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The world economy
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Economic growth across ‘advanced’ economies has been consistently
weaker than expected - yet unemployment has fallen sharply
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Source. Organization for Economic Co-operation & Development (OECD). The OECD comprises 34 (mostly) ‘advanced’ economies in North America
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It could be that GDP

‘potential growth’ has slowed

OECD area population
growth
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Sources. United Nations Economic & Social Affairs Division, Population Branch, World Population Prospects — The 2015 Revision;, Organization for
Economic Co-operation & Development (OECD), £conomic Outlook database. ‘Potential growth’ means growth in the level of real GDP

assuming full employment of the available labour force.
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The four largest ‘advanced’ economies are now more or less at ‘full
employment’... so deflation risks are actually beginning to recede

Four largest ‘advanced’
economies - unemployment
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Sources. US Bureau of Labor Statistics; Japan Labour Ministry; Statistisches Bundesamt; UK Office of National Statistics; Thomson Reuters Datastream.

Wage inflation — four largest
‘advanced’ economies

_ % change from year earlier
(12-mth moving average)

Series
break

01 0203 04 0506070809 1011 1213 141516

4

‘Core’ CPIl inflation - four
largest ‘advanced’

1% change from year earlier
(3-mth moving average)

UK

Japan

01 0203 040506070802 10111213 141516

SAUL ESLAKE



Interest rates need to go up in the US — and negative rates in Europe
and Japan haven't turned out to be such a good idea

US, Euro area & Japan policy  Bank share prices Euro and Japanese yen vs
interest rates US dollar
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China’'s sustainable economic growth rate is slowing —and the ‘mix’ of
Chinese growth is changing

Chinareal GDP
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Source. China National Bureau of Statistics (NBS).
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Chinese workers aren’t so cheap any more: and there will be fewer of
them from now on

Average wages of Chinese urban Growth rate of China’s working-age
workers population
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Sources.: China National Bureau of Statistics; United Nations Economic & Social Affairs Division, Population Prospects.
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Chinese authorities have launched another round of monetary stimulus,
which seems to be have had some effect in the first half of this year
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Thomson Reuters Datastream.
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But these measures are increasing the risks inside the Chinese financial

system
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Will America switch
from ‘Yes we can’...

... To ‘'l alone can’




What might a Trump presidency mean for Australia?

O A shock to global financial markets — and to Australia’s

- financial markets are assuming that Hillary Clinton will win —just as they assumed that Britain would vote to stay in the EU
- a different outcome could likewise produce sharp movements on financial markets (after all, there's more at stake)

O An abrupt decline in business confidence —in the US and elsewhere

- notwithstanding US business’ tfraditional alignment with the Republican Party, most American business leaders don’t
want a Trump Presidency — any more than they would have wanted Bernie Sanders in the White House

Q Posmbly a large fall in the US dollar

foreigners have over US$30 trillion (170% of US annual GDP) invested in the US

- if foreign investors seek to reduce their exposures to the US, the US$ could fall significantly

- in such circumstances, the A$ (along with other freely-floating currencies) could rise sharply against the US$

- which, as the RBA has said after each recent Board meeting, would ‘complicate’ the adjustments currently under way
in the Australion economy

Q A ‘trade war’ with China — and possibly Japan
- a Trump Administration would declare China (and potentially Japan) a ‘currency manipulator’ — opening the way for
the imposition of tariffs of up to 45% on imports from China (and possibly Japan)
- such measures would be intended to cause a sharp drop in Chinese (and Japanese) exports to the US —which would in
turn likely result in those economies weakening — with adverse consequences for Australia’s exports to them
- it’'s hard to believe that China and Japan wouldn't retaliate in some (equally damaging way)

O ‘Trade wars' can lead to real wars

- Australia would be a big loser from any armed conflict between its biggest trading partner and its
most important ally
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Opinion polls currently give Hillary Clinton a clear lead over Donald
Trump — as they did ‘Remain’ over ‘Leave’ in the UK referendum

US presidential voting intentions
27 August 2016
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Australia




Australia probably derived more benefit from Chinese growth and
industrialization than any other nation on earth

‘Terms of frade’ — Australia vs other
‘advanced’ economies
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Nofe: The ‘terms of frade’ is the ratio of the implicit price deflator of exports of goods and services to the implicit price deflator of imports of goods and services.
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‘Terms of trade’ — Australia vs other
commodity-exporting economies
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Sources.: ABS; US Bureau of Economic Analysis; Eurostat; UK Office for National Statistics; Japan Economic & Social Research Institute; Statistics NZ; Statistics

Canada; Statistics South Africa; Instituto Brasileiro de Geografia e Estatistica; author’s calculations.
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The huge rise in Australia’s ‘terms of trade’ represented a substantial
addition to Australia’s real income — which is now receding

Growth in real gross domestic income
(GDI) vs real gross domestic product
(GDP)
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Nofe: The ‘terms of frade’ is the ratio of the implicit price deflator of exports of goods and services to the implicit price deflator of imports of goods and services.
Real gross domestic income (GDI) is real gross domestic product (GDP) adjusted for income gains or losses arising from changes in the terms of trade.
Source. ABS. SAUL ESLAKE



Australia is faring better than most other commodity-exporting
economies despite experiencing a sharper fall in its terms of frade

Australia and other commodity exporters — Australia and other commodity exporters
real GDP growth - unemployment
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Sources. ABS; Statistics NZ; Statistics Canada; Instituto Brasileiro de Geografia e Estatistica; Statistics South Africa.
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Australia is experiencing the same forces of slowing and ageing
population, and slower productivity growth, as other ‘rich’ countries

Australian population
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The resources investment boom is over — and while resources exports
are rising, they are at falling prices and don’'t employ as many workers

Australia’s resources

investment & export volumes
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Nofe:Resources investment includes exploration expenditure.

Source. ABS.
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Australia is relying on record-low interest rates and a (now) below-its-
long-term-average Australian dollar to support economic growth

Australian interest rates
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RBA cash rate

91929394959697989920001020304050607080210111213141516

Source. Reserve Bank of Australia.
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The end of the mining boom together with lower interest rates and a
lower A$ is driving a shift from goods to services

Output (real gross value added)

7 7 % change from year earlier
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I AN

Goods

A

01 02 03 04 05 06 07 08 092 10 11 12 13 14 15 16

N
I

J—
L

1
—_
L

Employment

7 % change from year earlier
(4-gtr moving average)

%

VoYY

01 02 03 04 05 06 07 08 02 10 11 12 13 14 15 16

Nofte.: ‘Goods’ includes construction — it isn't possible to separate residential and non-residential construction output and employment from the published data.

‘Goods’ also excludes agriculture, forestry and fishing. Source. ABS.
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Shift in population growth from the west and north to the south-east
reflects changes in both overseas and interstate migration

Population growth Net overseas migration Net interstate migration
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Shifts in population growth drivers have been less pronounced for the
smaller States and Territories — apart from the Northern Territory
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Record-low interest rates have stimulated a substantial rise in housing
demand - leading in turn to further escalation of housing prices

Lending for housing Lending for housing, by Capital city residential
type of borrower property prices
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Note: grey lines in first and second charts above show seasonally adjusted data; thicker coloured lines are the ABS ‘trend estimates’.

Sources: ABS; Corelogic - RP Data. S A U L E S L A K E



Housing supply is also now rising more strongly — with more than half of
the increase occurring in the form of high-rise apartments

Residential building approvals Private residential building
approvals, by type of dwelling by size
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There is a considerable pipeline of work yet to be started, or
completed, on multi-unit residential building

Residential buildings under

construction
160 7 0005
Multi-unit

140 - dwellings
120 ~
100 ~

80 +

60 -

40 +

20

01 0203040506070809210111213141516

Note.: Data are for private sector projects only.

Source. ABS.

Residential building approved Value of residential building
but not yet commenced

30 -

25 ~

20 ~

'000s

Multi-unit
dwellings

010203040506070802 1011 1213141516

35

30 +

25

20 ~

15 1

10 -

work yet to be done

7 $bn

Multi-unit
dwellings

01 0203040506070809 1011 1213141516

SAUL ESLAKE



Housing activity has fallen sharply in WA and Tasmania, probably
peaked in Qld but is still rising in NSW, Victoria and SA

Residential building approvals by State and Territory
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Apartments are now the dominant form of new housing in Canberrq,
Sydney, Brisbane, Melbourne and Darwin

Capital city residential building approvals, by type
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Foreign investors appear to have been financed more new dwelling
construction than domestic investors in recent years

Financing of the purchase of Financing of the purchase of new
established dwellings dwellings
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Nofe.: Data for Australian purchases are for borrowing only (ie exclude deposit or other equity. Data on foreign purchases are FIRB approvals grated in the year
indicated, which may not be the same year as that in which purchase occurs (if it does at all). Sources: ABS; Foreign Investment Review Board (FIRB) Annual Reports.
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Australia now has relatively high residential property prices (by
international standards) and very high levels of household debt

House prices — Australia vs other
‘advanced’ economies
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Overseas experience suggests that housing ‘busts’ occur when
demand declines abruptly after an extended period of rapid growth in

SN W] oY o] |V ANN— Housing completions — Australia and
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The supply-demand balance in Australia’s housing market could
change quite significantly over the next three years

Net immigration to Australia Housing completions vs population growth
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Employment growth has picked up, but much of it has been part-time -
which combined with low wages growth implies weak income growth
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Slow growth in household disposable income has weighed on consumer
confidence and spending
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Persistently weak business confidence is probably undermining business
investment intentions

Business confidence and conditions
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Improved business confidence would help lift non-mining business
investment - infrastructure investment would help too

Capital investment, by sector Public sector infrastructure spending
50 1 $2013-14bn per quarter 25 1 $2013-14bn
45
40 - Non-mining 20 -
business
35 -
30 - 15 -
05 Mining
20 10 -
15 \
10 5
Commencements

5 -
0 T T T T T T T T T T T T T T T 1 O T T T T T T T T T T T T T T T 1

01 02 03 04 05 06 07 08 09 10 11 12 13 14 15 16 01 02 03 04 05 06 07 08 0?2 10 11 12 13 14 15 16

Nofe. Public sector infrastructure spending includes work done by the private sector for the public sector. Source: ABS.
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Australia’s longest-ever run of budget deficits isn't over yet
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Australia’s public sector debt is still quite low - but Australia has a lot of
foreign debt by comparison with other AAA-rated countries

‘General government’ net debt - AAA-

rated countries, 2016
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Australia has a revenue problem, as well as a spending problem — and
the Government doesn’'t have much of a mandate to fix either of them

Federal government spending and
revenue as pc of GDP
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Source: Australian Government, 2016-17 Budget Paper No 1, Budget Strategy and Outlook.

Government spending in 2016-17 is forecast to be almost
1 pc pt of GDP above the average for the Howard-
Costello years, while revenues will be more than 1 pc pt
of GDP below the Howard-Costello average

More than three-quarters of the projected improvement
in the budget bottom line between 2016-17 and 2020-21
comes from increased revenues — and that in turn
depends on optimistic assumptions about growth, and
‘bracket creep’

The Government didn’t seek — and hasn’t received - a
mandate for significant spending cuts or revenue
reforms, apart from the company tax cuts which it will
have difficulty getting passed by the Senate

The National Party now has a more powerful position
within the Coalition, the Coalition has a weaker position
in the House of Representatives, and protectionists &
populists have a more powerful position in the Senate -
none of which augurs well for good economic policy
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New Zealand




New Zealand real gross

domestic product and prices
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New Zealand is fairly successfully weathering the aftermath of its

commodity boom

Dairy product vs iron ore
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Note: Real gross domestic income (GDI) is real GDP plus net income gains (or losses) arising from changes in the terms of trade (the ratio of export to import prices).

Sources. Statistics NZ; Global Dairy Trade; Thomson Reuters Datastream.
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New Zealand is also experiencing an almost unprecedented surge in
immigration - and a tourism boom

Net long-term and permanent

immigration to New Zealand
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New Zealand interest rates are also now at record lows— although the
NZ has remained stubbornly strong

New Zealand interest rates New Zealand dollar
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Source. Reserve Bank of New Zealand; Thomson Reuters Datastream.
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Not surprisingly New Zealand is experiencing a housing construction
boom - but unlike in Australia most of it is in detached dwellings

Dwelling consents (residential
building approvals
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Something which New Zealand has and Australia doesn’tis a
competent, popular government
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Questions?
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This document has been prepared by Saul Eslake on behalf of Corinna Economic Advisory Pty Ltd, ABN 165 668 058 69, whose registered office is located at Level 11,114 William Street, Melbourne,
Victoria 3000 Australia.

This document has been prepared for the use of the party or parties named on the first page hereof,and is not to be further circulated or distributed without permission.

This document does not purport to constitute investment advice. It should not be used or interpreted as an invitation or offer to engage in any kind of financial or other transaction, nor relied uponiin
order to undertake, or in the course of undertaking, any such transaction.

The information herein has been obtained from,and any opinions herein are based upon, sources believed reliable. The views expressed in this document accurately reflect the author’s personal views,
including those about any and all financial instruments referred to herein. Neither Saul Eslake nor Corinna Economic Advisory Pty Ltd however makes any representation as to its accuracy or
completeness and the information should not be relied upon as such. All opinions and estimates herein reflect the author’s judgement on the date of this document and are subject to change without
notice.The authorand Corinna Economic Advisory Pty Ltd expressly disclaim any responsibility,and shall not be liable, for any loss, damage, claim, liability, proceedings, cost or expense (“Liability”) arising
directly orindirectly (and whether in tort (including negligence), contract, equity or otherwise) out of or in connection with the contents of and/or any omissions from this communication except where
a Liability is made non-excludable by legislation.

Any opinions expressed herein should not be attributed to any other organization with which Saul Eslake is affiliated.
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