An Overview of the State of the Australian Economy 

NSW EBE Economics Teachers Conference, 20 June 2008
Dr Anthony Stokes

Senior Lecturer in Economics, ACU National, Strathfield.

The Australian economy has grown steadily for the last sixteen years, recording one of the highest average rates of growth among OECD nations in the period. Australia has had an average growth in real GDP of close to four percent per annum (Figure 1). This economic growth has contributed to a decline in Australia’s unemployment rate to reach a 30 year low. However, this relatively high and continuous level of growth has caused some capacity constraints causing some concerns for policy makers and economists. Let’s look at the overall state of the economy and the issues that this is raising. 

Figure 1: Australia’s GDP

[image: image12.wmf]
Australia’s Economic Growth Performance

Having established that Australia can be proud of her performance in regard to economic growth over the last 16 years there is no guarantee that this will continue. An examination of the factors that are contributing to Australia’s growth in recent times exposes some weaknesses in the Australian economy.  Australia’s economic growth rate has slowed in recent times to around 3% per annum.  Through the year March 2007 to March 2008 growth was 3.7% in trend terms and 3.6% in seasonally adjusted terms. Non-farm GDP rose 3.5% through the year in trend terms and by 3.6% in seasonally adjusted terms. In seasonally adjusted terms, GDP increased by 0.6% in the March quarter of 2008. If this were to continue, this would produce an annual rate of 2.4%. The Australian Bureau of Statistics (June,2008)  reports that growth (in seasonally adjusted volume terms) over the past four quarters was driven by Household final consumption expenditure (contributing 2.4 percentage points to GDP growth), Private Machinery and equipment investment (0.4 percentage points), Private Non-dwelling construction investment (0.4 percentage points), and Exports of goods and services (0.5 percentage points). Offsetting the growth during the past four quarters was a strong rise in Imports of goods and services (detracting 2.7 percentage points). This trend is reflected in Figure 2.
There are a numbers of factors contributing to the slowing growth rate. These include:
· Rising world oil prices

· US Sub-prime housing mortgage crisis, which the IMF (2008) believes will push the US into recession in 2008

· Capacity constraints in some Australian industries due to labour shortages, especially skilled workers
· Tighter monetary policy settings by the Reserve Bank to reduce inflationary pressures 

Figure 2: Contributions to Australia’s Economic Growth in 2007
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While capacity utilization remains strong historically (decade average –8%), the Australian Chamber of Commerce and Industry (ACCI) and Westpac Banking Corporation net capacity utilisation indicator declined in the March quarter 2008 from the high level recorded in the previous quarter (Figure 3). This is most likely a reflection of the slowing in output and new orders growth and a fall in the order backlog. 
Figure 3: ACCI-Westpac Capacity Utilisation Index
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Australia’s External Balance
The rise in the value of the Australian dollar to a post-float high has led to a loss of international competitiveness. This has tended to impact mostly on rural exports which have declined in the past 18 months (Figure 4). This accompanied by a slowing in the global economy has let to a decline in the overall share of exports as a percentage of GDP and a worsening in the Current Account Deficit (Figure 5). The Current Account Deficit has risen to 6.3% of GDP and the Net Foreign Debt to $616 billion (57.2% of GDP). The growth in the Terms of Trade has also flattened out, rising only 1.1% in the past 12 months.

Figure 4: Composition of Australia’s Exports
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Another major contributing factor to Australia’s growth in Net Foreign Debt in the last decade has been the change from Australia being a major beneficiary of foreign investment in the form of equity to becoming more of an investor herself overseas. This shortfall has led to increased debt investment being required to finance the CAD (Figure 5).

Figure 5:  Australia’s Current Account Deficit and Terms of Trade 
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Figure 6: Australia’s Net Capital Inflow
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Employment in Australia

The high economic growth in Australia in recent years has lead to increased employment and falling rates of unemployment (Figure 7). Generally a level of economic growth of just over three percent is required to reduce the level of unemployment in Australia. This is determined by considering the level of labour productivity in the workforce and the increase in the number of workers joining the workforce. The greater demand for labour and increased labour market flexibility has also led to an increase in the participation rate in recent times, although it appears that a participation rate of around 66 percent could be a constraining factor for the workforce in the current economic conditions. 

Figure 7: Australia’s Unemployment and Participation Rates
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One of the features of the labour market in Australia in the 1980’s and 1990’s was that part-time employment had increased at a greater rate than full-time employment. As a result the proportion of part-time employed persons has risen over the period, increasing from 17 percent in 1983-84 to 28 percent in 2003-04. However, since 2003 full-time employment has increased at a greater rate than part-time employment - the first time since the commencement of the monthly Labour Force Survey in 1978 (Figure 8). This reflects the tightening of the labour market as labour usage in many areas, especially skilled areas, is nearing full capacity.  Part-time workers are being offered full-time employment. 

Figure 8: Part-time and Full-time Jobs Growth in Australia

[image: image8.emf]
This has also led to an increasing concern in regard to a shortage of skilled labour in Australia.  Labour shortages are most pronounced among skilled workers in the non-residential construction and resources sectors, and in parts of the business services sector.  However, labour shortages are becoming increasingly broadbased across industries and skill levels.  Consistent with this, business surveys indicate that difficulty finding suitable labour has become a key factor constraining output (Figure 9).  With weaker actual labour demand indicators in the March quarter in the ACCI-Westpac Survey (2008), respondents reported a lower difficulty of finding labour. The net balance reporting labour as 'harder to get' declined from a 34 year high of 43% to 29%, but this was still the second highest result since 1974 and around triple its decade average (10%). While much of the media and political discussion has been in the area of shortages of workers with technical skills, there are also shortages in university skilled areas such as nursing and teaching. 
Figure 9: Difficulty Finding Labour in Australia
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Inflationary Trends

Inflation has remained above the RBA’S 2-3 percent inflation target, and will continue to be pressured as a result of rising global oil prices throughout 2008 (Figure 10). In the March quarter alone fuel prices rose 5.4%. In March 2008 inflation was estimated at 4.2 percent per annum. Contributing most to the inflation figures during the past twelve months were rises in food (+5.7%), transportation (+6.8%), financial and insurance services (+6.8%), and health (+4.6%) (ABS,2008). There were some declines in consumer prices in areas benefiting from the rising Australian dollar namely clothing and footwear (-0.5%) and household contents and services (-0.7%) over the past 12 months.
The Reserve Bank is aware of this situation and this contributed to their decision to increase the cash rate in March 2008. 

This adjustment was made in order to contain and reduce inflation over the medium term. Inflation was high in 2007, with an annual CPI increase of 3 percent in the December quarter and underlying measures around 3½ percent. Domestic demand grew at rates appreciably higher than the growth of the economy’s productive capacity over the year. Labour market conditions remained strong into early 2008 and reports of high capacity usage and shortages of suitable labour persist. Inflation is likely to remain relatively high in the short term, and will probably rise further in year‑ended terms, before moderating next year in response to slower growth in demand (RBA, 2008)
Figure 10: Australia’s Consumer Price Index 
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Additional challenges to a lower inflation rate are some underlying concerns as a result of the reduced excess capacity in the economy and the labour shortages. Already there are signs of rising wages as a result of increased demand and limited supply.  Full-time total adult earnings in Australia rose 4.7 percent in the last 12 months and 1.0 percent in the last quarter. This is up from 3.4 percent in the previous 12 months (ABS 2008). 

What are the challenges facing the Australian economy?

The main concerns expressed by the Reserve Bank (2008) are:

· Domestic demand has grown at rates appreciably higher than the growth of the economy’s productive capacity over the year. 
· Labour market conditions remained strong into early 2008 and reports of high capacity usage and shortages of suitable labour persist. 
· Inflation is likely to remain relatively high in the short term, and will probably rise further in year‑ended terms, before moderating in 2009 in response to slower growth in demand.
On the other hand, the IMF (2008) have predicted a recession in the US in 2008 and slowing global trade growth. 

Excess domestic demand, supply constraints and the high value of the Australian dollar are also adding to a larger trade deficit and subsequently a rising CAD. This may lead to a fall in the value of the Australian dollar over time. While a fall in the Australian dollar would boost trade, it could worsen the labour shortages.  Any substantial decline in the value of the Australian dollar would also lead to a large revaluation effect on the foreign debt and add to inflationary pressures in the Australian economy.

There is no doubt that the Reserve Bank interest rate hikes have and will slow the economy down. It will still be difficult however to reduce inflation in an environment where the inflation is driven by rising global oil prices. The demand management policy of higher interest rates will tend to reduce overall demand and lead to higher unemployment rates and lower economic growth, which in turn may lower inflationary pressures in other areas.
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