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Key points

03 June 2008 e Today the ABS reported that the Australia’s current account
deficit widened, yet again, to hit another record, yet again.
The deficit widened to $19.5bn in the March quarter, or around 7% of
GDP.

. Australia’s current account deficit has deteriorated by more than
$4bn in the last year, despite our terms of trade hitting new records.
This is the flipside of an economy that is running above
potential and spending significantly beyond its means.

. We’ve been burned on this call many times before, but we still
believe the CAD will improve from here. Indeed, a booming
resources sector means we could see a trade surplus by year
end.

. The RBA is content with current policy settings, having
decided to keep interest rates on hold today. However, an
enduring terms of trade boom and a likely pick up in export volumes

Authors: means that the RBA has to lean harder on the domestic

economy to make non-farm GDP growth slow as required.
Katie Dean

Senior Economist . Also today, the ABS reported that general government spending
+61 3 9273 1381 was solid in the March quarter. Consumption rose a modest 0.4%
Katie.Dean@anz.com but public sector investment was up a strong 5.9%.

. We expect tomorrow’s March quarter GDP figures to print a
small positive, of around 0.2%6qoq (2.8%oyoy). Market
expectations are for a rise of 0.3%.

Balance of Payments - Key Figures

Current account (Mar qtr) ($bn) -19.5 -18.7 -16.3
Balance on goods & services -8.0 -6.6- -4.8
Balance on net income -11.4 -12.1 -11.5
Terms of trade (% change) 1.1 1.1 -0.9

Source: ANZ

Trade deficit drives current account shocker
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Another unenviable record

Could this economy be any more imbalanced? Today the ABS reported that the
Australia’s current account deficit widened, yet again, to hit another record, yet
again. The deficit printed at $19.5bn in the March quarter, up from $18.7bn in
the December quarter and from ‘just’ $15.4bn in the March quarter of last year.
This puts our deficit at around 7% of GDP — the third worst in the developed
world (after New Zealand and Spain).

Australia’s current account deficit has deteriorated by more than $4bn in the last
year, despite our terms of trade hitting new records. This is the flipside of an
economy that has been running above potential and spending significantly
beyond its means. No wonder we have inflation!

The widening of the CAD over the last year has been almost entirely due to a
deterioration in the trade deficit. This itself can be largely blamed on stronger
import volumes. It was the same old story in the March quarter. The trade
deficit widened to $8bn (surprise, another record!), despite an improving terms
of trade, as a 3.5% rise in import volumes more than offset a small 0.5% rise in
export volumes. To be fair, we can blame the weather for the poor performance
of exports. Floods in Queensland saw coal exports drop 8% in the quarter while
the ongoing impact of the drought pushed meat exports down 9%.

Trade volumes - Key Figures

Exports - % quarterly change -0.7
Rural 1.3 0.8 -2.4
Resources 2.7 0.0 0.8
Manufacturing 78 -1.2 iL.&
Services -1.0 0.5 1.2

Imports - % quarterly change 1.8 2.1 5.9
Consumption goods 0.3 0.8 SRS
Capital goods ©).8 1.0 3.8
Intermediate & other goods 1.1 3.3 5.9
Services 3.2 2.3 3.4

Source: ABS and ANZ

Today’s CAD would have been wider if not for the net income deficit, which
unexpectedly narrowed slightly to $11.4bn from $12.1bn. The main driver of
this improvement was a decrease in income debits, led by a notable decrease in,
payments by Australians on portfolio debt held offshore. This is most likely due
to the fall in US interest rates in the March quarter.

Is this the worst?

Many times we have made the call for the CAD to improve, and each time we
have been burned. So, understandably, it is with some trepidation that we once
again lay out our view that yes, the CAD will improve from here.

The main driver of this forecast improvement will be the terms of trade. As the
chart below shows, soaring contract prices for Australia’s major coal and iron ore
exports should underpin a 20%+ rise in the terms of trade this year. Moreover,
the long-awaited pick up in export volumes should occur over the coming
months — a number of new major mine expansions have recently hit record
capacity and (hopefully) improving weather will allow some rebound in rural
exports. Together, this favourable combination of rising volumes and prices
could be enough to push our trade balance back into surplus by the end of 2008.
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Terms of trade to rise sharply
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That said, the improvement in the CAD will not be commensurate with the
improvement in the trade balance. This is because the other driver of the CAD,
the net income deficit (NID), is likely to deteriorate in the coming year. The NID
is determined by net interest payments on foreign debt and dividend payments
to foreign holders of Australian equity.

In the March quarter, the ABS reported that Australia’s net foreign liabilities
remained near record high levels, with a notably sharp rise in net issues of
bonds and notes and money market instruments by depository corporations (ie.
as banks stepped up offshore funding in the midst of the global credit crisis).
Moreover, this new capital was raised at a sharply higher interest rate (reflecting
the increased risk premium during the credit turmoil). The combination of a
higher stock of debt together with an increased cost of the new portion of this
debt stock, means that net interest payments on foreign debt are likely to
increase notably in the next 12-18 months, pushing the NID wider.

Also likely to widen the NID in the year ahead is higher dividend payments from
our mining sector to foreign shareholders.

Policy implications

The performance of the CAD in itself shouldn’t have too many implications for
the RBA. But the performance of the components does matter. The terms of
trade boom, should it outperform our current forecasts, clearly provides upside
risk to profitability and investment, and thus inflation in this capacity-
constrained economy over the next 12 months.

Meanwhile, the expected pick up in export volumes in the next few years means
that the RBA has to lean harder on the domestic economy to make non-farm
GDP growth slow as required. The upshot is that the RBA is fighting powerful
global forces. It is questionable whether the current real cash interest rate of
around 3% is a big enough weapon.
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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
14th Floor 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 212801 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 (N2Z)
shall not apply.
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