained in this document or otherwise arising in connection with the contents of or any omission from this document where the liability is made non-excludable by
legislation. This document has been prepared for dissemination to professional investors. The opinions expressed herein are those of the author and not necessarily those of the National. The information
on which those opinions are based has been gleaned from public sources or provided by the subject on a non-confidential basis. This document does not purport to contain all relevant information and any
statement as to any future matter is a present prediction of a possible future outcome, the accuracy of which cannot be guaranteed. Past performance is not a guide to future performance. Recipients
should not rely upon the contents of this document, but should make their own assessment and evaluation, undertake an investigation and enquire and seek advice to enable them to make any decision
concerning their own risk. This material is not intended as an offer or solicitation for the purchase or sale of any financial instrument. The National, its affiliates, and employees may hold a position or act as
price maker in the financial instruments of any issuer discussed within this document or act as underwriter, placement agent, adviser or lender to such issuer. © Copyright National Australia Bank Limited
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