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Australian economic growth is now above ‘trend’, business conditions are
‘good’, but both business and consumer confidence are soft
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Economic growth is more even across major sectors, with mining and
even manufacturing picking up, though retail is still struggling

NAB quarterly survey - business conditions and employment by major industry group
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The strongest-performing state economies are in NSW and Victoria, but
growth is more evenly distributed across Australia than previously
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Australia’s above-average economic growth owes a lot to population
growth - without which, per capita GDP growth has been below average

Real GDP growth Population growth Real per capita GDP growth
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Australia’s overall economic growth in the current decade owes more to
population growth than any decade since the 1920s

Sources of Australian real GDP growth by decade, 1900-2018
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Victoria’s economy has been especially dependent on population growth
over the past four years

Population growth - Victoria,
NSW and rest of Australia
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Note: 2017-18 estimates for per capita gross state product growth are from 2018-19 State and Territory Budget Papers.
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Non-mining business investment has picked up, and should remain solid
— while there’s also a lot of public infrastructure investment under way

Non-residential investment,

by type
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Household spending has grown faster over the past year than the post-
mining boom average, but that can’t be sustained unless income picks up

Household consumption Household disposable
expenditure income
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Wage growth remains unusually low, partly because there is still ‘spare
capacity’ in the labour market
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Households may be much more cavutious about reducing saving now
that property prices have turned

Capital city median dwelling sale prices
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The decline in east coast property prices over the past year parily
reflects weaker demand from investors - including foreign investors

Housing finance commitments by Lending to property investors
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The easing in demand from investors is ‘making room’ for first time buyers
- who have been ‘squeezed’ out of the market since the late 1990s

Finance commitments to
first-tfime buyers
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Australia’s home ownership rate is no longer high, either by our own
historical standards - or by international standards

Ausiralia’s home ownership rate,
1947-2016
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Increased housing supply is also likely to exert some downward pressure
on property prices — but mainly for apartments, not houses

Housing completions
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Source: ABS.
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It's a similar situation in Victoria

Housing completions -
Victoria
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Housing under construction -
Victoria
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Victoria
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Price declines have been concentrated at the top end of the market -
and there’s no evidence of widespread forced or panic selling

Home values by ‘tier’
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Australian household debt is at a record high by historical standards
— and also by international standards

Australian household debt-to-income
ratio, 1990-2018
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Two-thirds of Australian household debt is owed by the richest 40% of
households - and that has barely changed over the past dozen years

Household debt by income
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Most of the riskier forms of lending have been curiailed since the financial
crisis — although the crack-down on interest-only loans is more recent

Low-doc loans as a pc of
total mortgages
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The risks associated with the clamp-down on interest-only lending
appear to be relatively small

Interest rates f.or investor and 0O The RBA estimates that interest-only (10) loans averaging about $120bn
owner-occupier mortgages a year are due to convert to principal-and-interest (P&l) loans between
80 | %pa 2018 and 2021

- intotal this represents about 30% of the total outstanding stock of mortgage debt
- the 'step up’ in mortgage payments when 1O loans convert to P&l can be in the
range of 30-40%
d However the RBA believes that “any resulting increase in financial stress
should not be widespread”
- many |O borrowers have accumulated substantial pre-payments on their loans
F/—' - some borrowers have switched to P&l repayments ahead of schedule in order to

7.5

7.0

6.5

6.0

Standard variable

55 owner-occupier % avoid the higher rates which have applied to IO loans since 2016 — and "“these

P&l mortgage rate borrowers appear well placed to handle the higher repayments”

50 - - the ‘buffers’ incorporated into the serviceability assessments used to write 1O loans
include potential for future interest rate increases and the step-up in payments at the
4.5 ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ end of the 10 period
o1z 13 14 15 16 1718 — this latter aspect of loan serviceability standards was tightened by APRA in 2014

Source: Reserve Bank of Australia.

O The RBA's latest Financial Stability Review acknowledges that “a small share of borrowers could encounter
financial stress” as a result of switching from 10 to P&l terms

- Itreports that “some borrowers have encountered repayment difficulties ... but many have subsequently been able to adjust to
higher payments within a year
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Will the Banking Royal Commission lead to a ‘credit squeeze’?

0 The Royal Commiission info Misconduct in the Banking, Superannuation and Financial Services Indusiry was
scathing in its assessment of the ‘culture’ in financial institutions, and of the perverse incentives created by
remuneration practices — and of the unwillingness of regulators to take firm action, quickly, in responses to
breaches of laws or regulations by financial institutions

0 However, the Royal Commission hasn’t uncovered anything pointing to widespread imprudent lending or borrowing
on the scale evident, for example, in the US in the early 2000s
- the failure of lenders to ascertain and verify borrowers’ expenses had been ‘called out’ by ASIC and APRA between 2015 and 2017

Household use of maximum Q Concerns that the Royal Commission’s recommendations - or actions
borrowing capacity by lenders in anticipation of those recommendations - may lead to a
v Share of households - ‘credit squeeze’ seem exaggerated
&0 60
40 40 O RBA research indicates that not many households borrow the maximum
20 20 amount offered by lenders
- - - the median home-buyer borrowed about half the maximum loan obtainable
Share of new debt . . . .
0 60 - more than two-thirds of households borrowed less than 70% of their maximum loan size
A0 - - only around 13% of newly-indebted home-buyers borrowed 90% or more of the
maximum loan size
20 20 . .
. : O The average owner-occupier loan has increased from $350K to $410K
<70 7090 90110 1o since lending standards were first tightened in mid-2015 - but that is still
Borrowing capacity used — (%) N
2005 B2010 M2018 well under the maximum loan of $530-S630K that would be offered to the
Note: Estimated maximum borrowing amount based on mediqn borrower Under Curren‘l' |ending sfqndqrds
current lending standards and income-adjusted
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There’s unlikely to be a lot of ‘forced sellers’ in Australia, as there were in
the US a decade ago

Home ownership rates,
US and Australia

Morigage delinquency rates,
US and Ausiralia

72 A _
% 10 7
71 9 -
70 8 -
69 A 7
68 A Australia 6
67 A 5
66 A 4 -
65 A 3
4 - 2 -
é Australia ('impaired
and past due')
63 _ ] w
62 T T T T T T T T T T T T T T T T T T T T T T T 1 O I I I I I I I I T I I I I I I 1 1 !
9596 97 98 99 0001 0203040506 070809 10111213 1415161718 01 02 03 04 05 06 07 08 092 10 11 12 13 14 15 16 17 18
Sources: ABS, US Department of Commerce; Reserve Bank of Australia; Mortgage Bankers' Association of America. S A U L E S L A K E

CORINNA ECONOMIC ADVISORY



24

The RBA is in no hurry to begin lifting official interest rates, no maiter what

other cenitral banks do

RBA forecasts
Year-ended

Jun2018  Dec2018 Jun2019 Dec2019 Jun2020 Dec2020

GDP growth 3 3k 3k 3k 3
Unemployment rate® 55 5 5l 5l 54
(Plinflation 2l 1% ] 2 L
Underlying inflation 2 1% 2 2 Jh

3
5
Lk
Lh

Market pricing of the RBA cash rate
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Source: RBA, Statement on Monetary Policy, August 2018.

Dec-18

The RBA expects economic growth to be ‘a bit above
trend’ this year and next - making for ‘a further gradual
decline in the unemployment rate’, but not reaching 5%
until 2020 ...

... while progress in ‘having inflation return to target is
expected ... to be gradual’

These are not the forecasts of a central bank that is on the
cusp of tightening monetary policy

The unemployment forecasts for 2019 and 2020 will almost
certainly be revised down next month - but so too could
the forecast for GDP growth for 2019

The RBA will likely also say that a lower unemployment
rate will be required before wages growth starts to pick up

The RBA would be delighted to see [further] increases in
foreign interest rates while it ‘stands pat’ reflected in a
further decline in the AS

Financial markets and economists have been pushing out
their expectations for the timing of the first increase in the
RBA cash rate - it may well not be until the second half of
next year, or even the first half of 2020
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The key risks to the outlook for the Australian economy and property markets

 Rising US interest rates
- risk exacerbated by Trump Administration’s fiscal and frade policies, and rhetorical attacks on central bank
- potential to trigger sharp reversals in financial markets,
- and/or downturn in US economy and highly indebted ‘emerging markets’
- sharply higher oil prices may also be arisk to the global economy

d ‘Hard landing’ in China

- risk of domestic financial crisis now less than 2-3 years ago, but hasn’'t been completely eliminated
- protracted ‘frade war’ could inflict damage, including through stock and currency markets
- Australia more exposed to China as an export market than it has been to any single country since the 1950s

O A sharp reduction in Australia’s immigration intake

- Australia’s overall economic growth has been more dependent on population growth during the current decade than
in any decade since the 1920s

- there is increasing agitation on both the left and right of the Australian political spectrum for a cut in Australia’s
migration intake — although it isn’t ‘mainstream’ (yet)

d An abrupt and/or large decline in residential property prices

- low-probability scenario unless Australian interest rates and/or unemployment rise sharply
- but a protracted gradual decline (more likely) will still see ‘wealth effects’ weighing on household spending and
economic activity

d Ongoing political instability

- Australia’s now had 7 Prime Ministersin 11 years — more than any other ‘advanced’ economy except Greece
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