WALKING A TIGHTROPE
BETWEEN ECONOMIC

UNCERTAINTY AND VALUE
OPPORTUNITY

The New Zealand economy faces challenges on multiple fronts. With
uncertainty at peak levels, there certainly appears to be a challenging
path to economic recovery in the land of the long white cloud.

Having once been a regular visitor to New Zealand, this was my first trip back since
the pandemic. Where | once was impressed by the level of economic and political
sophistication, | was greeted by an economy which is weaker than | expected, is

potentially still getting worse, and has limited visibility on the timing of any Michael Ward
potential recovery. The political environment of the last few years certainly does Senior Research
not appear to have assisted. Analyst

Uncertainty “challenging” for the Land of the Long White Cloud

The New Zealand economy is facing challenges, with a clear sense of uncertainty
apparent amongst businesses and consumers. | was struck by the severity of the
downturn, especially in comparison to other developed countries (refer Figure 1)

given that NZ's monetary policy has not been significantly different.

Figure 1: NZ GDP faring worse than other countries
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Source: ABS, Australian National Accounts: National Income, Expenditure and Product, Dec 2023.
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While admittedly its rates are amongst the highest globally (refer Figure 2), the
severity of NZ's downturn appears to be a function of the longevity of fiscal
stimulus and prolonged supply constraints resulting from border closures. These
factors have seen inflation spiral out of control (refer Figure 3), driving aggressive
monetary tightening from the RBNZ to try and turn around an economy clearly in
the midst of a recession.

Figure 2: NZ interest rates are elevated relative to peers

6.00%
5.00%
4.00%
3.00%
2.00%

1.00%

0.00%

O O O » > 9% 9% 92 b 4] Ix
P vQJL %fov dpf» & § < &p
BTSN NN SRS RN

New Zealand  e==USA

= Australia

Source: RBNZ, May 2024.
Figure 3: NZ inflation remains stubbornly high
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Source: ABS, Consumer Price Index, Australia March Quarter 2024

The economic outlook suggests that things will get worse before they improve,
with conventional wisdom suggesting the impact of the RBNZ's last rate hike in
May 2023 has not yet been felt. And while it was hoped the change in government
would provide an economic catalyst, a period of review by the new government
has probably only added to the uncertainty.

The 30 May budget might improve sentiment, but it seems only a rate cut will
make any significant difference. However, inflation remains above the target band
(1-3%), meaning rate cuts are likely off the table for now. Consensus seems to be for
the first rate cut to come in Nov 2024 or Feb 2025, with around 175-225bps of cuts
baked into consensus through the balance of CY25. This is in stark contrast to
RBNZ's public forecasts, which suggest rates won't be cut until 2Q25.

Other potential catalysts which appear likely to play second fiddle to the trajectory
of rates include strong net overseas migration (Figure 4), potential personal tax
cuts, and changes around investment property and interest tax deductibility.
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Figure 4: NZ net overseas migration at record levels (annual)
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Source: Stats NZ, May 2024.

A construction sector backlog and looming downturn

Against this backdrop, the construction sector is unsurprisingly facing a downturn
with many companies we met experiencing a sharp decline in activity. Sentiment
is a clear concern, dragged by high interest rates and government project reviews
and cancellations.

The outlook for infrastructure construction is mixed. While there is a strong need
for infrastructure spending, particularly in maintenance, the current environment
is characterised by delays and funding uncertainties. The new government has
changed directions on several projects, including the inter-island ferry, Auckland
light rail, and water spending. Local governments are also facing challenges, with
challenges on both the cost and revenue side further complicating infrastructure
development. The consenting costs for projects have increased significantly,
leading to discussions around resource management and the need to
demonstrate value.

Commercial construction activity is also soft, with a weak economy impacting
investment. When a recovery does eventuate the manufacturing sector is
expected to be the first to recover, benefiting from a weak New Zealand dollar.

The residential construction sector is facing its own challenges, with home sales
significantly down amongst the companies we met. Land sales almost seem non-
existent in key markets such as Auckland, with sellers and buyers a long way apart
on price expectations. While the reintroduction of interest deductibility and
adjustments to the bright-line capital gain tax test are positive changes and may
see investor sentiment improve, it is more likely at the margin.

The flood of immigrants is also not expected to deliver any short-term boost, with
most likely to remain in the rental market for several years before being in a
stronger financial position to buy a home. While the pipeline in residential
consents is expected to support activity, the recovery in this sector is anticipated to
be gradual.

As value investors we have an obvious interest in Fletcher Building (FBU), a
company which has faced various challenges over recent times and currently sits
at 20 year+ lows. Is the company merely stuck in a cyclical downturn which at
some point will turn? Or has it become a value trap, with fundamental structural
issues meaning the business won't be as profitable as it has been in the past?

Recent management change and complexity around the turnaround give us little
confidence in FBU at this time. Driving past the convention centre in Auckland it
certainly appears there is lots of work to do — industry gossip is suggesting it won't
be finished by the end of this calendar year as promised. Others were questioning
the outcomes around the WA Iplex pipe issue. There was little discussion around
the Tradelink sale, although some suggestion there is plenty of interest at
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potentially higher-than-anticipated prices. On that point I'm not holding my
breath.

Conversely, a visit to Tauranga and the new Fletchers Winston Wallboards plant
was a highlight. While the NZ$400m price tag seemed high, they certainly have a
well located, modern, and well organised manufacturing and distribution facility
which will offer earnings leverage as utilisation improves. Finally, it seems on the
ground in New Zealand there is a strong preference for new FBU management to
be local, with a strategy of pulling right back to the core NZ businesses. This is a
strategy which seems to have worked quite well for Boral — only time will tell
whether the company will enjoy similar success.

A road to economic recovery

New Zealand's economy is facing a challenging period, with a combination of
factors influencing its trajectory. The road to recovery will be gradual, and it is likely
that things will get worse before they improve.

In this context, navigating the potential investment opportunity in New Zealand
exposed stocks requires finding a careful balance between the medium-term
value opportunity and the shorter term more volatile sentiment and liquidity
challenges. For now, we are standing back and will remain in the wings for the
right entry point.
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@ New Zealand’s economy faces multiple challenges

Important information:

Yarra Funds Management Limited (ABN 63 005 885 567, AFSL 230 251) (‘YFM') is the issuer and responsible
entity of a range of registered managed investment schemes. YFM is not licensed to provide personal
financial product advice to retail clients. The information provided contains general financial product advice
only. The advice has been prepared without taking into account your personal objectives, financial situation
or particular needs. Therefore, before acting on any advice, you should consider the appropriateness of the
advice in light of your own or your client’s objectives, financial situation or needs. Prior to investing in any of
the Funds, you should obtain and consider the product disclosure statement (‘PDS’) and target market
determination (‘TMD’) for the relevant Fund by contacting our Investor Services team on 1800 034 494 or
from our website at www.yarracm.com/pdsupdates/. The information set out has been prepared in good
faith and while Yarra Funds Management Limited and its related bodies corporate (together, the “Yarra
Capital Management Group”) reasonably believe the information and opinions to be current, accurate, or
reasonably held at the time of publication, to the maximum extent permitted by law, the Yarra Capital
Management Group: (a) makes no warranty as to the content’s accuracy or reliability; and (b) accepts no
liability for any direct or indirect loss or damage arising from any errors, omissions, or information that is not
up to date. No part of this material may, without the Yarra Capital Management Group'’s prior written
consent be copied, photocopied, duplicated, adapted, linked to or used to create derivative works in any
form by any means.

YFM manages the Fund and will receive fees as set out in the PDS. To the extent that any content set out in
this document discusses market activity, macroeconomic views, industry or sector trends, such statements
should be construed as general advice only. Any references to specific securities are not intended to be a
recommendation to buy, sell, or hold such securities. Past performance is not an indication of, and does not
guarantee, future performance. Information about the Fund, including the relevant PDS, should not be
construed as an offer to any jurisdiction other than in Australia. With the exception of some Funds that may
be offered in New Zealand from time to time (as disclosed in the relevant PDS), we will not accept
applications from any person who is not resident in Australia or New Zealand. The Fund is not intended to
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be sold to any US Persons as defined in Regulation S of the US federal securities laws and has not been
registered under the U.S. Securities Act of 1933, as amended.

References to indices, benchmarks or other measures of relative market performance over a specified
period of time are provided for your information only and do not imply that the portfolio will achieve similar
results. Holdings may change by the time you receive this report. Future portfolio holdings may not be
profitable. The information should not be deemed representative of future characteristics for the strategy.
There can be no assurance that any targets stated in this document can be achieved. Please be advised
that any targets shown are subject to change at any time and are current as of the date of this document
only. Targets are objectives and should not be construed as providing any assurance or guarantee as to the
results that may be realized in the future from investments in any asset or asset class described herein. If
any of the assumptions used do not prove to be true, results may vary substantially. These targets are being
shown for informational purposes only.

© Yarra Capital Management, 2024.
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