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Australian Economic & Financial Outlook for 2008

Another Good Year, Notwithstanding US & Global Downside Risks in Near Term
Global Growth to Slow to Trend in 2008

Slower but Sustained Australian Growth, Low but Sideways Unemployment Rate
Upward Pressures on Producer Costs but Core Consumer Inflation to Ease
Tighter Financial Conditions & Cooling Equity & House Price Gains

Economic & Financial Forecasts:

Nab forecasts trend global growth of 4%% in 2008 characterised by a US “growth recession” partly offset
by continued strong activity in industrialising China & India.

Australian GDP forecast to rise by 3%% in 2008 enough to keep low unemployment rate at around 4%:%.

Core CPl inflation to rise to 3%2% in mid 2008, before tighter financial conditions & easing external & fiscal
stimuli, bring core inflation (ex energy & food) back below 3% in late 2008.

RBA likely to tighten further in early 2008 — provided global financial pressures subside — before some
unwinding of rate hikes in late 2008.

Lower export prices & interest rates eventually drive $A lower — from high to low 80USc by end 200.

Domestic Activity

Nab expects Australian economic growth to moderate during the next year or so. The external stimulus from strong global
growth and very high commodity returns will fade somewhat and tighter domestic financial and fiscal conditions at home
will slow both business and household spending and more generally, aggregate demand and income growth. Overall,
economic growth (GDP) is forecast to rise by a trend rate of 3%% in 2008, following a rise of 3%% in 2007. Allowing for
an assumed return to normal seasonal conditions, farm output adds about a quarter of a percentage point to the bottom
line for overall output in 2008, after a drag of half a percentage point in 2007. Put another way, our forecasts imply that
non-farm activity is past the peak of the business cycle — albeit activity will remain sufficient to keep low unemployment.

Household spending in real terms will moderate to trend growth at about 3%2% during 2008 due to the lagged effects of
higher interest rates and cooling asset gains being partly offset by continued strong income gains after further personal
tax cuts in mid 2008. Easing demand pressures and smaller profit gains will also slow growth in business investment from
its current double digit pace during the next year or so. Public sector spending by both Federal and State governments is
expected to continue at a relatively strong annual rate of around 3%%. Implicit in these forecasts, however, is the
assumption that the Federal government will significantly tighten its fiscal stance in the May 2008 Budget. Export volumes
are forecast to pick up during 2008 — boosted by a breaking of the drought, increased non-rural resource capacity
(especially iron ore, coal and gas) and an easing in the Australian dollar.

With aggregate demand growth set to return to trend during 2008, employment gains are forecast to be sufficient to keep
the unemployment rate at around 4% per cent during 2008 — around a 30 year low. Put another way, the labour market
will remain tight and labour availability and wage and other cost pressures (especially from energy) will bear watching.
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Inflation & the RBA

In the near term, there is still a short term inflation problem — with Nab’s forecasts pointing to the RBA'’s core measures
rising to nearly 32 percent in early 2008 (see chart below). Fundamentally we still see strong domestic demand allowing
business to widen sales margins together with increased flow on effects of higher oil prices and the drought. Nor it is
likely that wage pressures will slow any time soon — and indeed our forecasts imply some deterioration in unit labour costs
via reduced cyclical productivity gains. Slower demand in 2008 will help ease inflationary pressures, but even so core
inflation will not be below 3 per cent till late 2008.
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Against this domestic backdrop, Nab still considers that it is likely the Reserve Bank will raise cash rates another 25 basis
points to 7% in early 2008 - to take out some insurance on core inflation moving back into its target band during 2008.
However, this domestic policy adjustment is far from a certainty in the near term. The current liquidity and credit issues in
global financial markets via their direct impact on the cost and availability of finance (debt, deposits and equity) could put
the RBA into “wait & see” mode during early 2008. More critically, the nature of the economic slowdown underway in the
US and prospects of softer global growth could well mean that the RBA has already reached the peak of its current
tightening phase. In Nab’s view, by end 2008, the surprise for financial markets may well be that the RBA will be easing
cash rates back to a more neutral, but still firm position. Given the eventual peak and easing in both domestic cash rates
and global commodity prices, the Australian dollar is forecast to fall from the high to low 80 US cents during 2008.

Global Outlook

As noted above, the key big picture issue in the first half of 2008 will remain the nature of the US “growth recession” and
its flow on elsewhere. Nab’s base case is for global growth to slow to around 4%% in 2008, from 4%.% in 2007. However,
this global economic outlook masks differences across regions — in particular, the slowdown underway amongst major



developed economies (the US, Eurozone, Japan & UK) vis a vis continued strength in China, India and resources-
orientated economies (such as Australia, the Middle East and Latin America).

In the US, the economic news on activity and credit markets continues to deteriorate. Housing construction is contracting,
house prices are down around 5% over the past year and Nab sees the housing slump as continuing until late 2008.
These factors will negatively impact consumer spending and push up unemployment. In response, Nab expects further
prompt and aggressive policy action from the US Federal Reserve. The Fed is expected to cut its funds rate from a recent
peak of 5%2% to 3Y2 per cent by mid 2008. That together with a lower US dollar and the likelihood of fiscal initiatives in the
forthcoming “State of the Nation” should increasingly support US activity during 2008. On average, Nab’s US forecast is
for arise in US GDP of 2% in 2008 — well down on the 3% per annum recorded prior to the unexpected financial shock in
US housing emerged in mid 2007.

Against that, the Chinese economy grew by 11.5% in the year to September — with more recent indicators pointing to
sustained growth. At the same time, there has been some acceleration in Chinese inflation driven very much food
shortages, while “core” inflation remained low. Hence, further tightening in monetary policy is likely during 2008, after the
Chinese authorities significantly raised interest rates during 2007. With real lending rates at around 6%, policy is relatively
tight and is expected to act to slow domestic activity during 2008. Overall, Nab expects China to grow by around 10% in
2008, following a rise of about 11%:% in 2007, while India is expected to continue to grow at around 7%2% in 2008, and
Latin American growth is expected to slow to around 4%2% in 2008.

Global GDP Forecasts

December year

annual average % 2005 2006 2007 2008(f) 2009(f)
change

us 3.1 2.9 2.2 2.0 3.0
Japan 1.9 2.2 1.9 1.7 2.0
UK 1.8 2.8 3.0 1.9 2.2
eurozone 1.6 2.9 2.7 2.1 1.7
Canada 2.9 2.8 2.4 2.1 2.3
Australia 2.8 2.7 4.3 3.2 3.0
New Zealand 2.7 1.7 3.1 1.8 1.8
China 9.9 10.7 114 9.9 8.3
India 8.7 9.6 8.7 7.6 6.4
World 4.5 5.1 4.4 4.2 4.0
Emerging E Asia 4.4 5.3 5.2 4.7 5.1
Latin America 4.2 5.0 4.9 45 4.1

Summary

In summary, Nab’s base economic case for Australia and more generally, the world is another relatively strong performance
in 2008 — notwithstanding several negative shocks overhanging the outlook. Fortunately, the financial losses and tightening
of credit associated with US growth “recession” (as well as higher oil prices) have emerged at a time of strong world trade
and output growth driven by emerging countries and low global inflation as well as generally sound profits and business
balance sheets. The process of the re-pricing of credit and discovery of capital losses in the global financial system will be
watched closely during early 2008, while real economic activity is expected to be sustained at about trend in Australia and
abroad.

Jeff Oughton, Nab’s Head of Australian Economics 8 January,2008
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