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2The current global financial crisis stems from the bursting of a
‘credit market bubble’

From bubble …

Cheap and
easy money

Increased 
appetite 
for risk

Increased capacity 
for leverage

New forms 
of

‘financial
engineering’

Rising asset 
prices

To bust ….

Falling asset prices

Reduced 
appetite 
for risk

Distrust of 
new forms 
of finance

Slowing economy

Reduced capacity 
for leverage
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For a time, low interest rates and the explosion in ‘sub-prime’
lending created boom conditions in the US housing market

Mortgage applications

US housing market indicators up to 2005

Sources: Mortgage Bankers’ Association of America; US Commerce Department.
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But eventually the bubble burst, as bubbles always do

Mortgage applications

US housing market indicators up to 2008

Sources: Mortgage Bankers’ Association of America; US Commerce Department.
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5Excess supply of housing as a result of rising defaults and 
foreclosures is putting sustained downward pressure on prices

Existing houses for sale

US housing market indicators

Sources: US National Association of Realtors; Commerce Department; S&P (the Case-Shiller index).
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6The US mortgage market meltdown has prompted a tidal wave 
of losses and write-downs by banks around the world

Losses & write-downs 
announced since mid-2007
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7The IMF now estimates losses and write-downs will eventually 
reach US$1,405 bn, with banks losing US$950-1,110 bn

Potential ultimate losses on 
unsecuritized loans

Notes: ‘Alt-A’ means ‘low-doc’ or ‘no-doc’ mortgage loans. ABS = asset-backed securities; CDOs = collateralized debt
Obligations; MBS = mortgage-backed securities; CLOs = collateralized loan obligations.
Source: IMF Global Financial Stability Report 7 September 2008, p. 9.
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Capitalization of world equity markets

Investors around the world have lost US$23.2 trillion since the 
end of October 2007

Source: Datastream.
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9Indicators of ‘fear’ in financial markets have reached all-time 
record highs in recent weeks
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10Markets are pricing advanced country high-grade corporate 
bonds the same as emerging market sovereign debt   

Source: IMF World Economic Outlook, October 2008 p 12.
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11More comprehensive indicators of financial stress are also at 
record levels in a record proportion of countries
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United States

Erosion of confidence among banks and hoarding of cash has 
seen wide margins open up between inter-bank & official rates 

Euro area

Note: The 3-mth overnight index swap (OIS) rate shows market expectations of the average official cash rate over
the following three months. Source: Bloomberg.
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Banks’ short-term funding costs Corporate bond yield spreads

Bank share price relative performance

Financial market stress has continued and affected the money, 
swap, bond and share markets 

Banks’ long-term funding costs
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14Banks in the US and the euro area are tightening credit 
standards 

US banks
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Lessons from 42 previous banking crises since 1970

Emergency liquidity support and ‘blanket guarantees’ are commonly used crisis 
containment measures 

– Emergency liquidity support has been used in 71% of crises and blanket guarantees 
(of deposits) in 29%

‘Regulatory forbearance’ (suspending, or giving institutions time to comply 
with) prudential requirements has occurred in 67% of crises
In 86% of cases, large-scale government intervention takes place involving 
forced bank closures, nationalizations, or assisted mergers

– 51% of crises have entailed sales of banks to foreigners
In 76% of crises, banks have been recapitalized by the government
─ the net recapitalization cost to government has averaged 6% of GDP
─ in 48% of crises, recapitalization and/or restructuring has been carried out by a 

specially established government agency
Asset management companies have been established to manage distressed 
assets in 60% of crises
Total fiscal costs (net of recoveries) associated with crisis management have 
averaged 13.3% of GDP
‘A successful bank recapitalization program tends to be selective … specifies 
clear quantifiable rules that limit assistance … an enacts capital regulation that 
establishes meaningful standards for risk-based capital’
‘Such programs typically require public funds, and tend to be most successful 
when they are well-targeted with adequate safeguards attached’

Source: Luc Laeven & Fabian Valencia, “Systematic Banking Crises: A New Database”, IMF Working Paper No. 
08/224 (September 2008).
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Including US$200bn
for GSEs & US$700bn

for 'Paulson plan'

The amounts being proposed to bail out the US financial system 
seem huge but won’t resulted in unprecedented debt issuance

US Federal government debt The cost to the US Treasury of the 
measures announced or proposed in 
response to the financial crisis is of the 
order of US$900bn or about 6¼ % of GDP

─ up to US$200bn for the two GSEs
(Fannie Mae & Freddie Mac)

─ US$700bn for the ‘Troubled Assets 
Recovery Plan’ (TRAP) proposed by 
Treasury Secretary Paulson

─ note the $80bn AIG loan (and the $30bn 
to JP Morgan for Bear Stearns) are on 
the Fed’s balance sheet

Borrowing US$900bn would boost US 
federal debt to about 45% of GDP – less 
than it was in the early 1990s (after the 
S&L bail-out) and less than it was during 
the 1940s through the mid-1960s
Given the appetite for government paper, 
the Treasury would have no difficulty 
borrowing this amount – in recent days 
interest rates on US government debt 
have been at near-record lows                       

Sources: US Congressional Budget Office; ANZ
Economics & Markets Research calculations.



17Many indicators suggest that the US economy is heading for, or 
already in, recession

Selected US indicators

Note: shaded periods denote recessions as designated by National Bureau of Economic Research.
Sources: The Conference Board; Bureau of Labor Statistics; Census Bureau.
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19The four key indicators used to delineate recession in the US 
have not yet turned down sharply as in previous recessions

NBER’s key recession gauges since Sep 2007 cf. previous recessions
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20The US non-financial corporate sector isn’t under the sort of 
pressures that typically precipitate recessions

US non-financial corporate sector 

Note: Shaded areas denote recessions as defined by the National Bureau of Economic Research. 
Sources: Commerce Department; Federal Reserve Board; ANZ.
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21However US household finances are under considerably greater 
financial pressure than ever before

US household sector finances

Note: Shaded areas denote recessions as defined by the National Bureau of Economic Research. 
Sources: Commerce Department; Federal Reserve Board; ANZ.
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22Rising exports, aided by a weaker US$, have more than offset 
the impact on GDP growth of falling housing construction

Exports and housing
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23European economies are also experiencing an economic 
downturn with falling house prices and rising unemployment 

Euro area
Business & consumer confidence

Unemployment

Sources: European Commission; Eurostat; Confederation of British Industry; UK Office of National Statistics 
(note UK unemployment measure based on claimant count).
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24Japan’s economy has slowed sharply even though its banks 
have very little exposure to the global credit crisis

Business confidence

Consumer confidence

Sources: European Commission; Eurostat; Bank of Japan; Japan Economic & Social Research Institute; Japan 
Home Ministry.
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25Although higher oil and food prices are pushing up headline 
inflation, ‘core’ inflation remains little changed in G7 countries 

Consumer prices
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26Inflation concerns of some central banks will give way to concerns 
to minimize downside risks to growth 

Monetary policy interest rates
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27China’s economy appears to be slowing somewhat, reflecting 
slower export growth and the impact of higher inflation

Chinese economic indicators

Real GDP growth

Industrial production

Source: China National Statistics Bureau.
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Oil Gold

Wheat

Commodity prices (other than gold) have fallen reflecting 
declining demand and a stronger US dollar
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Commodity prices will fall further over the next 6-12 months 
though should remain strong by historical standards
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30Industrial production is declining in Western countries and also
set to slow sharply in developing and emerging economies 

Manufacturing purchasing indices (PMIs) and industrial production
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31Industrial production is declining in Western countries and also
set to slow sharply in developing and emerging economies 

Probability of global recession
(based on a combination of financial and cyclical variables)
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Global economic growth

Global growth will weaken sharply with 2009 looking like the 
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33Australian banks have among the highest credit ratings of any 
banks in the world  

Source: The Banker magazine.
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Australian housing loan delinquencies are significantly lower 
than in the US or the UK  



35But Australia is exposed to the global credit crunch because of 
our large external deficit and the way we finance it

Sources: IMF World Economic Outlook (October 2008); ABS; ANZ. Note that apparently large movements in ‘other 
(incl. reserves) in 2007-08 largely reflect the withdrawal of cash deposits at the RBA by the Future Fund; the RBA 
had invested these largely in US Treasuries, and they were reported as part of the RBA’s official reserve assets. 
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Banks’ short-term funding costs Corporate bond yield spreads

Bank share prices

Australian banks and financial markets have come under 
similar pressures to their overseas counterparts 

Banks’ long-term funding costs
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37The ‘credit crunch’ plus the effect of higher interest rates on 
credit demand has led to a sharp slowdown in credit growth 

Credit provided to the Australian private sector
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38Consumer and business confidence have fallen sharply this year 
although both now seem to be stabilizing

Consumer confidence

Sources: Roy Morgan Research; nab; ANZ
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39Household spending and borrowing, and housing activity, have 
both slowed sharply over the past six months

Retail sales

Sources: ABS; ANZ Economics & Markets Research.
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Capital spending and exports remain strong – although some 
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Consumer prices

Note: excludes impact of introduction of GST and major health policy changes and proposed commencement of 
emissions trading scheme in mid-2010. Sources: ABS; RBA; ANZ.

Against this background and with oil and other commodity   
prices declining, inflation will also fall from early next year on
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43Unlike the United States, Australia has a large and growing 
shortage of housing
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This week’s 100bp cut in official rates is a bold, decisive move to 
‘get out in front of’ the downside risks facing the economy

Short-term interest rates In a bold, decisive move, the RBA cut the 
official cash rate by 100bp – because it 
could (unlike most other central banks) 
and because it felt it needed to
The RBA has brought forward rate cuts 
that would have occurred more gradually 
over the next 3-9 months, had it not 
been for the rapid deterioration in the 
global economic outlook in recent weeks
Given the upward pressure on banks’
funding costs, the RBA decided that a 
large cut in the cash rate was needed to 
ensure a meaningful reduction in the 
rates which end-borrowers are actually 
paying
This week’s move is not intended to raise 
expectations that there will be further 
large rate cuts any time soon – although 
there is scope for that if it is needed
The cash rate will likely fall to 5% by the 
June quarter next year

Sources: Thomson Financial; ANZ.



45Australia is also very well-placed to use fiscal policy (tax cuts 
and government spending) to boost growth if required

Note: data shown are for the ‘general government’ sector, ie including State and local governments but excluding 
government business enterprises. Source: OECD, Economic Outlook 83, June 2008, 

Budget surplus/deficit, 2008
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46The corporate sector is (in general) in a strong financial position 
and shouldn’t need to cut labour costs aggressively

Pre-tax company profits

Australian non-financial corporate sector finances
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47Employment growth is easing and the unemployment rate has 
clearly bottomed but the labour market isn’t falling apart

Employment growth

Sources: ABS;ANZ Economics & Markets Research.
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48Overall, Australian household balance sheets don’t look unduly 
stressed despite the rapid increase in household debt

Household debt

Australian household finances

Household net worth

Household ‘gearing ratio’

6
8

10
12
14
16
18
20

80 84 88 92 96 00 04 08

Liabilities as a 
% of assets

Interest-to-income ratio

Sources: Reserve Bank of Australia; ANZ.

25
50

75
100

125
150

175

80 84 88 92 96 00 04 08

% of annual household
disposable income

300

400

500

600

700

80 84 88 92 96 00 04 08

% of annual household
disposable income

4
6

8
10

12
14

16

80 84 88 92 96 00 04 08

Interest payments as
a % of disposable income



49Australia’s housing market has clearly softened but is unlikely 
to become as dire as America’s 
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50Australian mortgage delinquency rates remain very low by 
international standards

Prime securitized mortgages 
30 days + past due, by lender

Mortgage delinquency rates
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51Mortgage delinquencies are concentrated in New South Wales, 
and especially in Western Sydney 

Prime securitized mortgages 
90 days + past due
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US dollar vs euro US dollar trade weighted index
(major currencies)

US dollar vs yuan

The US$ has risen against most currencies (other than the 
yen) in recent weeks because banks are hoarding dollars 
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A$ vs US$ and US$ vs other major currencies

The recent sharp drop in the A$ is partly a reflection of the 
rebound in the US$ …

Source: US Federal Reserve Board; Datastream.
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A$ vs US$ and
commodity prices

The A$’s decline also reflects the turnaround in commodity 
prices and expectations regarding Australian interest rates  

Source: US Federal Reserve Board; Datastream.
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A$ likely to mirror US$ fluctuations in the near term but to trend 
towards the low US70’s over the next two years

A$ vs US$
In the near term, A$ likely to trade in a 
US80-86¢ range mirroring fluctuations in 
the US$ against other major currencies  

─ a slump in the US$ triggered by 
renewed financial strains (or uncertainty 
as to how they will be dealt with) could 
see the A$ closer to US90¢ again

Beyond the near term, the A$ is likely to 
be pulled down by two factors:
– a narrowing of the interest rate spread 

between Australia and the US (from 
~450bp at 90 days currently to less 
than 200bp by mid-2010)

– declining commodity prices (we expect 
a drop of ~10-15% in the RBA index in 
US$ terms by mid-2010)

These considerations point to the A$ 
declining to ~US66¢ by mid-2010 (and to 
~55 on the RBA’s trade-weighted index)

Sources: Thomson Financial; ANZ.
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Summary

The world is confronting an extremely serious financial crisis
– it is no longer a ‘sub-prime mortgage crisis’, or even solely a US financial crisis, but a 

global financial crisis
There is now a high probability that a global recession is under way, with 
growth in the world economy falling below 3% next year

– industrial country growth is likely to average less than 1% in 2009, the weakest since 
1982

– developing country growth will slow to about 5½%, from 7-8% pa during the past 
four years

Australia’s economy is also slowing significantly, although the odds are good 
that Australia will avoid outright recession
─ provided Australia can continue to finance its current account deficit in an orderly 

way, economic growth is unlikely to turn negative
─ Australia’s financial system is more robust than that of most other Western countries
─ Australia will continue to benefit from developing country growth, albeit less so than 

previously expected
─ Australia has more scope to deploy economic policy instruments to support growth  

The Australian housing boom is obviously over, turnover has fallen sharply and 
prices are declining in some areas across the country

– however given the underlying shortage of housing in Australia, and the very low level 
of ‘forced sales’, substantial declines in Australian house prices are quite unlikely

The RBA cash rate will fall to 5% by the June quarter of next year
The A$ may ‘bounce’ against the US$ near-term, but the medium-
term trend is down into the US60’s
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Global forecast summary
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Australian forecast summary
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