QIC'’s subsidiaries

fallout
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Conclusions (November 2007)

- Global growth is expected to remain firm, or even pick up over the
next few years

- Global inflation to remain firmly under control, not because central
banks are doing a good job but because of the globalisation of the
workforce and product markets

- The interest rate cycle will enter an up phase on the back of strong
real growth

- Population growth into Queensland will pick up with the Sydney
house market

- All the above is supportive of strong Qld growth and a strong
construction sector with residential dwelling construction picking up

- But, there are risks....



Global financial crisis

- Began with USD$1.2 trillion in sub-prime debt out of USD$50
trillion debt market

- Problem spread because of leverage
- Engulfed the entire global financial system

- End result is financial market contraction

* Institutions getting smaller
» 120,000 jobs gone on Wall St
* Probably rising to 200,000 by year end



Contraction of bank balance sheets




Some will wear more pain




Greed, jealousy and hubris

- Crisis attributed to unfettered
 Greed
» Jealousy
e Hubris

- Almost certainly true

- But what to do about it?



Greed, jealousy and hubris

- Crisis attributed to unfettered
e Greed
» Jealousy
e Hubris

- Almost certainly true

- But what to do about it?

- After all, these are just 42.8% of our human failings!



Seven deadly sins

- The full extent of our foibles:

e Lust ~
e Gluttony
 Greed
 Sloth > The Human Condition
 Wrath

e Envy

* Pride —/




Seven deadly sins

- The full extent of our foibles:

e Lust ~
e Gluttony
 Greed
 Sloth > The Human Condition
 Wrath

e Envy

* Pride —/

Greed + Envy + Pride
Seven deadly sins

42.8%



How do we protect us from ourselves?

- Laws to protect property rights
- Policy to create the “right” economic and social environment

- Regulations to protect the integrity of markets and to control self-
Interest
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How do we protect us from ourselves?

Laws to protect property rights

Policy to create the “right” economic and social environment

Regulations to protect the integrity of markets and to control self-
Interest

The global credit crisis was a failure of all the above!

- Systemic breakdown
* Moral hazard
* Regulatory failure
1 » Greenspan



Evolution of the crisis

- ABS/MBS asset value write-down led to liquidity problems

- Liquidity problems led to asset pricing problems — distressed
discounts

Distressed discounts with mark-to-market led to solvency problems

Enter policy-makers providing
* liquidity to markets via central bank purchases

» solvency via nationalisation

Liquidity and solvency issues receding

Focus is now on flow-on effects: credit availability and confidence
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The consumer goes on strike!

US consumption and confidence
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Not driven by labour market outcomes

per cent per year

Employment growth
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The consumer goes on strike

- Implications: the paradox of thrift
 Falling sales
 Falling business confidence
 Falling business investment
* Rising unemployment

 Recession
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The consumer goes on strike

- Implications: the paradox of thrift
 Falling sales
 Falling business confidence
 Falling business investment
* Rising unemployment

 Recession

- V-shaped, U-shaped, L-shaped?
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The consumer goes on strike

- Implications: the paradox of thrift
 Falling sales
 Falling business confidence
 Falling business investment
* Rising unemployment

 Recession

- V-shaped, U-shaped, L-shaped?

- Depends on how long the stream of bad news lasts
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US business investment to fall sharply

Capacity utilisation and investment
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The growth engine stutters

Real GDP growth per year

% per year

—United States =—United Kingdom =—Canada = Australia
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What to more expect?

- Bad policy
» Knee-jerk reactions

« Example: recent Australian fiscal policy

- Bad regulation

* More “Sarbanes-Oxley”?
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Our export markets won’t help us
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Is all leverage bad?

Household liabilities
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Households will save the day
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Asset valuations: Cheap but who will buy?

US stockmarket growth
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Are both houses and stocks expensive?

. 8
House prices and the stock market
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Queensland population growth is strong

Sources of population growth
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What about inflation?

- Excess liquidity was the root cause of the problem

- Excess liquidity led to illiquidity problems which led to insolvency
problems which led to a global credit crunch

- More liquidity is being used to solve the problem!

- Solutions: credit withdrawal or inflation

- However, the current deflationary shock has diverted attention
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Conclusions

- Anglo consumers have gone on strike — withholding spending by
choice

- Falling commodity prices, leading to falling AUD
» Restoring global competitiveness, but who will buy

- In Australia, contraction of mining sector, housing sector, retalil
spending to continue

- An Anglo recession very likely
» V-shaped, U-shaped, L-shaped?
e Consensus is for U-shaped — back to trend growth after 2010

- Australia more robust — consensus not forecasting recession but hard
to see how we could avoid one

- Inflation is a latent problem
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