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Victorian Budget Preview 2009-10

Victorian fiscal position may raise issues for rating

The Victorian government is looking to bring forward, and introduce new,
expenditure measures to support the state economy in the 2009-10 budget
released next week.

However, falls in revenues and increasing debt levels could see Victoria’s fiscal
position weaken significantly.

Key financial metrics are likely to deteriorate and may pose a risk to the state’s
credit rating should the downturn deepen further.

The clear implication is that the call on markets will increase significantly over
the forecast period whether the state uses the government guarantee or not.
However, the credit rating risk looks to be an issue for a later date and so TCV
bonds might perform better than other states in the near-term.

The Victorian Budget is released on the 5" of May and it is expected to show
just how tough the economic environment is for the states and how negatively
it will impact on state finances. The likelihood is that the economy will contract
in 2009-10 and as a result the government’s budget position will deteriorate
markedly. Despite a sharp reduction in revenues, spending will remain solid
with public investment projects brought forward, in the hope that such
measures will shield the state from the worst of the economic downturn. The
option provided by the Federal government to offer a guarantee on state debt
does give Victoria some flexibility around taking on additional debt to achieve
this. Nonetheless, the downside risks to the budget in coming years could
leave Victoria’s AAA credit rating in a precarious position going forward.

The government has already reportedly stated the 2009-10 Budget will see
revenues fall around $2 billion (down from current revenues of around $38
billion), with further falls of $2 billion each year over the next four years. Given
that the sharpest downturn in the economy is expected in 2009-10, there is
significant downside risk to these already large falls in revenue. GST receipts
are already reported to be down and will most likely continue to deteriorate as
consumption slows further; payroll taxes will weaken as the unemployment
rate, by our reckoning, climbs to a least 7%% in the year; stamp duty (already
down more than $700 million in the year to December on the 2008-09 budget
estimate) will also likely remain soft as transactions stay well down on boom
time levels. Additional taxation measures to increase revenues have reportedly
been ruled out. The government has also said no taxation relief will be
forthcoming.

On the expenditure side some saving is expected to be made on the capping of
public sector wage growth. However, we expect that any savings will be more
than offset by increased expenditure measures as the government attempts to
buffer the economy from a more severe downturn. The main thrust on the
expenditure side of the budget will be the increases in infrastructure spending
as tens of billions of dollars worth of projects look set to be brought forward to
stimulate the ailing economy. The majority of this spending is debt funded and
as such government net debt is expected to rise by as much as 70% over the
next three years.

The implications for the budget of weaker revenues and greater expenses is to
not only put the budget surplus in jeopardy but also inevitably results in a
deterioration of other key budget metrics.
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The cash surplus for 2008-09 has already shrunk from an estimate of $828mn in last
year’s budget to $382mn in December’s Mid Year Update. The government’s Mid-Year
Financial Report suggests the net operating balance to December was $46mn, well short
of the expected $382mn target for June 2009. It should be noted that taxation is not
symmetrical with the bulk of land tax for example expected to be collected in the
second-half of the year. However, given the downside risks to revenues it would seem
unlikely that the new 2008-09 government target of a surplus equal to 1% of revenues
(currently equivalent to around $370-$380mn) is now achievable. Despite this, in early
April the Premier reportedly suggested that the pre-2008-09 target of a surplus of at
least $100mn was still achievable.

It is now clear that the Mid-Year Update projections for 2009-10 and beyond for
surpluses exceeding $400mn are too optimistic. Revenue growth will most likely remain
negative through much of this period and the pressure will be on to cut expenditure
significantly if a surplus is to be maintained.

Figure 1: Mid-Year Budget update surplus forecast now seem optimistic
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Critically, the likely reduction in revenues in coming years in combination with rising net
debt has seen a marked deterioration in key liability ratios, used in the credit rating
process. Using recent reports of revenue falls and debt increases!, Figure 2
demonstrates the upside risk to the key net financial liabilities to operating revenue ratio
in the forecast period. The sharp rise in the ratio, well in excess of that calculated using
figures from the Mid-Year Budget Update, approaches Standard & Poor’'s AAA trigger
range. Indeed in a recent report S&P state that “Absent of any deterioration in other
credit metrics, the ratings on the state are likely to come under pressure if the ratio of
net financial liabilites to operating revenue exceeds 130%.” 2 The relatively
conservative measure constructed here reached 129.9% in the 2011-12 fiscal year.

1 Calculated using projected $2bn falls in revenues in coming years and the projected 70% increase in net debt
as reported recently in the media.

http://www.abc.net.au/news/stories/2009/04/24/2551687.htm

http://www.theage.com.au/national/2bn-hole-predicted-for-budget-20090407-9z0g.html
2 Credit FAQ: How Stable Is The Credit Quality Of The Australian States?
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This clearly highlights the precarious financial position the state may find itself in coming
years and brings into focus the risk to Victoria’s credit rating going forward if we see
further deterioration in the fiscal position. Nevertheless, it should be noted that
Victoria’s budget position does look like it will remain in better shape than Queensland’s.
In particular, Queensland’s rating downgrade was triggered largely because the states
key liability ratios were forecast to break through trigger levels in 2010. In contrast, by
our calculations Victoria will only approach these triggers by 2012. And will only breech
trigger levels should significant downside to revenues or upside to liabilities from our
base scenario occur.

Figure 2: Downturn results in deterioration of key budget metrics
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Bond market implications

The increased risk of Victoria’s financial situation deteriorating further and the
requirement to issue more debt to fund spending clearly has implications for TCV
semi-government rates. TCV have been out performing other states since the
Queensland downgrade in February on the basis that fiscal pressures are not as
severe in Victoria and the government has taken a conservative approach on
spending that would not threaten the rate.

There will clearly be a significant increase in bond issuance over coming year if
the Budget position deteriorates as much as now looks likely. Other states are
likely to increase borrowing significantly as well.
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Figure 3: Debt issuance is set to soar to fund expenditure program
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Figure 3 shows that the average amount of TCV debt outstanding averaged
around $12.6bn from 1999 to 2008. However, in 2009 debt outstanding has
risen to $18.8bn. The funding program for this year was $4.4bn. This
requirement is likely to increase significantly in coming years in line with the
“tens of billions” of new borrowing referred to in official comments. These new
funds can be assumed to have almost a direct feed through into a
commensurate increase in the borrowing programme over coming years. There
should be some clarity around this when the Budget is released next week.

What is not yet clear is whether the State will decide to take up the
Commonwealth’s offer to use a guarantee to cover existing debt or on efforts to
raise new funding (or both). This will have a big impact on how TCV bonds are
priced relative to other states once this issue is clarified (up to 28 days after the
guarantee measures are passed in Parliament after May 12).
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Important Notice

Australia and New Zealand Banking Group Limited is represented in:
AUSTRALIA by:

Australia and New Zealand Banking Group Limited ABN 11 005 357 522
100 Queen Street, Melbourne, Victoria, 3000, Australia

Telephone +61 3 9273 6224 Fax +61 3 9273 5711

UNITED KINGDOM by:

Australia and New Zealand Banking Group Limited

ABN 11 005 357 522

40 Bank Street, Canary Wharf, London, E14 5EJ, United Kingdom
Telephone +44 20 3229 2121 Fax +44 20 7378 2378

UNITED STATES OF AMERICA by:

ANZ Securities, Inc. (Member of NASD and SIPC)

6th Floor 1177 Avenue of the Americas

New York, NY 10036, United States of America

Tel: +1 212 801 9160 Fax: +1 212 801 9163

NEW ZEALAND by:

ANZ National Bank Limited

Level 7, 1-9 Victoria Street, Wellington, New Zealand

Telephone +64 4 802 2000

This document (“document”) is distributed to you in Australia and the United Kingdom by Australia and New Zealand
Banking Group Limited ABN 11 005 357 522 (“ANZ”) and in New Zealand by ANZ National Bank Limited (“ANZ NZ").
ANZ holds an Australian Financial Services licence no. 234527 and is authorised in the UK by the Financial Services
Authority (“FSA”).

This document is being distributed in the United States by ANZ Securities, Inc. (“ANZ S”) (an affiliated company of
ANZ), which accepts responsibility for its content. Further information on any securities referred to herein may be
obtained from ANZ S upon request. Any US person(s) receiving this document and wishing to effect transactions in any
securities referred to herein should contact ANZ S, not its affiliates.

This document is being distributed in the United Kingdom by ANZ for the information of its market counterparties and
intermediate customers only. It is not intended for and must not be distributed to private customers. In the UK, ANZ
is regulated by the FSA. Nothing here excludes or restricts any duty or liability to a customer which ANZ may have
under the UK Financial Services and Markets Act 2000 or under the regulatory system as defined in the Rules of the
FSA.

This document is issued on the basis that it is only for the information of the particular person to whom it is provided.
This document may not be reproduced, distributed or published by any recipient for any purpose. This document does
not take into account your personal needs and financial circumstances. Under no circumstances is this document to be
used or considered as an offer to sell, or a solicitation of an offer to buy.

In addition, from time to time ANZ, ANZ NZ, ANZ S, their affiliated companies, or their respective associates and
employees may have an interest in any financial products (as defined by the Australian Corporations Act 2001),
securities or other investments, directly or indirectly the subject of this document (and may receive commissions or
other remuneration in relation to the sale of such financial products, securities or other investments), or may perform
services for, or solicit business from, any company the subject of this document. If you have been referred to ANZ,
ANZ NZ, ANZ S or their affiliated companies by any person, that person may receive a benefit in respect of any
transactions effected on your behalf, details of which will be available upon request.

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
of the securities and issuers referred to herein. The author however makes no 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. No part of the author's
compensation was, is or will directly or indirectly relate to specific recommendations or views expressed about any
securities or issuers in this document. ANZ, ANZ NZ, ANZ S, their affiliated companies, their respective directors,
officers, and employees disclaim any responsibility, and shall not be liable, for any loss, damage, claim, liability,
proceedings, cost or expense (“Liability”) arising directly or indirectly (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.

Where the recipient of this publication conducts a business, the provisions of the Consumer Guarantees Act 1993 (N2)
shall not apply.
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