HSBC <»
Australia & New Zealand Economics

Global Research

Australia & New Zealand
Economics Weekly

Treasury, RBA’s sombre forecasts
Week commencing 18 May 2009

Treasury, RBA’s mild slump, weak recovery 2
Far from an optimistic scenario 2
Weekly calendar 4
Events & economic releases 4
Monthly Calendar 5
Events & economic releases 5

John Edwards*

Chief Economist, Australia and
New Zealand

HSBC Bank Australia Limited
+61 2 9255 2744
john.k.edwards@hsbc.com.au

View HSBC Global Research at:
http://www.research.hsbc.com

*Employed by a non-US affiliate of
HSBC Securities (USA) Inc, and is not
registered/qualified pursuant to NYSE
and/or NASD regulations

Issuer of report: HSBC Bank Australia
Limited
Disclaimer &
Disclosures
This report must be read
with the disclosures and
the analyst certifications in
the Disclosure appendix,
and with the Disclaimer,
which forms part of it



http://www.research.hsbc.com/
http://www.research.hsbc.com/

Macro
Australia & New Zealand Economics
15 May 2009

Treasury, RBA’s mild slump, weak recovery

Far from an optimistic scenario

RBA Governor Glenn Stevens and Treasury Secretary Ken Henry may well devel op the themein their
talks tomorrow, but it is already apparent from last week’ s Commonwealth Budget and the previous
week’ s Reserve Bank Statement that the two major official forecasters now see eye-to-eye on how the
economy will evolve over the next 18 months. Contrary to the widespread interpretation it isquite a
sombre view, with important political and economic implications. It isemphatically not an overly
optimistic depiction of the downturn. Only the RBA offers through the year forecasts, but the year
average GDP forecasts of both ingtitutions are identical so we can take the RBA through the year
numbers as being those of the Treasury also. The RBA expects demand to pick up by the end of the year,
but it aso expects output to decline 1% in the year to December and to have expanded only half a per cent
in the year to June. Through al of 2010 GDP expands by only 2%, and therate of growth is still lessthan
the average of thelast decade by the middle of 2011.

Thisisthe profile of a milder recession than those of 1981/82 and 1990/91, but in some respects
comparable to the | atter recession. All up there will be three or perhaps four quarters of contracting GDP
on the RBA forecast. In the 1981/82 recession, by contrast, there were six quarters of contraction, and in
1990/91 five quarters, so in duration this downturn is forecast to be shorter. In the 1981/82 recession, the
maximum fall of through the year GDP was 3.4%, and in 1990/91 it was 1.6%. In this downturn, and
assuming the pattern described above, the maximum decline in through the year GDP would be 1.5% in
the year to September. The declineis shorter and alittleless, but the upswing is aso milder. Coming out
of both the earlier recessions growth was volatile, but there were some big bouncesin the early quarters
of recovery. On the RBA and Treasury forecasts, the recovery will for some time be quite Slow. The RBA
argues that therecovery will be slower because the global recovery will be slower, and that is because
recessions brought on by financial crises are usually more prolonged.

There are two important political implications of the official view of the trgjectory of the Australian
economy over the next two years. The first isthat despite the relatively mild downturn, unemployment
will continue to accumulate. In both the earlier and more serious recessions, the unemployment rate
increased from trough to peak by 5%. Taking it from the trough in February last year of 3.9% to the
expected peak of 8.5% in 2011, the unemployment rate is forecast to increase nearly as much asin the
earlier downturns. Asaresult of the 1980/81 recession, Australia lost 200,000 jobs from the employment
peak to trough, and in the 1990/91 recession 300,000 jobs. The growth of the workforce today is not
dissimilar to the growth going into the last two recessions. Treasury is forecasting actual job losses of
around 160,000 through to the second half of next year. It would certainly be possible on the
Treasury/RBA scenario for actua job losses to approach several hundred thousand.

The other important political implication of this mild prolonged recession with a feeble recovery is that
the fiscal deficit continuesto accumulate. The deficit in thefiscal year beginning 1 July 2009 will be a
little under $60bn, and be replicated again the following year. Thereafter it only owly declines. At
nearly 5% of GDP next financial year, the deficit compared to GDP is expected to be already higher than
the biggest deficit coming out of the last recession. Thisisnot so much the assumed severity of the
downturn as the collapse of company tax and capital gainstax, on which therevenues of the
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Commonwealth became increasingly reliant as persona income taxes were cut over this decade. The
deficit is aso higher sooner because thisis a downturn to which the Commonweal th has responded with
additional spending in itsinitial stages. In the last recession, the major discretionary spending programs
were announced when the recovery had already begun. The forecast feeble recovery prolongsthe big
deficits until, on the Treasury scenario, GDP growth suddenly accelerates in 2011 to above 4%. Whether
thisis plausible or not is hardly worth debating, sinceit is so far off.

Treasury’ s budget forecasts for 09/10 are much more detailed than those of the RBA but can be broadly
taken to represent the views of both ingtitutions. Treasury assumes that household consumption remains
very weak because consumerswill be anxious about rising unemployment, and will anyway be rebuilding
savings after the decline in asset values over the last two years. Treasury also assumes that business
investment declinesin a big way and that exports contract over the year. Thereis some offset from an
upswing in housing construction and a big increase in government-rel ated spending.

| think there is areasonable chance the Australian economy will perform alittle better than Treasury and
the RBA now expect. Treasury believes that housing construction will remain flat through the coming
fiscal year and not expand until 2010/11. But permits for new private house construction have been
heading upwards since the beginning of the year, and housing lending isincreasing quite rapidly. Thereis
afair chance we could see the housing upswing several quarters before Treasury expectsit. | also doubt
consumers will be as daunted as the official forecasters expect by the decline in the value of financial
assets and housing. Thereisnot much evidence in retail sales volumes over the last six months to suggest
consumers have stopped spending. It is true that savings hasincreased, but that is largely because of
sharply lower interest rates and large government cash payments and may be temporary rather than
permanent. So far, job l0sses have been very modest. As we pointed out last week, unemployment
increased 177,000 from February last year to April this year, but the net number of jobs actually increased
62,000 over the same period. No doubt there will be actual job losses in the coming year, but the largest
and most dis ocating shock to consumers and businesses is actually behind us rather than in front of us. It
makes quite a difference to the expected trajectory of recovery if household consumption gains alittle
rather than deteriorates alittle.

It will be extremely interesting to see how the domestic and international trends play out in the Australian
economy this year, but | won’t be around to comment on them. After 12 very stimulating and enjoyable
years as HSBC' s economist for Australia and New Zealand | am |leaving the bank for anew rolein
economic planning in the Middle East. Over those years, over five or six hundred of these weekly notes,
I’ ve gained vastly more insight from our clients, from my colleagues and friends, from politicians, from
reporters and economic commentators, from economic policy officials, than | could ever hope to impart.
My heartfelt thanksto you all. Goodbye, and good luck.

Chief Economist, Audtraliaand  John Edwards  +61 2 9255 2744 john.k.edwards@hsbc.com.au
New Zealand:
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Weekly calendar

Events & economic releases

Week commencing Monday, 18 May 2009

Country/ region  Event or economic release Period HSBC  Market consensus Actual previous

Monday, 18 May

NZ Producer Prices — Inputs (08:45) QoQ -2.20%
Tuesday 19 May

AU RBA Governor Stevens Speaks in Sydney (08:10)

AU Reserve Bank's Board May Minutes (11:30)

AU Treasury Secretary Henry Speaks on Economy (12:30)

Wednesday 20 May

AU Westpac Consumer Confidence (10:30) 8.30%
AU Wage Cost Index (11:30) QoQ 1% 1.20%
Thursday 21 May

Friday 22 May

During the week

Notes:- p= preliminary, r = revised, nf = not forecast, nsa = not seasonally adjusted, ann = annualised, bn = billion, m = million
Source: Dow Jones, Reuters, Bloomberg
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Monthly Calendar

Events & economic releases
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Month commencing Monday, 25 May 2009

Monday 25 May Tuesday 26 May Wednesday 27 May
NZ Trade Balance APR NZ Annual Budget MAY 27
Monday 1 June Tuesday 2 June Wednesday 3 June

AU Company Operating Profit
QoQ 1Q

AU Retail Sales s.a. MoM Apr
AU Inventories 1Q

AU Current Account Balance 1Q QoQ
AU RBA Cash Target Jun 02

Monday 8 June Tuesday 9 June Wednesday 10 June
AU NAB Business Confidence AU Westpac Consumer
May Confidence Jun
AU ANZ Job Advertisements
MoM

Monday 15 June Tuesday 16 June Wednesday 17 June

AU Reserve Bank's Board June AU Dwelling Starts 1Q
Minutes Jun 16

AU Building Approvals MoM Apr AU Gross Domestic Product

AU Gross Domestic Product YoY

Thursday 28 May Friday 29 May

AU RBA Deputy Governor NZ Building Permits MoM APR
Battellino Speaks in Sydney MAY - oy private Sector Credit MoM%
2 APR
AU Private Capital Expenditure
1Q

NZ NBNZ Business Confidence

MAY

Thursday 4 June Friday 5 June

AU Trade Balance Apr
NZ ANZ Commaodity Price May

Thursday 11 June Friday 12 June

NZ RBNZ Official Cash Rate Jun NZ Retail Sales MoM
11

Thursday 18 June Friday 19 June
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