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The current global financial crisis stems from the bursting of a
‘credit market bubble’
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The credit market crisis was triggered by the bursting of the US
housing ‘bubble’ beginning in mid-2006

US housing market
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Dramatic declines in the value of mortgage-backed securities
have led to substantial losses incurred by big global banks

ABX index of prices of US
mortgage-backed securities
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These losses (and fears of more to come) have made

banks reluctant to lend to one another

Inter-bank borrowing rates and overnight index swap (OIS) rates
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Banks short-term funding spreads are widening again (for
the third time since mid-2007)

Spreads between short-term (90-day) inter-bank borrowing rates
and expected official cash rates
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A number of high-profile composite indicators suggest the
US economy may be in, or heading for, a recession

Composite indicators of US economic activity
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The US housing market looks worse, on most indicators, than it °

did prior to the last two recessions

US housing market indicators in three cycles
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So far, however, the US labour market is not deteriorating as

quickly as it did prior to the last two recessions

US labour market indicators in three cycles
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The US non-financial sector is in a strong financial position, and
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Isn’t retrenching in the way it has done in past recessions

US business finances and activity in three cycles
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Household finances are likely to play a larger role in shaping the **

current cycle than in previous recessions

US household finances and spending in three cycles
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All of the world’s major advanced economies will experience 12

slower growth in 2008

Major advanced economies — real GDP growth
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Major developing countries should continue to experience
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relatively strong growth, albeit a little slower than in 2006-07

Major developing economies — real GDP growth
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Most developing countries are more worried about rising 4

Inflation than slowing growth

Major developing economies — consumer prices
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China’s and India’s growth has been predominantly driven by ”

domestic demand, not by net exports

Contributions to
India’s real GDP growth

Contributions to
China’s real GDP growth
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Expected rises in coal and iron ore export prices will deliver a 16
further leg upwards in the commodity price cycle in 2008-09

Australian export commodity Australia’s “terms of trade”
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This will boost Australia’s income by another 2% in 2008-09, on '’

top of 11% from terms of trade gains already so far this decade

Australia’s real gross domestic income and output
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Income will continue to be re-cycled from the business sector to *°
households through the Budget, boosting total spending

Australian income
tax collections
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After more than 16 years of continuous economic growth, 19
Australia’s economy has run into serious capacity constraints

Indicators of ‘spare capacity’ in the Australian economy

Unemployed persons per job vacancy

30 7 No unemployed per job vacancy
25
20 A
15 A
10 A
5
O+—rT 77T T T T 0T T T T T T T T T T T T T

88 92 96 00 04 08

Businesses reporting labour shortages

35 4 % of businesses nominating
30 4 'suitable labour' as a constraint
o5 -| Onoutput
20 7
15 A
10 -
5 -
0] —T
88 92 96 00 04 08

Sources: Australian Bureau of Statistics; nabCapital; Property Council of Australia.

86 7
84 7
82 7
80 7
78 7
76 7

Capacity utilization rate

%

74
88

Office vacancy rates

%




Underlying inflation is at its highest level since 1991 — and the *°
RBA is particularly concerned at rising inflation expectations
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Australian and US economic cycles have not been closely 1

correlated this decade, and are diverging further now

Australian and US economic indicators
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Australia is much less directly dependent on the US and other 22
OECD export markets than it used to be

Australia’s major export markets
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The downside risk to Australia stems from our large current “3
account deficit and the way we’ve financed it

Financing Australia’s current
account deficit

100 7 A$ bn - 4-gtr moving total

80 1 = mel ]
Current account deficit - D =

|
60 7 ] /

00 01 02 03 04 05 o06
Methods of financing
B Net equity ] Banks' net borrowing

O Other net borrowing B Other (incl. reserves)

Sources: Australian Bureau of Statistics; ANZ.

o7

Net foreign debt, by borrower

100 71 % of total Private sector
financial corporations
80 A
60 Private sector
40 non-financial
corporations
20 T
0 T T T ] T 1
Public sector
-20 -
88 92 96 00 04 08

Maturity structure of net foreign debt
40 7 % of total
35 1 < 28 days
30 7
25 T
20 7
15 -
10 T T T T T T T 1




Australian longer-term debt markets have likewise seen
similar increases in spreads as US debt markets

24

Swap spreads
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In Australia, as in the US, the debt securities markets have
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almost completely closed to non-bank borrowers
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With debt securities markets largely closed, credit demand is  “°
returning to the banking system — straining banks’ capital

Australian financial intermediaries’ Australian banks’ capital
business lending adequacy ratios
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Business investment is expected to keep rising strongly, despite *’
global uncertainties and deteriorating financial conditions

Actual and projected capital expenditure
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Housing is also in short supply, putting upward pressure on 28

prices and rents

Australian housing market fundamentals

Housing supply and demand
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Mortgage delinquencies actually declined last year, despite 29

rising interest rates

Mortgage delinquency rates
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Repossessions are increasing, but are still very low as a
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Sharp falls in consumer and business confidence in early 2008 3!
may indicate that the economy is at a turning point
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The 1% increase in official rates since August, combined with the **
effects of the credit crunch, should now be ‘enough’ for the RBA
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The RBA says that ‘a significant slowing
in domestic demand ... is likely to be
necessary to reduce inflation over time’

... and (in contrast to the relatively
gradual approach for the period 2002-
2006) has since August last year
tightened monetary policy more
aggressively, lifting the cash rate by 1
percentage point in seven months

Mortgage rates have risen by an
additional 0.2-0.4 pc points, and
business rates by rather more, over and
above this increase in official rates

Combined with the other effects of the
credit crunch, a stronger exchange rate
and sharply lower share prices this
amounts to a substantial tightening of
financial conditions

Moreover there is now some evidence
that this tightening is starting to ‘bite’

Official rates have thus probably peaked,
and will fall in 2009 Y L



Tighter financial conditions will likely see a significant slowing in *°

domestic demand over the next eighteen months

Spending and output
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34
Summary

® The US sub-prime mortgage crisis has morphed into a fully-fledged global
credit crunch

— the US economy may fall into recession (though it probably isn’t there yet)

— although as a large creditor Japan isn’t directly affected by the credit crunch, its
economy is still fragile and vulnerable to external shocks

® Developing Asian and other emerging economies are much less reliant on
foreign capital than previously and so won’t be significantly affected by the
credit crunch, although their exports to the US will slow

— developing country demand will likely keep commodity prices high

® Although Australia will continue to benefit from rapid growth in China and
other developing countries, its large current account deficit and reliance on
banks’ overseas borrowings makes it vulnerable to the credit crunch

— the credit crunch is now adding to the thrust of the Reserve Bank’s monetary policy,
making it unlikely that there will be any further increase in official interest rates

® Domestic demand growth will slow sharply from its 2007 pace of nearly 6% to
less than 3% by early next year

— there is some risk of an earlier and sharper slowdown in domestic spending

® This sharp slowdown will allow Australian interest rates to fall from mid-2009
onwards, and the A$ will also fall significantly as rates come down ¥_
=



