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The Economy and Financial Markets

Introduction

The international environment has not
improved over the past few months. Financial
markets had stabilised around the region late
in January, and by the time of the Bank’s
Semi-Annual Statement on Monetary Policy in
early May, exchange rates and share prices in
most of the east Asian economies had
recovered a good deal of ground. By June,
however, this had given way to another period
of pronounced instability, during which most
currencies in the east Asian region came under
renewed downward pressure, and confidence
about economic prospects in the region waned
further.

The main origin of the financial market
movements in mid year was a reassessment
of Japan. The Japanese economy had
effectively been in recession since the middle
of 1997, with the effects of tax increases being
amplified by the loss of export sales in Asia,
and the corrosive effect of a banking system
which had made little progress over several
years in overcoming high levels of bad debts.
The contraction intensified during the first
half of 1998 and, notwithstanding the
forthcoming substantial fiscal package,
confidence in Japan sank to a very low ebb. In
this environment, the yen weakened abruptly
and, because Japan is such a large economy

in the region, this quickly added to uncertainty
about the prospects for recovery in Asia more
generally.

Australian financial markets, and the
Australian economy more generally, were
inevitably affected by the events in Asia. The
Australian dollar has fallen substantially
against the US dollar and the European
currencies over the past year, as markets have
factored in the effect of the regional turmoil
on Australia’s export prospects. For much of
this period, the Australian dollar has tracked
the yen quite closely, despite the very different
paths of the Australian and Japanese
economies. Australian exports to the east
Asian region fell sharply during the December
and March quarters — which was the period
of most rapid adjustment in the trade accounts
of the Asian countries — but this decline has
abated during the June quarter. There has also
been some good news in that a number of
exporters have been quite successful in finding
alternative markets for their products. This has
been clearest for resources, where export
growth has not slowed at all over the past year.
In other cases trade diversion is more difficult.
Nonetheless, the decline in the exchange rate
can be expected to assist exporters in securing
increased market share in US and European
markets over the coming year, and there
should also be some benefits for those
domestic producers competing with imports
in the Australian market.
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Even with this increased flexibility, the
international environment remains a very
difficult one. Forecasts of world growth have
generally been marked down over recent
months because of the more widespread
recessions in Asia and Japan, and an expected
slowing in growth in the US, although the
outlook in Europe seems to be improving all
the time. Commodity prices remain under
downward pressure.

In Australia, it is clear that business
conditions in parts of the manufacturing
sector are very difficult; this is only to be
expected given the decline in manufactured
exports to the most crisis-prone Asian
countries of around 50 per cent over the past
year. The tourism industry will also have been
badly affected by the decline in Asian tourism,
which has only been partly offset thus far by
increases from Europe and the US. Other
areas in the domestic economy, however, have
continued to expand at a good pace.
Construction of both residential and
non-residential structures has continued to
grow, a trend likely to continue in the short
term at least. The services sectors of the
economy also are generally expanding.
Consumer demand is not growing at the pace
seen in the second half of 1997, but that was
unlikely to have been sustained anyway. Apart
from the loss of export markets, the main
effect of all this on the Australian economy
has so far been mainly to dampen confidence.
Taking that into account, the Bank’s
assessment is that output is growing at a
moderate but below-trend pace, and that this
should continue in the period immediately
ahead.

Inflationary pressures in the economy
remain well controlled. The lower exchange
rate will in time add to consumer prices, which
up to the end of 1997 benefited from the
impact of a high currency in 1996. Early
indications are, however, that these effects may
take a little longer to show up on this occasion
than historical experience might suggest. The
international prices of many of Australia’s
imports are steady and, in some important
cases, the extremely competitive domestic
market may be leading to some compression

of profit margins. Vehicle prices are a case in
point. Nonetheless, with wholesale import
prices having risen by about 10 per cent over
the past year, some pick-up in consumer prices
must be expected.

The Bank’s central forecast for underlying
inflation (based on a broadly unchanged
exchange rate) is that it will be about
2 per cent over the year to December 1998.
During 1999, it is likely that year-ended
inflation rates on this basis will move higher,
to around 2%z to 3 per cent. Beyond that
period, the inflation result should mainly
reflect trends in the domestic cost structure,
particularly labour costs. These have slowed
over the past year, and wage increases are likely
to remain in the 3 to 4 per cent range.

There is more than the usual amount of
uncertainty about the economic outlook
because of the potential for further instability
in the economies of Asia, and particularly in
their financial markets. Monetary policy has
to take this into account as best it can, and
balance it against purely domestic factors. At
present, monetary policy settings are such as
to lend support to domestic demand. Interest
rates remain low across the yield curve; credit
is freely available and is growing at a solid
pace; and the exchange rate is near the low
end of historical experience against most
countries. In the absence of unforeseen
developments, this setting of policy remains
appropriate.

International Economic and
Financial Developments

Asia

Events in Asia have continued to be the
dominant factor influencing financial markets
in Australia in the latest quarter. The Asian
crisis moved into a second phase, with the
focus shifting away from the emerging east
Asian economies to Japan. In fact, financial
markets in most of the east Asian economies
were on a recovery phase over February,
March and April before being unsettled by
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the deteriorating economic and financial
situation in Japan. Most important has been
the weakening in the yen, which fell against
the US dollar from 133 at end March to a
low of 146, before intervention by the US
authorities saw it recover sharply (Graph 1).
It has since drifted towards its lows again,
amid market concerns about implementation
lags in the government’s new stimulatory
measures. Bond yields in Japan fell to
1.125 per cent, equal to the lowest recorded
by historians in the past 4 000 years, and well
below the level of 1.75 per cent reached by
US bonds in the Great Depression (Graph 2).
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While all countries in the region were
affected by these developments, the impact
was strongest in countries, including Australia,
which had been largely on the periphery of
the earlier troubles. Markets seemed to judge
that events in Japan would make it harder for
these countries to avoid the impact of the
turmoil. Some market participants promoted
the view that the process would eventually lead
to devaluation by China and the breaking of
the Hong Kong dollar’s peg to the US dollar.
Not unexpectedly, this saw a great deal of
pressure on Hong Kong markets at times.

Most of the east Asian economies that were
at the centre of the first wave of problems in
the second half of 1997 were less affected in
this latest phase. In part, this is because their
trade and capital accounts had already
adjusted sharply. Two of the countries in
particular — South Korea and Thailand —
weathered the latest regional problems
relatively well. Their exchange rates have
appreciated in recent months, to the point
where the net depreciation since the start of
their crisis in mid 1997 has been reduced to
about 30 per cent. Short-term interest rates,
which had risen to around 25 per cent at the
peak of their crisis in December/January, have
fallen sharply. In South Korea, they are down
to 11 per cent, a little below pre-crisis levels
(Graph 3). InThailand also, rates are around
their pre-crisis levels.

Graph 3

South Korea
Won
800
1000
1200
1400
1600
1800

Exchange rate
against US dollar

%
24
22
20
18
16
14
12
10

Short-term interest rate

J S D M J
1997 1998




The Economy and Financial Markets

August 1998

In contrast, the economic and financial
situation in Indonesia has continued to slip,
with the forces set in train by the initial
collapse of the exchange rate last December/
January proving very destructive in terms of
both the political and economic structure. The
appointment of a new President and the
subsequent announcement of a new
agreement with the IMF have not yet
produced any marked turnaround; the
exchange rate of the rupiah remains around
13 000 to the US dollar, less than 20 per cent
of its pre-crisis level, and short-term interest
rates have risen to about 60 per cent, broadly
in line with the rise in inflation.

The one aspect of financial markets in all
Asian countries that remains very weak is
share markets. Most countries in the region
recorded new lows in share prices in the latest
guarter, with cumulative falls since the middle
of 1997 of about 50 per cent (Graph 4).
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The economic impact of the regional
financial crisis has been seen in some sharp
declines in production and substantial
adjustments in current account positions. The
impact has so far been largest in Thailand,
Indonesia and Korea. At the same time, it is
becoming clearer that a wider group of
countries, which escaped the worst of the
earlier financial turbulence, are now
experiencing a significant economic impact.

For the initial crisis-affected group - the
ASEAN-4 and South Korea — the process of

macroeconomic adjustment has been
necessarily rapid. The abrupt reversal of capital
flows to these countries meant that their current
account positions had to shift rapidly into
surplus. Much of this adjustment took place
through lower imports (Graph 5), and was
brought about by very large reductions in
domestic demand. The size of some of the
adjustments has been exceptionally large.
Korea’s trade position moved by the equivalent
of 12 per cent of GDP, and there were similar
movements in Thailand and Indonesia.
Domestic demand in Korea over the year to
March declined by around 28 per cent.
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In some countries, there are tentative signs
that this initial period of rapid adjustment may
have largely run its course. Levels of industrial
production in Korea and Thailand, having
declined by around 15-20 per cent from
pre-crisis levels, have been more stable in
recent months (Graph 6). Imports are also
showing some signs of stabilising, having fallen
by more than 30 per cent in both countries.
Exports from Korea are now recovering
strongly in volume terms, although declining
prices mean that, in US dollar terms, they have
been flat. In contrast to the experience of these
other countries, the latest data for Indonesia
point to continued economic contraction.
National accounts data record a GDP decline of
17 per cent over the first two quarters of 1998,
after a flat performance during the previous
year, and imports have continued to fall rapidly.
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The sharp currency depreciations in these
countries have led, in varying degrees, to
increased inflation although, in most cases, it
remains well contained. In Korea, the impetus
to inflation was concentrated around the end
of 1997 and the early months of 1998. More
recently, consumer prices in Korea have
stabilised, probably reflecting the very weak
demand conditions and surplus productive
capacity in that country. In other countries
inflation has come down from recent peaks
but continues to run at a higher rate than in
the pre-crisis period. The largest increase has
taken place in Indonesia, where consumer
prices over the year to July rose by around
70 per cent.

The wider impact of the crisis on other
countries in the region is now starting to be
seen more clearly. In Hong Kong, GDP
declined in the first quarter of 1998 by more
than 4 per cent, following a fall of 1/2 per cent
in the previous quarter. Singapore has
recorded close to zero growth over the past
two quarters, and growth in China and Taiwan
has slowed appreciably (Graph 7).

Several factors are contributing to this more
general weakening of regional economies.
Declines in asset prices have become
widespread across the region, in many cases
amplified by the higher interest rates put in
place to resist currency depreciations. Another
factor is loss of export competitiveness. For
China and Hong Kong, which have
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maintained fixed exchange rates to the
US dollar, there has been a significant loss of
competitiveness against producers from other
countries in the region. This is likely to have
contributed to the weakening of their export
sales over recent months. To a lesser extent,
Singapore and Taiwan have also lost
competitiveness in foreign markets, having
had smaller currency depreciations than those
of the initial crisis-affected group. In addition,
the Singaporean economy, which is
particularly dependent on intra-regional trade,
is being significantly affected by the
downturns in Indonesia and Malaysia. The
extent and likely duration of this general
slowing of regional economies have not yet
become clear. Much will depend on
developments in Japan, which is by far the
region’s largest economy. In that regard, recent
developments are not encouraging.

The Japanese economy continued to weaken
in the first half of 1998, prompting the
announcement of further policy measures by
the Japanese government. National accounts
data for the first quarter recorded a fall in GDP
of 1.3 per cent, confirming earlier signals of
declining demand and output (Graph 8). This
result reflected a significant fall in business
investment and a decline in exports, following
strong export growth in 1997.

Most indicators are continuing to point to
a difficult environment for Japanese
businesses. According to the Bank of Japan’s
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Tankan survey, business confidence
deteriorated further in the June quarter, to
be at levels below the trough reached in the
early 1990s. Unsold inventories are at a high
level, and industrial production declined
further in the June quarter. Consumer
confidence is also at low levels, and
unemployment has increased to a post-war
high of 4.3 per cent.

The deterioration in conditions over the past
year has reflected a combination of
circumstances including the decline in
intra-regional trade, the substantial fiscal
policy tightening implemented during 1997,
and the poor condition of the Japanese
banking system. Weak demand conditions in
turn have contributed to declines in inflation
from already-low levels. The level of consumer
prices was almost unchanged over the six
months to June, while wholesale prices over
that period declined at an annual rate of
around 2 per cent. In these circumstances of
weak demand and flat or falling output prices,
it is very difficult for businesses to generate
increased cash flows. The lack of growth in
nominal incomes and spending in the

economy, in turn, makes it difficult for
businesses and banks to improve their balance
sheets and is reinforcing the reluctance of
Japanese banks to lend. The volume of bank
loans outstanding by Japanese banks has been
declining for the past two years.

In this environment of declining demand
and financial contraction, there have been
widespread calls to support growth through
fiscal expansion and banking-system
restructuring. A fiscal package announced in
April contained measures equivalent to
around 3 per cent of GDP, aimed at providing
a significant boost to domestic demand
through tax cuts and new spending. More
recently, Prime Minister Obuchi has proposed
an additional set of tax cuts to those
announced in April. In June, the government
announced a restructuring program for the
banking system. The restructuring plan
involves using a new regulatory agency to
assess the viability of all banks, and will
provide for the takeover of non-viable banks
by publicly funded ‘bridge banks’. It is
proposed that these will continue to lend to
creditworthy borrowers, assist in the disposal
of non-performing assets, and allow the
performing assets of failed banks to be
transferred to viable institutions. Public funds
for the bridge banks are expected to come
from the ¥30 trillion already allocated for
bank recapitalisation, of which only a small
proportion has so far been taken up.

Prospects for the Japanese economy will
depend heavily on the effectiveness with which
this program is implemented. International
experience suggests that effective bank
recapitalisation is an important condition for
any sustained recovery from a banking crisis
of these proportions. It also suggests that, even
with a well-designed restructuring program
in place, progress is likely to be slow. Most
observers are expecting output of the Japanese
economy to be lower in 1998 than in 1997.

Rest of the world

Outside the Asian region, the crisis has had
both positive and negative effects. The
positives are most clearly evident in the
United States, where the Asian crisis, by
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contributing to a stronger US dollar and
falling world commodity prices, has helped
to cap inflationary forces. This has allowed the
US Federal Reserve to sustain lower interest
rates and a faster rate of growth in domestic
demand than would have been possible
otherwise. US bond yields have fallen to
around 5.4 per cent, much the same as the
cash rate, resulting (unusually for this stage
of the economic cycle) in a flat yield curve.
The effects on the US share market, on the
other hand, have been mixed: there have been
some benefits from lower interest rates but
the profit results of US companies are
increasingly showing signs of adverse impacts
from Asian competition. Overall, US share
prices have fallen around 8 per cent from
recent peaks (Graph 9).
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The US economy has continued its strong
gains in the first half of 1998. Real GDP rose
at an annual rate of 4 per cent in the first half
of the year, supported by robust growth in
domestic demand. Consumer spending has
been buoyed by expanding job opportunities,
increasing real incomes and high levels of
wealth. Higher household wealth, combined
with low mortgage interest rates, has, in turn,
boosted housing demand. Business fixed
investment has also been brisk, as firms have
taken advantage of conducive financial
conditions to expand capacity.

While the strength of domestic final demand
seems to have continued, the Asian crisis is

acting to moderate growth. The combined
effects of the appreciation of the dollar and
weaker external demand have already seen a
sharp increase in the trade deficit, with both
a rapid rise in imports and a fall in exports.

External factors will continue to reduce
growth in the remainder of the year, but it is
unclear whether this will be sufficient to
forestall inflation risks. The extraordinary
tightness in the labour market has intensified
in recent months; the unemployment rate, at
4.5 per cent in July, has now been below
5 per cent for the past year and earnings
growth has picked up accordingly. So far,
however, this has failed to translate into rising
consumer price inflation, because the strength
of the US dollar and falling prices for raw
materials have offset higher labour costs.

Economic activity has continued to
strengthen in the continental European
economies as the emerging recoveries have
become more domestically driven. In
Germany, real GDP rose strongly in the
March quarter, as consumers brought forward
expenditure ahead of the April consumption
tax increase, and equipment investment rose
strongly. Recent retail sales gains suggest the
economy has maintained sufficient
momentum to weather the tax increase, and
there have been signs of recovery in the labour
market. In France, real GDP is growing at its
fastest pace in three years, with strong
employment gains fuelling consumption. The
unemployment rate has fallen below
12 per cent for the first time since 1996.

In the United Kingdom, growth in domestic
demand remains strong, but is being partly
offset by falling net exports, reflecting the
appreciation of the pound over the past two
years. The Bank of England raised short-term
interest rates by 25 basis points in June to
72 per cent, citing mounting labour market
pressures and an inflation rate above target as
key concerns.

The gathering pace of economic expansion
is one reason that European markets have
been least affected by Asia, with share markets
in particular remaining stronger than
elsewhere. Europe has also been more
preoccupied by the decision on the group of
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countries to join the Euro in 1999. The
11 countries joining are (in order of GDP size)
Germany, France, Italy, Spain, the
Netherlands, Belgium, Austria, Finland,
Portugal, Ireland and Luxembourg.

Australian Financial Markets

The Australian dollar

The most visible impact from Asia on
Australian financial markets has been the fall
in the Australian dollar. It is down from
around US75 cents in mid 1997 to about
US60 cents at present (Graph 10). This fall
has taken place in two phases, in line with the
two phases of the Asian crisis. The first
reflected mainly the events in east Asia,
culminating in the sharp depreciation of the
Australian dollar in late 1997/early January,
to around US63 cents. It recovered from there
to around US68 cents by early April, but then
fell to a low of US58 cents in June on the back
of events in Japan.
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Through most of this period the Bank did
not intervene in the market, recognising the
underlying economic factors at work and the
close connection with events in Asia. In fact,
throughout this period, the Australian dollar,
in common with many other currencies in the

region, showed a remarkable tendency to
move very closely with the yen (see Box).

In early June, however, the Australian
dollar’s fall accelerated, causing it to decline
even against the yen, which was itself falling
sharply. Two main factors were responsible.
First, participants in the market began to
believe that the Australian authorities were
happy to see the dollar continue to fall.
Second, and perhaps related to these
developments, hedge funds stepped up their
profile in the market. This caused a reduction
in market liquidity, as other market players
were unwilling to trade on a normal two-way
basis while these funds were selling
aggressively.

Against this background, the Reserve Bank
intervened in the market, buying $2.6 billion
dollars in local currency during June. The
Bank’s presence acted as a counterweight to
the hedge funds and restored a normal
two-way flow of business although, on balance,
the exchange rate continued to fall, eventually
reaching a low of US58.1 cents. The turning
point in the market came with the intervention
by the US Federal Reserve to support the yen
exchange rate; this caused a sharp rise in the
yen and the Australian dollar moved up with
it. Subsequently, the Australian dollar
continued to recover, even though the yen
steadied, as earlier sellers turned some of their
positions. By end June, the Australian dollar
was around US62 cents, a level it remained
at or above during most of July, before falling
to around US60 cents in early August as the
yen weakened again.

Market interest rates

The weakness in the exchange rate in June
led to a reappraisal within financial markets
about the outlook for monetary policy. This
was most clearly reflected in short-term
interest rates, which, for much of the first half
of 1998, had continued to factor in some
possibility of an easing in monetary policy. The
heightened pressure on the exchange rate in
early June saw the yield on 90-day bills, which
had been a little below the cash rate, rise
sharply at one stage to 5.8 per cent. This level
implied a strong market expectation that
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From its float in 1983 until recently, the
Australian dollar had traditionally been
regarded by financial markets as being part
of the US dollar bloc. As can be seen in
Graph Al, weekly movements of the
Australian dollar and the US dollar through
most of this period had a high correlation
(averaging 0.74).

Graph Al
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The tight link between the Australian and
US currencies owed in part to the close
relationship between the Australian and
US economies, particularly the similarity of
the cyclical development of GDP in the two
countries (Graph A2). The tendency for
dealers to trade the Australian dollar in line
with commodity prices, themselves strongly
correlated with US economic growth, may
also have contributed to the link, although
the correlation of the Australian dollar with
the US dollar has been significantly higher
than its correlation with commodity prices.
Historically there has been no similarity
between cyclical movements in GDP in
Australia and Japan (Graph A3).

Since mid 1997, when the float of the Thai
baht precipitated the exchange rate crisis in
Asia, there has been increased talk in the

Box: The Australian Dollar and the Yen
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market of the Australian dollar (and several
other regional currencies, including the
Singapore dollar and Taiwan dollar) now
having moved into a yen bloc. Over this
period, there has been a close relationship
between the Australian dollar and the yen,
with the Australian dollar trading in a
narrow range between 83 and 88 yen
(see Graphs A4 and A5).
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The reasons for this sudden shift in
perception are not entirely clear, but are no
doubt related to the view that if the Japanese
economy does badly, then the rest of the
Asian region, including Australia, will suffer.
One variation of this is that a falling yen will

Graph A5
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‘bring down’ the Chinese yuan, the Hong
Kong dollar and, in turn, a number of their
competitors. While Asian events are having
asignificant impact on Australia, it needs to
be kept in mind that the trade links to Asia
are longstanding and, despite them, the

Table Al: Cross-country Comparison
Latest available data

Economic activity
Growth in domestic final demand®
Growth in GDP®

Change in unemployment rate over past year
(percentage points)

Change in employment®

Trade

Real growth in imports®

Real growth in exports®

Current account balance (per cent of GDP)
Financial

Inflation rate (core)®

Share price index (% change since 1 Jan 1995)

10-year bond yields (per cent)
Short rates (per cent)
Budget balance (per cent of GDP)

(a) Four-quarter-ended percentage change.
(b) Twelve-month-ended percentage change.
(c) Excludes RBA gold.

Australia United States Japan
4.3 5.6 -5.0
4.9 35 -3.7
-0.4 -0.4 0.9
2.2 2.6 -1.1
11.5 11.8 -3.2
2.7 0.8 -1.1
-5.4 -2.3 3.0
1.6 2.2 -0.3

36 124 -21
5.6 54 1.2
5.2 5.0 0.8
0.2 0.1 -3.1
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Australian economy has typically behaved
more like the US economy than Asian
economies. This has continued to be the case
in the past year. The summary contained in
Table Al shows the remarkable similarity
between Australian and US economic
performance, and the complete lack of
similarity between either of those two
countries and Japan.

As can be seen from Graph A6, there have
been other periods in the past when the
correlation between the Australian dollar and
the yen has risen. But they have always been
short lived. The average correlation between
the two currencies over the post-float period
has been close to zero.

Graph A6
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Looked at another way, since the mid
1980s, the yen has been through four broad
phases: it appreciated from 1984 through to
1988, then depreciated up until early 1990,
resumed its appreciation between 1990 and
mid 1995, and then began to depreciate
again. In each of these phases until mid
1997, the Australian dollar showed no
sustained tendency to move with the yen.

Table A2: Movements in the
Australian Dollar and the Yen
Against US Dollar; per cent

Yen Australian

Dollar
Feb 1985 - Jan 1988 116 3
Jan 1988 — Apr 1990 -24 4
Apr 1990 — Apr 1995 99 -2
Apr 1995 — June 1997 -28 3

While it is understandable that the
exchange rate of the Australian dollar reflects
developments in Asia, the closeness of the
link to the yen that has developed over the
past year seems difficult to justify on the
behaviour of the two economies. It is possible
that the increased correlation is simply a
short-term phenomenon, as experienced on
several occasions in the past, rather than the
start of a new pattern. For the correlation to
be sustained, there would need to be a
greater correlation in the economic
performance of the two economies, and at
this stage there is no evidence that this will
be the case. =
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monetary policy would be tightened. As the
exchange rate subsequently moved from its
lows, 90-day bill yields returned gradually to
around 5.1 per cent (Graph 11).
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Money markets in Australia were also
affected in the June quarter by the
introduction of real-time gross settlement
(RTGS) for interbank payments in Australia,
which resulted in a temporary rise in banks’
demand for liquid funds. This saw the cash
rate move above its target of 5 per cent for a
time, and the yield on Treasury Notes, which
are eligible for purchase by the Reserve Bank
in the course of its market operations, move
to 50 basis points below that for bank bills
(from normally about 10 basis points below).
As banks grew more accustomed to operating
under RTGS, these pressures subsided.

The pressures on market yields arising from
the fall in the exchange rate were less apparent
in the bond market than in short-term yields,
although bond yields did rise to some extent
in June. This rise partly reversed earlier
declines, which had reflected a number of
factors: the expected negative impact of the
Asian situation on the local economy,
associated concerns about the possibility of
global deflation, and the projected fall in the
stock of bonds on issue reflecting the expected
run of Budget surpluses and the proposed sale
of the remainder of Telstra. After reaching a

Graph 12
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low of 5.3 per cent in early June, the yield on
10-year bonds rose to 5.8 per cent by mid
June, then moved back to around 5.5 per cent
subsequently (Graph 12).

At their low pointin early June, bond yields
in Australia were below yields in the
United States, but the rise in yields associated
with the fall in the exchange rate again lifted
them above US vyields. In early August, the
margin of 10-year bonds in Australia over
10-year US Treasuries was about 20 basis
points, still well below the historical norm.The
rise in Australian short-term interest rates
relative to those in the United States was more
pronounced, but has now been largely
reversed.

The share market

The Australian share market has been
volatile in recent months. After rising quite
strongly in the first four months of 1998, in
line with the lift in world share markets
generally, it fell by over 10 per cent by mid
June. The main factors underlying this fall
were renewed pessimism about Asia, due to
the problems being experienced by Japan, and
the turn in expectations about interest rates
in Australia following the fall in the exchange
rate. Subsequently, calmer conditions
returned in Australia, and helped by the US
market reaching new highs in July, Australian
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share prices recovered. The rise, however, was
narrowly based, being attributable mainly to
share prices of a small number of large
companies. Subsequent weakness in world
share markets over late July and early August,
reflecting renewed concerns about Asian
markets, saw share prices in Australia return
to close to their June lows. Prices of resource
stocks have been weaker than average, as
markets have judged that prospects for profits
of resources companies have been particularly
weakened by the malaise in Asia. The index
of share prices in the resources sector has
fallen by 18 per cent since April, compared
with a fall in the All Industrials of 2 per cent.

Domestic Economic Activity

Growth in output of the Australian economy
is now slowing from the solid pace recorded
during 1997 and into the early part of 1998.
Over the year to the March quarter, real
output increased by a little under 5 per cent,
and growth in the non-farm economy was
somewhat stronger than that. There have been
a number of signs that the economy is now
easing back to a more moderate pace of
growth. According to the national accounts,
there was a sharp slowing in private spending
in the March quarter, while an unusually large
volume of output in the quarter was absorbed
by stockbuilding (Table 1). Although more

Table 1: National Accounts — March 1998 ®@
Percentage change; seasonally adjusted

March quarter 1998 Year to March 1998

Private final demand® -0.2 5.7
Consumption 0.0 4.6

— Goods -0.2 3.9

— Other® 0.0 6.7
Dwelling investment 0.3 12.5
Business fixed investment® -2.3 7.6

— Equipment® -6.4 11.3

— Non-dwelling construction® 9.7 -0.7
Public final demand® -1.8 -0.6
Increase in private non-farm stocks® 1.6 2.1
Net exports©@®© -1.1 -1.9
GDP(E) 0.7 5.3
GDP(A) 1.3 4.9
Non-farm GDP(A) 1.2 5.3

(a) All series are annually chained, except GDP(A) and non-farm GDP(A).
(b) Excluding transfers between the public and private sectors.

(c) Excluding dwelling rent.
(d) Contributions to growth in GDP(E).
(e) Excludes RBA gold transactions.
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recent indicators suggest that the slowing of
private spending depicted in the accounts is
exaggerated, the indicators generally confirm
the economy’s transition from above-trend to
below-trend rates of growth. The labour
market, meanwhile, continues to benefit from
the economy’s strong performance over 1997
and early 1998, and unemployment remains
below the levels of a year ago.

A sharp turnaround in the external sector,
evident in weakening export volumes and
declining commodity prices, has been the
major dampening influence on growth. As
noted above, the contractionary impulse
arising from the Asian crisis has occurred in
two stages — an initial, rapid contraction in the
economies first affected by the regional
financial instability, and a more delayed
slowing of other economies in the region.
Much of the impact on Australia’s exports to
the first group of countries has probably now
taken place, and there is evidence of a growing
diversification of exports to other destinations.
However, the more recent downturns in other
regional economies, and particularly Japan,
will have some further dampening influence.
The deteriorating external situation has also
had an adverse impact on business and
consumer confidence. The Australian
economy is likely to experience a period of
below-trend growth while these factors remain
in place.

Household income and expenditure

Retail spending showed a small decline in
real terms in the June quarter, to be 2.8 per cent
higher than a year ago. Over the first half of
1998 retail trade has shown almost no net
increase in real terms, following the strong
growth recorded in the second half of 1997.
The result for the month of June, a fall of
0.8 per cent, incorporates a substantial decline
in spending in department stores; this may
partly reflect recent changes to the timing of
mid-year sales, as there was a similar fall
recorded the previous June, followed by a strong
bounce-back the next month (Graph 13).

Sales of motor vehicles have again posted
some very rapid growth, after easing back a
little in the early part of 1998. In June, motor
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vehicle registrations jumped by 17 per cent;
this occurred alongside a rise of 22 per cent
in car imports in the month. The renewed
growth in sales has been supported by further
discounting by retailers and reductions in
imported car prices. For 1997/98 as a whole,
passenger vehicle registrations were, at over
650 000, the highest on record. It is possible
that the increases in car sales occurring at
present, by absorbing a higher proportion of
disposable incomes, are having a dampening
effect on sales of other durable goods.

Consumer sentiment, according to the
Melbourne Institute survey, declined through
the first half of 1998, although it remains above
long-run average levels. Consumers appear to
be becoming more concerned about the outlook
for the economy and the outlook for
unemployment (Graph 14). Their responses are
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clearly sensitive to the news which is released
around the time the survey is being taken but,
in broad terms, appear to reflect the likelihood
that the economy will grow more slowly in 1998
than it did in 1997. In contrast to sentiment
about the economy as a whole, there has been
little decline in measures of consumers’
perceptions of their own financial situation,
which remain well above longer-term averages.

Graph 14
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One factor which should help underpin
consumer spending in the latter half of 1998
is the AMP demutualisation. Insofar as
policyholders perceive their allocation of
shares as amounting to a windfall gain, they
are likely to use a proportion of the proceeds
from the demutualisation to boost spending.
With the market price of AMP shares towards
the top end of earlier expectations, the
addition to household wealth will be
somewhat larger than was initially estimated.

To some extent, however, the effect on
spending may be dampened by current
consumer concerns about the outlook for the
domestic economy, particularly given that
household saving has been declining recently.
On balance, our earlier estimate that the
demutualisation would boost consumer
spending by a few tenths of a per cent of GDP
remains plausible (for further details, see the
May 1998 Semi-Annual Statement, Box B).

The housing market

Housing construction activity has increased
strongly over the past 18 months, supported
by high levels of affordability. In the March
quarter, the number of housing
commencements was 10.1 per cent higher
than a year earlier, and building approvals data
point to a further solid increase in the June
guarter. Growth in activity has been boosted
by continued increases in the value of the
average new dwelling constructed, and by
strong growth in spending on alterations and
additions.

Notwithstanding this recent strength, the
likely extent of future expansion in the current
housing upswing is difficult to gauge, with
forward indicators of housing demand giving
conflicting signals. After increasing strongly
during much of 1997, loan approvals for
housing appeared to level out in the early
months of this year, before showing a strong
further rise in June (Graph 15). The increase
in loan approvals in June may have partly
reflected efforts by borrowers to take
advantage of existing low interest rates, amidst
widespread talk that intermediaries’ interest
rates might rise. These concerns may have
brought forward some demand for loans, as
well as encouraging a strong increase in
refinancing as borrowers shifted from floating
to fixed-rate loans. As discussed in detail in
the section on Financial Conditions below,
there were some small increases in fixed
housing loan rates, which reflected increased
funding costs in financial markets.

Local government building approvals,
meanwhile, have continued on a strong
upward trend, with growth in the alterations
and additions component particularly

15




The Economy and Financial Markets

August 1998

Graph 15
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pronounced. The normal pattern is that trends
in housing finance lead those in building
approvals, and so it would be unusual for the
current strong growth in building approvals
to continue without some renewed growth in
finance. A plausible interpretation of these
trends is that the housing upswing may be
maturing, particularly given that the rate of
new construction is approaching a level
somewhere near the trend rate of expansion
in demand for new housing. This would also
be consistent with other evidence that demand
conditions in the market for existing housing
are now easing a little in some areas.

Recent trends in house prices are pointing
to an easing of excess demand in those areas
where it had initially been concentrated,
particularly in the inner suburbs of Sydney
and Melbourne. After a period of rapid growth
during 1997, house-price increases in these
inner city areas have eased considerably in
recent months. More moderate upward
pressures on prices are now working their way
across a wider area in the middle and outer
suburbs of Sydney and Melbourne, as well as
becoming evident in a number of the other
capital cities. Available indicators of rental
rates and vacancies of residential property are
volatile and vary considerably across capital
cities but, in general, they provide tentative
signs of a mild easing of growth in rents;
vacancy rates have picked up a little in some
cities, but they remain low. Together, the

trends in house prices, rents and vacancies
provide little evidence of a significant build-up
of either excess demand or excess supply in
the housing market at present. Conditions
would seem supportive of continued, although
somewhat more moderate, growth in housing
investment in the period ahead. Given the low
level of interest rates, spending on alterations
and additions seems likely to remain strong.

The business sector

Production increased strongly in the March
guarter following good growth through 1997.
A significant part of the March quarter
increase in output, however, was recorded as
being absorbed in unsold stocks, and the
interpretation of this result has an important
bearing on the business outlook for later in
the year. Some increase in stocks in the March
guarter was expected as, according to the
national accounts, stocks had been run down
over 1997, and surveys had been pointing to
a desire by businesses to re-build stocks. A
detailed examination of stocks-to-sales ratios
at an industry level shows that the increase in
stocks in the March quarter largely returned
these ratios to around their average levels of
recent periods (Graph 16). It is also possible
that the large estimate for stockbuilding will
be subject to revision — the pattern over the
1990s has been that unusually large initial
estimates of the change in stocks have tended
to be revised to show less extreme movements.
Nevertheless, the magnitude of the increase
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in stocks in the quarter is, at least in part,
suggestive of some unintended stockbuilding
having taken place.

Business surveys have pointed to weaker
conditions in the June and September
guarters. This appears to be mainly linked to
the ongoing crisis in Asia, which has had a
large direct effect on export sales and has
reduced business confidence. Almost
two-thirds of respondents to the NAB Survey
of non-farm businesses expect their firms to
be affected by developments in the Asian
region in the next 12 months. Averaged across
all respondents, total sales are expected to be
2 per cent lower than they would otherwise
have been on account of developments in Asia.
Business confidence, as recorded in the June
qguarter NAB survey, has declined to a level
slightly below the most recent trough reached
in March 1996. The decline in this measure
of business confidence has, however, been
somewhat more marked than the declines in
indicators of firms’ employment and capital
expenditure plans recorded in the same survey
(Graph 17). In this respect, there is a parallel
with consumer survey results, which suggest
that consumers are more pessimistic about the
economy as a whole than about their own
circumstances. Other business surveys are
more pessimistic, particularly those relating
specifically to the manufacturing sector such
as the ACCI-Westpac and Colonial State Bank
surveys.

Graph 17
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The greater deterioration in confidence in
the manufacturing sector is likely to reflect
that sector’s relatively high exposure to
international trade and the loss of export sales
to the east Asian region. Employment and
profitability in manufacturing have been
weaker than in other industries over the past
year, with employment recording a decline.
As discussed in detail in the section on Balance
of Payments below, manufacturing is likely to
be one of the areas in which exporters have
greatest difficulty in the short term in
diversifying into alternative markets to
compensate for reduced sales in Asia. The
manufacturing-based surveys have been
pointing to significant declines in export sales,
and balance of payments data confirm the
weakness in manufacturing exports over much
of the past year, although they picked up in
the June quarter. The surveys also suggest a
significant decline in manufacturers’
investment intentions (generally presenting a
more pessimistic outlook in this regard than
the ABS capital expenditure survey, discussed
below).

Total profitability of the corporate sector,
as measured by gross operating surplus, has
been gradually declining as a share of GDP
since the peak reached in 1996, and is now, at
15 per cent, around its decade average. The
recent depreciation of the Australian dollar
and consequent increase in Australian-dollar
commodity prices would generally imply an
increase in profits for mining companies.
However, many large companies had hedged
the $A/US$ rate prior to the exchange-rate
decline, and hence will not receive any boost
to profits, at least in the short term. In
addition, some companies have a natural
hedge, earning most of their income in
US dollars but also incurring a high
proportion of their costs in US dollars.
Therefore, benefits to these companies may
also be smaller than in other cases.

If the recent deterioration in business
sentiment is to have a significant effect on real
activity, it would do so by altering firms’
investment and employment plans. Over the
past five years, investment expenditure on
equipment has grown very strongly. Recent
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data, however, suggest some reduction in the
pace of growth. Estimates from the latest ABS
capital expenditure survey for 1997/98 suggest
real growth (in annually chained terms) of
around 5 per cent over the year to the June
guarter, compared with 10 per cent over the
preceding year. Estimates for 1998/99 are
pointing to a subdued outlook for this type of
investment. Based on average realisation
ratios, the survey would imply only moderate
growth in nominal terms for the year, and
roughly flat equipment investment in real
terms. This expectation, recorded in the survey
conducted in late April and early May,
represents a downward revision to the
previous outlook recorded three months
earlier. Within the total, expectations in the
manufacturing sector have been revised
upward, although this was from a low level
and, as noted above, the manufacturing-based
business surveys continue to give a very
pessimistic reading.

In contrast to these expectations for
investment in equipment, the capital
expenditure survey points to a stronger
outlook for investment in buildings and
structures. This impression is supported by a
recent pick-up in private non-residential
building approvals. While non-residential
approvals are extremely volatile, they have
been quite strong in the June quarter,
regaining levels recorded in the latter part of
1997 (Graph 18). If sustained, this recent
strength in approvals would support
reasonably firm growth in construction
activity over 1998/99. It also appears that there
is quite a large stock of work yet-to-be-done,
which should also help underpin further
growth in construction activity. This is the case
both for non-residential buildings and for
engineering construction projects, such as
private-sector infrastructure developments.

Non-residential construction work is
typically very lumpy, and the recent increase
in commencements has been concentrated
mainly in office, hotel and recreational
projects. According to the latest Access
Economics Property Monitor, office and hotel
projects currently under construction and
under consideration are heavily concentrated
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in New South Wales, although other types of
project are more evenly spread geographically.
This pattern appears broadly consistent with
information on office rents and vacancy rates,
which suggest that demand for office space is
stronger in New SouthWales than elsewhere.
The concentration of hotel projects in Sydney,
in particular, largely reflects projects which
are driven by the expected increase in tourism
associated with the Olympic Games. The
Property Monitor gives little evidence so far
of construction projects being cancelled in the
wake of recent declines in business confidence.
Between the March and June surveys, plans
for only one large development were placed
on hold and only a couple of projects were
downgraded; the stock of projects under
consideration in June remained around the
level of a year ago.

Over the past few years, private-sector
businesses have funded relatively more of their
activities in the form of debt finance. This has
been reflected in an increasing ratio of
corporate debt to equity. More recently the
rate of growth of corporate borrowing from
domestic financial institutions has declined,
and in the March quarter corporates retired a
large sum of foreign debt. Coupled with
ongoing equity raisings, this reduced the
overall debt to equity ratio in the March
quarter. This reversal of the upward trend in
corporate leverage may prove to be temporary,
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however, with a number of large companies
recently undertaking share buy-backs.

The labour market

Employment has continued to post solid
gains in recent months, following the strong
growth in output over 1997 and into the early
months of 1998. In July, the level of
employment stood slightly more than
2 per cent higher than a year earlier
(Graph 19). Full-time employment has been
increasing at around the same rate as the total
over the past year, recovering from an earlier
period of around 18 months without growth.
Much of the growth in employment over the
past year has been in private-sector service
industries, particularly in property and
business services, while there have been
declines in employment in manufacturing and
the public sector. The stronger labour market
conditions overall have been reflected in a fall
in the unemployment rate over the past year.
In July, the unemployment rate was
8.3 per cent, compared with 8.7 per cent a
year earlier.

Graph 19
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Labour productivity has continued to grow
rapidly. According to the latest national
accounts, labour productivity per hour worked

over the year to the March quarter 1998 was
exceptionally strong, increasing by almost
4 per cent. To some extent this result was
boosted by differences in timing between the
recent increases in output and employment
growth, with the pick-up in output growth
preceding that in employment (see below); it
also appears to be based on implausibly low
estimates of the increase in hours worked.
Even allowing for these factors, however, it is
clear that rapid productivity growth remains
an important feature of the current period of
economic expansion. Since the start of the
economic recovery in 1991, annual
productivity growth has averaged just under
2 per cent.

Short-term fluctuations in the rate of
employment growth have typically lagged
behind those in aggregate output (Graph 20).
In broad terms, the recent trends in
employment have continued that pattern, with
the stronger employment growth that started
in the second half of 1997 coming somewhat
later than the initial pick-up in output growth.
Although the relationship between these two
variables is not precise, past behaviour would
suggest some additional impetus to
employment still to come from the economy’s
recent strength, before the current slowing in
output growth begins to affect the labour
market. However, the unknown factor in the
present outlook is the extent to which
businesses may adjust their hiring plans in
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light of their more pessimistic assessments of
economic prospects. It is possible that, given
the publicity surrounding developments in
Asia and their adverse effect on confidence,
businesses may be somewhat more cautious
in their hiring plans than would normally be
expected following a strong period of
economic growth.

Indicators of prospective labour demand are
providing mixed signals at present. According
to the NAB business survey, there has been a
moderate decline in firms’ near-term hiring
intentions over the past six months, occurring
alongside the more general deterioration in
business confidence. Vacancies indicators,
however, offer a stronger picture (Graph 21).
Both the ANZ job-ads series and the
DEETYA Skilled Vacancy Index continue to
rise, and are respectively 15 and 22 per cent
higher than a year ago. Even stronger growth
has been recorded in the ABS vacancies series,
which has risen by 28 per cent over the past
year, the bulk of this in the past two quarters.

Graph 21
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Balance of Payments

The impact of the economic problems in
the Asian region are now clearly evident in
Australia’s external accounts. These events
have contributed to a decline in the volume
of exports, a fall in Australia’s terms of trade
and awidening of the current account deficit.
Growth in imports remained quite strong in
the first half of 1998, showing a sharp increase
in June after a few months when they had
appeared to be levelling out.

After growing solidly through much of 1997,
the volume of exports of goods and services
fell by 0.8 per cent in the December quarter
and by a further 1.7 per cent in the March
guarter, after adjusting for RBA gold
transactions. In an underlying sense, the
slowing in export growth was probably even
more marked, as exports of non-official gold
were unusually strong in these two quarters,
reflecting the re-export of gold imports from
a number of the east Asian countries. The
observed weakening in export growth
reflected both the direct effect of weakness in
demand from the Asian region and the effect
of lower farm production. Reasonably solid
growth in export volumes appears to have
occurred in the June quarter.

Exports of services and manufactures have
been the areas most adversely affected by
developments in the east Asian region. After
falling by nearly 8 per cent in the December
quarter, the volume of services exports was
flat in the March quarter, and appears to have
risen marginally in the June quarter.
Manufactured exports fell by 2'/2 per cent in
the second half of 1997 and by a further
4 per cent in the March quarter, but appear
to have rebounded in the June quarter. The
export of several ferries boosted the June
qguarter growth but, even excluding these,
manufactured exports probably increased by
over 3 per cent in the quarter.

Tables 2 and 3 provide an overview of these
developments at a regional level. They show
that over the year to the June quarter, the value
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Table 2: Manufactured Exports by Destination
Annual percentage change; values

Average Year to
1990-1995 June quarter 1998
East Asia (incl. Japan) 20.6 -14.6
of which:
Troubled Asia 22.8 -48.2
— Korea 29.0 -52.7
— Indonesia 15.0 -55.9
—Thailand 23.6 -44.6
— Malaysia 25.2 -47.2
— Philippines 23.7 -24.5
Japan 10.1 0.1
Other east Asia 23.3 13.8
United States and Europe 10.4 20.5
New Zealand 16.4 0.0
Rest of the world 39.9 38.2
Total 16.3 6.5
Table 3: Overseas Arrivals by Country
Annual percentage change
Average Year to
1990-1995 June quarter 1998
East Asia (incl. Japan) 18.4 -10.1
of which:
Troubled Asia 32.3 -49.0
— Korea 64.4 -78.6
— Indonesia 315 -40.0
—Thailand 32.7 -57.7
— Malaysia 18.4 -21.0
— Philippines 15.0 -11.0
Japan 10.3 0.5
Other east Asia 24.0 22.1
United States and Europe 5.5 12.2
New Zealand 5.2 14.5
Rest of the world 8.8 16.2
Total 11.0 1.2

of manufactured exports to east Asia fell by
around 15 per cent, while overseas arrivals
from east Asia (a good indicator of tourist
trade) fell by around 10 per cent.
Developments in east Asian markets have thus
had a significant impact on total exports of
manufactures and services from Australia.

These tables also illustrate, however, that
exporters have made some gains in sales to
other countries; over the past year, growth in
exports of manufactures and services to many
countries outside the Asian region have been
stronger than trend growth rates recorded
earlier in the 1990s.
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A sharp weakening in rural exports in the
December and March quarters also
contributed to the weakening in total export
growth. Rural exports fell by over 10 per cent
in the March quarter, after having fallen by
nearly 4 per cent in the December quarter,
and they appear to have been broadly flat in
the June quarter. This weakness can be
explained largely by a decline in farm
production from unusually high levels in
1996/97. Weakness in demand in the Asian
countries has also contributed to the
weakening in rural exports, as exports of some
commodities, such as live cattle and wool, have
been particularly concentrated in Asia. In
general, however, exporters of many rural
goods have been able to find alternative
markets for their products to compensate for
the loss in demand from Asia.

This diversion has been particularly clear in
the case of resources (Graph 22). These
relatively homogenous commodities are
typically sold into world markets. The available
data suggest that lost sales into Asia have been
completely offset by increased sales elsewhere,
particularly in Europe. As a result, growth in
resource export volumes (excluding gold) over
the year to June was around 6 per cent, the same
as over the preceding 12 months, and close to
the average rate of growth in the 1990s.

Volatility in the export data, combined with
a lack of information about country-specific
price  developments, imply that
month-by-month developments have to be
interpreted with care. However, tentative signs
are emerging that the worst of the direct effect
on Australia of the contraction in demand in
South Korea and the ASEAN countries may
have already passed. Exports to these
countries appear to have stabilised in recent
months (albeit at much-reduced levels), while
exports to other regions outside Asia have
continued to pick up, reflecting both solid
demand and improvements in the competitive
position of Australian exporters (Graph 23).

Import demand has remained quite strong
in the first half of 1998 although, prior to the
sharp increase recorded in June, nominal
spending on imports had appeared to be
easing. A big part of the latest rise was
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