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"GFC" 1o "GFR" to "GER”

*Global Financial Crisis
*Global Financial Rescue (& Exit)

*Global Economic Recovery
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Global Growth Outlook for 2010 ?

2008 /09 Global Financial Crisis......
2009 Great Economic Recession (Worst in over 50 year  s) But Not A Depression
2010 Recovery? ......... A Long, Bumpy & Disparate
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“GFC”: Non-Stochastic Financial Shock,
“GFR”: Global Financial Rescue
“GER”: Global Economic Rescue (& Recovery)

Govt Policy Response & Solutions

Global financial rescue packages (and regulatory re  forms)

Global economic rescue packages (and exit strategie  S)

From “Vicious” Downward Cycle to “New” Growth Path

Different “Steady State” — A New Normal

- Sustained, But Slower Economic Growth & ECONOMICS

&
- Riskier too BEYOND




Discussion Outline

* Five Signs on Road to Recovery

e Economic Outlook

e A Closer Look at Households (& Businesses)

 Housing Market

e Conclusions (& Implications)
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5 Key Signs on Road to Recovery

. Expansionary Monetary & Fiscal Policy....Successf  ul exits
. Financial System ...Repair and reform

. Financial Indicators of Risk & Return...Improve

. Leading Economic Indicators...Gain momentum

. Global demand & trade deficits...Coordinated & re balance
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To the Rescue - Global Monetary Policy

Cash rates cut to near zero amongst majors....& qua  ntitative easing/ buying assets too!
In China, bank lending rate from 7.5% to 5.3% asw ell as easing in reserve requirements!

In Aust., “emergency” cash rate cuts from 7% to 3%. ..lowest in almost 50 years! (1 St to begin “exit™)
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To the Rescue — Global Fiscal Policy

Recent fiscal gains reversed aggressively — from alm ost no deficit to 7% of world GDP in 2009!
As a result, public debt is rising to relatively ve ry high levels in advanced economies — reversal??!!
In Aust., from surplus of almost 2% to deficit of 2 % — cash handouts, schools, infrastructure .
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Large corrections in fiscal deficits necessary, onc e recovery well underway! ECONOMICS
Politically difficult - also faced with aging, healt h & climate change. &

In Australia, spending cap & tax reforms ahead! BEYOND




Signs on Road to Recovery

* Financial Indicators of Risk...Improve

— Liquidity improves

— Bank credit pressures ease

— Narrower risk premiums & improved risk appetites
— Non-guaranteed debt markets reopen

— Rising bank & other cyclical shares
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Global Equity Watch — Investor Risk Appetite

Across range of assets/markets, volatility moved lo wer but still too high _ for return to strong income growth
Bank share prices rebounded somewhat . Able to rais e equity capital & borrow without govt. Guarantees.
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US & Australian Corp Bond Risk Watch

Across a range of assets/markets, credit spreads
Also note lesser credits (BBB) paying significantly

Source: RBA

moved lower but still too high  for return to strong income growth.

more than better credits (AAA/AA)!
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Global Property Market Watch

Some signs of stabilisation in housing markets. Rec ent house price gains in the UK, US & NZ, after ver y large falls of 20-30%
Australian housing is very different — shallow reces sion, sound fundamentals (pop v ss), lending arrang ements etc
Commercial property still under downward pressure — credit losses likely to lead to further capital rai sings....
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Global Bank Lending Watch

Capital availability improving In equity & well rat ed debt markets,
But Bank funding still too tight — esp, in US & Euro pe v too easy in China.
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Signs on Road to Recovery

» Leading Economic Indicators...Gain upward momentum

— Rising business & consumer confidence

— Rising commodity prices...esp. Oil & Copper

— Increasing forward orders & restocking

— Housing markets ...esp. US, UK, et al

— Households spending (rather than saving) fiscal sti mulus
— Public spending on infrastructure working

— etc
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“Animal Spirits” Confidence Watch

Confidence to spend/invest but you do not spend con fidence but actual & expected cash flows
Confidence hit very by unexpected loss of wealth & uncertainty/fear...”R”even “D” Words
Spirits bounced esp. amongst Australians — elsewhere arguably still too low!!!
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Australian Business “Real” Watch

Positive real effects on production/sales/jobs....
Inventory cycle ...looking for voluntary run up ahe ad of demand/sales
Increasing forward orders leading production and sa les.
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China Watch: Critical For Australia (& World)

Chinese manufacturing production & services ...... a‘“v’ shaped recovery!

Big flow on to Australian resource returns ....and cap ex/project plans ECONOMICS
NB — Also some signs of stabilisation in US — car sal es, housing starts, jobless claims &
= (NI



IMF’s “Great” Global Economic Recession
Disparate Recovery Now Emerging

. ECONOMICS
Source: Institute of supply Mangers

&
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Production/PMI fell off a cliff in Dec gtr/early 20 09, less negative in May/June/July
Expanded for first time in August & continued to re cover....supported by extraordinary policy stimulus



Economic Outlook

Long & Bumpy Road to Recovery
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On Macro Alert - 5“G’s

Five “shocks” to watch for Australia (& the world):

Global financial “rescue”.  from vicious “crisis” to “rescue” to “recovery”
» Geopolitics: tensions around energy/resources, trade , finance, climate

e (Govt economic “rescues” & “exits” (fiscal & monetary)

« Government policy reforms (tax, financial, prudentia [, climate change etc)

« GoBRIC's (Go China ...India....Brazil .. et al)...... Go World!!!
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Financial & Credit Markets

Higher variable and fixed rates & very steep yield curve
Borrowers stay floating
Lenders — tightening criteria, widening credit sprea ds, pricing for risks & watching for risks

Losing international competitiveness — from rising $ A
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Global Official Interest Rate Outlook

RBA begins to take away emergency cash cuts to 3% - back over 4% by early 2010.
Return slowly to “normal” (?) cash levels of 5-5%2% by 2011/12 from 50 year low!
Most major OECD countries stuck in 0-1% for an ext ended period of time — H2 2010/early 2011!
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RBA Outlook — A Closer Look

*Upbeat about global growth — “close to trend pace in 2010 and 2011”
& Australia too — “mild downturn.....stronger than e xpected”
* Inflation under control — “consistent with target”
« Wait & see with tightening bias —
*“information about impact of (recent) changes is st il limited”
*“monetary policy will, over time, need to be adjust ed further”

» Conclusions

 RBA removed emergency cuts & will continue to gradu ally return to “normal” rates
* New “normal” with RBA cash at 4%2-5% (say 1% lowert  han previously) v 3%% now

» With bank margins at least 1% higher , on average.
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To Lock In or Not or Split

* Depends on a number of factors

e Forecast
*View of rates over next 3-5 years

» Risk appetite — Exposure to rising/falling rates

» Duration of asset (v borrowing)
*Break/prepayment costs

» Negotiations/Size of loan
*Discounted variable & fixed loans (>$250....)

Flexibility
sEarly repayments/offsets

*Rate lock in advance (0.15%) ...Int in adv (-0.20%)



Interest Rates - Outlook

Past bottom of interest rate cycle for variable rat  es...albeit still a bit below historical averages
Fixed rates already up....in anticipation of recove ry and higher funding costs/less competition
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Households - Outlook

> In general, very good starting point for most house hold sectors but...
> Gearing up amongst some households — but vast majori ty well secured in houses

> Unanticipated interest rate rises, big equity price falls & cooling house prices (falls in
some places) hurt a “minority and led to “margin” c alls

> Higher unemployment and loss of income partly offse t by switch to part-time & fewer
hours worked as well as emergency rate cuts & gover  nment payments & tax cuts

> Disparate & structural risks but stress looks set t 0 peak in 2010 at relatively low level

and head lower during 2011
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Household Financial Position

Big unexpected hit to wealth Deleveraging & likely further to go
From boom to bust, then back to average? Debt servicing down but still relatively high
And rising rates will increase servicing costs
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For stress require triggers — high unexpected intere st rates, high & sustained job losses!!!!




Household Stress

Relatively few vulnerable owner occupied h/holds Currently, 0.6% NPL's in housing loans
—only 2% in very high LVR & DSR 1.7% in credit cards & 1.2 in other unsecured
Keys: sustained job loss & high interest costs
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Household Spending (Incomes & Saving)

Slower spending growth (higher savings) Housing savings boosted by strong
Smaller income gains ahead — disposable income gains due to lower interest
jobs, wages, rising tax & interest costs payments, govt. handouts
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Residential Building Indicators

Housing activity bottomed, recovery underway New houses — highest for 6 years — fhb’s!
Pent up demand, low but rising interest rates, Units — also heading higher
Sluggish jobs market.... modest capital gains Public houses — also contributing more
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Supply & Affordabllity

Dwelling supply picking up & heading back towards u nderlying demand

Fhb’s — payments lower and affordability to deterior ate further

Foreigners appetite may diminish with $A up from 60 s to 90s

Deleveraging & some tightening in credit supply — es p. builders, higher Ivrs etc
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House Prices

“U” turn — lower rates, fiscal stimulus “U” turns in most capital cities, on average
(incl fhb), equity “v” turn, etc Some pockets of weakness — o/supply due
All segments now past previous peaks! to job losses or over building
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Business Outlook

In general, very good starting point for most busin ess sectors, but.....

Disparate performances by region & customers to co ntinue

Gearing up amongst some corporates, et al but not systemic
...especially after recent capital raisings

Unanticipated downward pressures on cash flows/pro fits ahead
- Slower growth in demand, rising costs & higher cos t of capital

Still some challenges
- Slow recovery
- Rising interest & exchange rates
- Higher cost & tighter availability of capital/borr owings
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Conclusions
(& Implications)
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GDP Base Cases — World & Australia

08/09 IMF’s “Great” Global Recession....... 09/10 Slow Recov  ery & Still Risky
Australian MTP’s doing better and better medium ter ~ m prospects too
Australia continues to outperform most places !

World & Australian GDP
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Macro Alert - 5"“G’s

Five “shocks” to watch for Australia (& the world):

Global financial “rescue”.  from vicious “crisis” to “rescue” to “recovery”

» Geopolitics: tensions around oil/trade, finance etc v lower oil prices

« Govt economic “rescues” (fiscal & monetary)

« Government policy reforms (tax, financial, prudentia [, climate change etc)

« Go E}éC’s (Go China ...India....Brazil .. et al)...... Go World!!!

Note: Business Health Check & Stress Test ECONOMICS
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World “Great” Recession (& Slow Recovery)

o “Great” Global Recession (not Depression) and Slow an d Disparate Recovery

— Near term, likely to stay tough for some countries, industries & households

— Watch for:

» Successful govt exits (and rebalancing towards autonomous or non policy driven growth
* Up turn in financial markets, rebound in commodities & confidence, pick up in private spending

— Output most likely to continue to turn up, gather some momentum during 2010; jobs later
— Slow recovery in output/ profits — some countries lag (& others lead esp. in China/Asia)
— Ok over medium term, provided

— BRICs continue to catch up/overtake....Go Chinal!!!

— Rebalancing occurs from developed to developing economies/households

— Governments exit successfully from rescue & financial and other reforms emerge

ECONOMICS
— Geopolitics stay supportive & limited protectionism &




Economic Recovery: “Long & Bumpy”

» Australian economic outlook — Shallow Recession & Sl ow Recovery

— In better economic and financial shape & policy in a position to cushion global contagion
— Mild “recession” during 2009 — recovery underway H2 2009 & likely to be sustained
— “Long & bumpy” Recovery

« Slower (potential) nominal growth - say cut by 3% pa or $35bn pa to 5% (average)

* Incomes not back to previously expected level for 3-5 years

» Riskier & more modest returns, financial deleveraging continues

» Cash rates higher & step yield curves — missed fixing, so stay floating

« Governments unwind spending & raise taxes (post next election)

_ _ _ ECONOMICS
« Slower private spending growth & higher unemployment &
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Thank you

For more detalls

Jeff Oughton
Economics & Beyond

oughtonj@bigpond.net.au
0419214588
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