BUSINESS INTELLIGENCE

Valuable Advice from Workshop 3

Living with a higher interest rate regime: What does this mean for your
business and the economy?

Held on Thursday 3 August 2017

Executive Summary

New Zealand’s Official Cash Rate (OCR) is at its lowest ever level since being
introduced in 1999. Most people see that as good news, and many people also regard
it as a good indicator of general interest rate trends.

The fact, however, is that after many years of downward pressure, interest rates are
now starting to rise, albeit slowly. That raises important questions for investors and
business. For example, are we at the start of a long term trend? If so, how high might
interests rates rise, and what are the potential impacts on business and the economy?
And what are the implications for investors?

(L-R) Jacque Lethbridge (Co-Chair) with Michael
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Michael Anderson (Co-Chair)

The Speakers

Michael Gordon, Senior Economist, Westpac

Michael has been part of Westpac’s economics and strategy team since 2006 including currency and interest rate strategy,
inflation, growth and financial market forecasts, and research. Michael also acted as the bank’s Chief Economist from July 2016 to
July 2017. Michael previously worked at the Reserve Bank of New Zealand in the Financial Stability department.

Grant Graham, a Partner at KordaMentha, is widely respected for his corporate finance and advisory nous, notably in
valuation and restructuring and acts as an expert witness. He has written numerous Independent Advisors’ reports for listed
company activity subject to NZX listing rules and the New Zealand Takeovers’ Code and has a reputation for his clear and
concise communication style, and pragmatic advice.

Matthew Goodson, Managing Director of Salt Funds Management, has 24 years’ experience in the finance sector. His
company manages approximately $1.8bn of listed equities on behalf of its clients. Matthew’s career includes seven years in New
York working for BZW and Goldman Sachs JB Were as Director, Wholesale Equities. He returned to New Zealand in 2004 to
work for First NZ Capital followed by BT Funds Management. He founded Salt Funds Management with Paul Harrison in 201 3.

CO-CHAIRS

Lowndes Director Michael Anderson specialises in banking and finance, securities, corporate recovery and insolvency law.
Mike has acted for the receivers on two of New Zealand’s largest receiverships. He also has extensive experience in banking and
finance on both the bank and borrower sides.

Lowndes Director Jacque Lethbridge specialises in commercial and civil litigation with a focus on insolvency and
restructuring, and also has experience in regulatory and serious fraud cases.


http://www.business-intelligence.co.nz

What They Said

Michael Gordon: Higher interest rates are here to stay.

Michael put a firm stake in the ground, stating he believes we are in a new high
interest regime. The reasons, he said, are clear.

First, the world economy is picking up after years of disappointing growth. That
phenomenon is more or less global, and includes major countries like Japan and
the US that have been among the more disappointing performers.

Along with that growth, inflation — although still low — is rising.

As to concerns that President Trump might derail global growth by implementing
some of his big-spending policies, Michael doesn’t see that happening. “It’s not that
easy to make those things happen,” he said, “especially when his own Republican
Party doesn’t like deficits.”

Second, New Zealand banks don’t have the same easy access to funds that they have enjoyed over the last decade or so. While
the OCR is still at an historical low, it is only one indicator of the real cost of money — you also have to consider the cost of
money from sources other than the Reserve Bank, and for other periods of time besides overnight.

One of those sources is customer deposits, which have being slowing since 2016 for reasons that aren’t certain. Whatever the
cause, banks have to close that gap, and whatever sources they use, they are going to be more expensive.

Michael found it telling that when the OCR fell in November 2016, that new rate wasn’t passed on by the banks to their customers.
“The banks may have found the limit to how low they can go (with interest rates),” he observed.

As to how high interest rates could go, Michael believes the OCR will likely remain steady for another year. “The market’s doing
the work for the Reserve Bank,” he said. “Interest rates are being driven up by the market, and this is normal. If the demand for
money is up, interest rates will go up.”

That points to inflation also rising, but still remaining within the [-3% band set by government. It also suggests that the housing
price boom may be over. The Auckland market has already slowed, and Michael’s view is that interest rates have a greater impact
on prices than lending restrictions.

Grant Graham: Tougher, yes; but dire, no.

The burning question for Grant is what impact higher interest rates will have on business insolvencies. Like Michael, he is certain
we are entering a higher interest rate regime, evidenced by various credible forecasts of 90-day interest rates, 5-year swap rates,
10-year government bond rates and residential mortgage rates.

One question then becomes, how high do interest rates have to rise to have a meaningful impact on business solvency? Probably,
the OCR would need to hit 4%, said Grant.

At that point, small businesses, which comprise 97% of all New Zealand businesses, would be exposed. Often they have few
tangible assets and their borrowings are secured by things like the owner’s family
home. As interest rates rise and the relative value of property falls, that means
business owners’ collateral suffers.

At that point, banks become more vigilant, particularly with marginal businesses
experiencing cash flow constraints who have borrowed against property. They
will likely increase the security required for new small business loans, and also
demand more earnings relative to interest expense.

The upshot? It will get tougher to do business if you are a borrower and the
proportion of “non-performing loans” will rise. That’s when insolvencies increase.

Is that inevitable? Not necessarily. In practice, banks tend not to use insolvency if
the environment is good — ie, money is available and relatively cheap — and they can see that a customer has time to recover. That
is one reason, albeit not the only one, that they have taken a long term view with distressed dairy farmer customers. Likewise,
while property development has slowed in the last two years, Grant doesn’t see the banks taking a harder line against that sector.

One sector that could come in for a bad time, however, is retail. Discretionary spend is likely to fall in the near future, and retail
margins are historically thin. Couple that with the imminent arrival of Amazon, and retailers have good reason to be wary.

How does a business prepare for this environment!? If you are in retail, a strong online presence is advisable. And the higher the
quality of the security underpinning your lending, the better off you will be.

But that is something of a worst-case scenario view. In reality, Grant doesn’t expect to see a sudden surge in business failures
over the next few years. Given his experience in managing insolvencies and helping distressed business recover, that’s an
encouraging view indeed.



Matthew Goodson: interest rates drive each of liquidity and valuations

Although the paths via which equities are affected by interest rates are numerous, Matthew offered a simplified view focusing on
each of short and long term rates.

The narrative goes like this: We live in a time of low short term rates. From a rate of 8.25% just before the Global Financial Crisis
(GFC), the OCR has stayed firmly between 1.75% and 3.5% since.

Low interest rates make cash a less attractive investment — it just doesn’t generate exciting returns — and drives up interest in
equities and other asset classes as providing more attractive relative returns.

Hence the current flood of capital looking for a home (something also covered in the previous Valuable Advice summary). While
much of that money has found its way into equities, it’s also driven up the price of more esoteric “investments” such as art, wine,
stamps, donkeys and, of course, Auckland property.

Much of that capital has come from overseas, driving foreign ownership of New Zealand equities from 30% five years ago, to 50%
today. One factor that makes our equities market so attractive is its heavy weighting towards companies paying high dividends (as
distinct from those that reinvest earnings into future growth, for example). This enabled investors to borrow money cheaply from
one market and invest it in New Zealand for a higher return than they pay their lender.

That “liquidity party”, as Matthew dubbed it, is still in full swing. Central bankers
are just starting to cut back on quantitative easing in an attempt to make money
harder to come by, but the market shows no sign of having yet noticed. “The
hangover will be fascinating,” he said.

Long term interest rates also drive valuations. As a rule, you would expect to
receive a premium for investing in longer term bonds which you would expect to
pay a higher rate for than short term investments. Right now, that’s exactly what
we are seeing.

If inflation rises then long term bond yields should also rise. However, the same
would be expected of companies’ earnings, which makes equities a good hedge 7
against moderate levels of inflation. Matthews’s view is that current inflation is “just right” for causing this phenomenon. If inflation
were to rise significantly, bond yields would spike and equities would no longer look attractive as the net present value of their
future earnings stream would be less.

Finally, Matthew warned, be wary of assuming that listed property stocks are a better investment than bonds simply because they
offer a higher gross dividend gap to bond yields than normal. Bond yields are low because inflation is low, and that also means
rental growth is generally low. In such a situation, property stock investors need a higher dividend to enjoy the same total return
because they have less growth.

For information on or to register for upcoming workshops in the Business Intelligence Series, please visit:
http://www.business-intelligence.co.nz.
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