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The Australian economy

Downwonder
The “lucky country” may not be so for too much longer

Mar 29th 2007 | sydney

AUSTRALIA may lie towards the bottom of the map, but its economy has been top of most rankings

of developed countries in recent years. Despite the deflation of its housing bubble and a severe

drought, the kangaroo economy keeps bouncing along. It is now in its 16th year of unbroken

expansion, during which time it has grown at an average annual rate of 3.6%, well above the OECD

average of 2.5%.

This resilience is partly its just deserts. The government has kept its budget in surplus, the central

bank has largely kept inflation in check, and structural reforms have helped the economy handle

shocks. But Australia also owes a lot to good luck. As a large commodity producer, it has been

blessed by a surge in the prices of its exports thanks to booming global demand, notably from

China. The country's terms of trade (the price of its exports divided by its imports) have leapt by

30% over the past three years to their highest level for over 50 years (see left-hand chart).

The timing could

not have been

better. The

commodities

boom has helped

to cushion the

economy just as

the housing

sector has stumbled. Without it, home prices and consumer spending would have fallen by much

more. In New South Wales, one of the states least touched by mining, average home prices are 10%

below their 2004 peak; in parts of Sydney they fell by 20%. But nationwide house-price inflation

was propped up by a 40% surge in Perth last year, thanks to the minerals boom.

Indeed, Australia's GDP understates the economic benefits of the commodities boom. It measures

the volume of goods and services produced in Australia, not the amount that can be purchased

there. But thanks to its improved terms of trade, Australia gets more for its wares than it did. Its

real gross domestic income has grown by an average of 4.5% over the past four years (see right-

hand chart).
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Despite the enormous gain in its terms of trade, Australia still runs a huge current-account deficit,

close to 6% of GDP in the fourth quarter. Its export volumes have grown by only 1.5% a year since

2000, down from an annual average of 8% in the 1990s. Farm exports have been hurt by drought;

manufactures by the rise in the exchange rate to a ten-year high. But the biggest disappointment

has been in minerals. Thanks to past underinvestment, Australia cannot get as much stuff out of the

ground or onto ships as it would like. Coal, for example, is Australia's biggest export, accounting for

one-fifth of its foreign earnings. But its sales are held back by the lack of port capacity. Outside the

port of Newcastle, a record 70 ships are waiting to load coal bound for Asia.

Few Australian economists lose sleep over its current account any more. The country has run a

deficit in all but one of the past 50 years. Many people argue the government has done all it can to

reduce the gap, running a budget surplus and encouraging personal saving, to no great effect. The

deficit therefore reflects the private decisions of “consenting adults”.

But the government cannot wash its hands of the deficit quite so easily. Saul Eslake, the chief

economist at ANZ Bank, accuses the government of wasting the windfall revenue from the

commodities boom. Most of it has been squandered on vote-seeking tax cuts, he calculates, not on

bolstering the economy's growth prospects. More spending on infrastructure and education could

have relieved bottlenecks, and a bigger budget surplus would have shielded the economy against a

future downturn in prices.

Instead Australia's economy has been stretched taut. It is short of workers as well as infrastructure:

at 4.6%, unemployment is close to a 32-year low (down from almost 11% in 1992) and inflation is

above the Reserve Bank's target of 2-3%. Some analysts expect the central bank to lift its interest

rate from 6.25% on April 4th.

Most worrying, the economy's speed limit has fallen. Productivity growth has slowed to an annual

rate of only 1.2% since 2000, from 2.4% in the 1990s. In the long run, a nation's standard of living

depends on its productivity. The commodity boom has so far concealed the slowdown, but even if

prices stay high, further gains on this scale seem unlikely. Without further policy reform, the

Australian kangaroo risks turning into a sleepy koala.
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