3. Domestic Economic

Conditions

Growth of the Australian economy picked up over
the second half of 2013 and early 2014, driven in part
by a large increase in resource exports, although
some timely indicators point to more moderate
growth in recent months (Graph 3.1; Table 3.1).

GDP growth was particularly strong in the March
quarter as a large amount of new mining capacity
came on line and mining activity was less disrupted
by weather than
during Australia's summer months. Growth of GDP
excluding resource exports has picked up over the
course of the past year but remains subdued. In the
March quarter, mining investment is estimated to
have fallen sharply and public demand declined,
consistent with fiscal consolidation at the state and
federal levels of government. Growth of household

conditions typically occurs

consumption also slowed after having picked up
steadily through 2013. Nonetheless, there were

Graph 3.1
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further tentative signs of somewhat stronger growth
of non-mining activity. The recovery in dwelling
investment gathered pace and non-mining business
investment is estimated to have increased a little.

Table 3.1: Demand and Output Growth

Per cent
March December Year to March
quarter 2014 quarter 2013 quarter 2014
GDP 1.1 0.8 35
Domestic final demand 03 0.2 1.6
— Private demand 0.5 0.0 1.8
— Public demand -0.3 09 0.8
Change in inventories® -06 03 -0.7
Gross national expenditure -0.3 0.5 09
Exports 4.8 1.1 104
Imports -14 -06 -2.2
Nominal GDP 1.1 1.6 49
Real gross domestic income 08 1.0 2.5

(a) Contribution to GDP growth
Source: ABS
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Some labour market indicators have improved a little
this year, but overall conditions remain subdued.
Subdued wage and general domestic cost pressures
are consistent with a degree of spare capacity in
labour and product markets.

Recent economic indicators and information
obtained through the Bank’s business liaison suggest
that GDP growth moderated in the June quarter.
Export volumes eased from the high level of the
March quarter and indicators of household demand
softened; retail sales volumes were little changed
in the quarter, measures of consumer sentiment
had fallen to below-average levels and growth of
household wealth appears to have been a little less
rapid than the pace recorded over 2013. Growth of
business investment and public demand is likely
to have remained subdued. Nonetheless, surveys
suggest that business conditions and confidence
remain around long-run average levels, supported in
part by the recovery in dwelling construction, and
more timely measures of consumer confidence have

rebounded to be above average levels (Graph 3.2).

Graph 3.2
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Household Sector

Growth of real household disposable income has
slowed considerably in recent years. Over the year to
the March quarter, it grew by 1% per cent, compared
with around 4 per cent over the past decade

RESERVE BANK OF AUSTRALIA

Disposable income

(Graph 3.3). The slow growth largely reflected
weakness in labourincome, consistent with subdued
labour market conditions. There was a small boost to
disposable income from lower interest payments
as banks’ average lending rates declined (for more
detail, see the 'Domestic Financial Markets' chapter).

Graph 3.3
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After picking up steadily through 2013, the pace of
household consumption growth slowed alittle in the
March quarter 2014. Still, consumption grew faster
than income over the year, which was accompanied
by increases in wealth driven by higher dwelling and
equity prices (Graph 3.4). Accordingly, the household
saving ratio has declined somewhat, but remains
much higher than in recent decades.

More recent data suggest that consumption growth
was moderate in the June quarter, with retail sales
volumes declining by 0.2 per cent (Graph 3.5). The
largest fall occurred in clothing retailing, where
unseasonably mild weather conditions reportedly
weighed on sales of winter apparel. Also, measures of
consumer sentiment had fallen markedly in May to
below-average levels. However, the weekly measure
of consumer sentiment rebounded sharply in late
July and is now above average levels (see Graph 3.2).
In contrast to softer retail sales growth, motor vehicle
sales to households have picked up in recent months
after some weakness around the turn of the year.
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Household wealth has grown strongly over the past
18 months or so, buoyed by higher housing and
equity prices and ongoing saving by households,
although more recently growth has eased a little
(see Graph 3.4). In most of the capital cities, housing

price inflation was less rapid over the first half of 2014

than it was over the latter part of 2013 (Graph 3.6;
Table 3.2). While prices appear to have levelled
out in Perth and Adelaide, growth has remained
relatively strong in Sydney and Melbourne. Surveys
indicate that, compared with earlier in the year,
fewer households expect housing prices to rise over
the next 12 months, and households view buying
conditions for dwellings as less favourable than they
did a year ago.

Graph 3.6
Housing Price Growth
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Other indicators of conditions in the established
housing market remain strong overall. The time taken
to sell properties and the average size of vendor
discounts are at low levels, and auction clearance
rates are above average, albeit not as high as late last
year. Turnover appears to have increased a bit in the
June quarter, though is still a little below average.

The nationwide rental vacancy rate has been little
changed over recent quarters at a relatively low
level, but conditions in the rental market appear to
have generally eased (Graph 3.7). Rent inflation has
declined to its slowest pace since the mid 2000s.
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Table 3.2: Housing Price Growth

Per cent

3 months toJune 2014 3 months to March 2014 Year to June 2014
Capital cities
APM@ 2.1 1.9 10.1
RP Data-Rismark 14 23 103
Regional areas
APM® 06 1.2 46
RP Data-Rismark® 00 03 33

(a) Quarter-on-quarter growth rate
(b) Detached houses only
Sources: APM; RBA; RP Data-Rismark

Graph 3.7
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Combined with strong growth of housing prices
over the past year or so, rental yields have fallen to
around their average of the past decade.

A strong recovery in dwelling investment is well
under way, driven by low borrowing rates, growth

RESERVE BANK OF AUSTRALIA

of housing prices, significant population growth
and a retargeting of government assistance for first
home buyers to new homes. Dwelling construction
increased by almost 5 per cent in the March
quarter to be 8 per cent higher over the year, as the
substantial pick-up in residential building approvals
over 2013 continued to flow through to activity
(Graph 3.8). The increase was driven by a rise in
new dwelling construction, particularly for higher-
density dwellings. Alterations and additions activity
also increased a little in the March quarter, after an
extended period of weakness.

More recently, residential building approvals have
declined a little in trend terms, but remain at a high
level consistent with further growth of dwelling
investment (Graph 3.9). The recent trend decline owes
mostly to a decline in higher-density approvals from
the very high levels seen in late 2013. Approvals for
detached houses have trended higher in all mainland
states over the past couple of years, notwithstanding
a recent decline in South Australia.

Other timely indicators of housing construction also
point to a sustained recovery in dwelling investment.
Loan approvals for new dwellings remained at a
high level in May and first home owner grants for
new dwellings have increased by 22 per cent over
the past year (Graph 3.10). Liaison reports indicate
that demand for new dwellings remains firm, with
ongoing strong demand by foreign buyers for inner-
city apartments, particularly in Melbourne.
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Business Sector

Business investment has continued to decline
from its late 2012 peak as the investment phase
of the mining boom is unwinding (Graph 3.11).
By component, engineering construction fell in
the March quarter, while non-residential building
and machinery and equipment investment both
increased a little. Over the past year, machinery
and equipment investment has fallen by 10 per
cent. Non-mining investment is estimated to have
increased in the March quarter, although the increase
only partly offset the fall in mining investment.

Graph 3.11
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Both the ABS capital expenditure (Capex) survey and
the Bank’s liaison indicate that mining investment
has passed its peak and is expected to fall sharply
over the next couple of vyears (Graph 3.12).
Investment intentions in the mining industry for
2013/14 were revised lower in the March quarter
Capex survey. More importantly, the survey points to
a sizeable decline in mining investment in 2014/15,
although the Capex survey’s estimates of investment
intentions are less precise this far out. The Bank’s
liaison suggests the potential for a sharper decline
than indicated by the Capex survey.
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14/15

For non-mining investment, the Capex survey is
pointing to a small pick-up in investmentin 2014/15,
almost entirely in buildings and structures. Other
data on the outlook for investment in non-mining
buildings and structures have been mixed. Non-
residential building approvals have trended down
since the start of the year, after growing over the
past few years (Graph 3.13). The downward trend in
approvals is consistent with underlying conditions
in the commercial property market, where vacancy
rates are above their decade averages and rental

Graph 3.13
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yields are below their historical averages. Even so,
the elevated stock of work yet to be done flowing
from prior approvals suggests that non-residential
building investment will rise in coming quarters.

After picking up from below-average levels last
year, business sentiment has remained around its
long-run average level over the past few months
(Graph 3.14). Survey measures of capacity utilisation
are around average levels, although the Bank’s liaison
suggests that firms are reluctant to invest until they
see a sustained period of strong demand.

Graph 3.14
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Government Sector

Recent federal and state budgets call for ongoing
fiscal consolidation over coming years (Graph 3.15).
The planned consolidation is similar in size to
previous episodes of fiscal tightening and will restrain
aggregate demand as in the past. In 2014/15, the
consolidated deficit is expected to narrow to around
2V» per cent of GDP, and progressively lower deficits
are planned for subsequent years. The consolidated
budget is scheduled to return to a balanced
position by 2017/18, though there remains a level of
uncertainty around which new policy initiatives will
be legislated.
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Farm production is estimated to have risen by 6 per
centin 2013/14 according to the Australian Bureau of
Agricultural and Resource Economics and Sciences
(ABARES). This increase reflected a strong wheat crop
in Western Australia and increased slaughtering of
livestock as a result of a lack of rain in Queensland
and northern New South Wales (Graph 3.16). ABARES
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over the southern part of Australia. The effect of
El Nifo conditions on crop production is not clear,
as it depends on the intensity and timing of rainfall.

External Sector

Resource exports made a strong contribution to
GDP growth over the year to the March quarter,
led by expansions in production and export
facilities for iron ore and, to a lesser extent, for
coal (Graph 3.17). In the quarter, resource exports
contributed 0.9 percentage points to GDP growth,
although some of this reflected the temporary effect
of favourable weather conditions. While ongoing
expansions to capacity are expected to lead to
increases in iron ore and coal exports over the next
year, the pace of growth in these exports is expected
to slow noticeably. The first of the liquefied natural
gas (LNG) projects currently under construction
is also expected to begin production around the
turn of the year. Manufacturing exports were little
changed over the past year, as the still high level
of the exchange rate continues to weigh on the
sector. At the same time, however, there has been a
broad-based increase in services exports, including
in tourism, education-related services and other
services (such as financial services). Rural exports
increased sharply in the March quarter, led by wheat
exports from Western Australia.

Graph 3.17
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Imports fell in the March quarter and over the year
(Graph 3.18). This primarily reflected a decline in
capital goods imports, with liaison suggesting that
the import-intensive phase of LNG investment is
now unwinding. Recent Bank estimates suggest that
imports have accounted for somewhere between
one-third and one-half of mining investment in
recent years and the import intensity of the LNG
investment projects under way is expected to
decline over the next few years.

Graph 3.18
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Labour Market

Some labour market indicators have improved a little
this year, but overall conditions remain subdued.
Employment has grown by around 1 per cent over
2014 to date, roughly keeping pace with population
growth (Graph 3.19). The pick-up in employment
growth since the beginning of the year is consistent
with the improvement in economic activity since
early last year. The strong growth in the extraction
of resources is not likely to have added very much to
the demand for labour, given that resource extraction
is more capital intensive than production in the

$b
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non-resource economy and typically requires only
around one-third of the labour input (Graph 3.20).’

The participation rate appears to have stabilised,
fluctuating around its current level for the past few
quarters, after declining from late 2010. Much of the
earlierdecline in the participation rate is likely to have
reflected cyclical factors, although structural forces —
including the ongoing effect of the ageing of the
population — may have also had a significant effect.

Despite the improvement in some indicators, the
unemployment rate has continued to rise since the
start of the year. However, there has been significant
monthly volatility of late. This may in part reflect a
notable change to the definition of unemployment
in the month of July, as well as unusually large effects
from rotation of the survey sample.

More generally, there remains a degree of spare
capacity in the labour market. The unemployment
rate is around its highest level since the early 2000s
and the participation rate is around its lowest level of
the past eight years. Total hours worked are currently
only a little higher than their level two years ago
despite strong growth of the population. Broader

1 Differences in the labour input requirement, as measured here, will
also capture the impact of differences in average hours worked across
industries. See Rayner V and J Bishop (2013), ‘Industry Dimensions
of the Resource Boom: An Input-Output Analysis, RBA Research
Discussion Paper No 2013-02.
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measures of underemployment have also continued
to rise in recent quarters, as there has been an
increase in the prevalence of part-time workers that
are seeking to work additional hours.

By industry, employment outcomes reflect the
changing composition
Employment in the household services sector has

of economic activity.
continued to exhibit a strong upward trend; gains in
the health and education industries have accounted
for the bulk of employment growth in this sector
(Graph 3.21). Business services employment has
retraced some of its recent decline; information from
the Bank'’s liaison program suggests that strength in
the residential and commercial property markets is
stimulating demand for labour in the professional
and real estate industries. Meanwhile construction
employment has trended higher over the past year,
consistent with growth in residential building activity.
Mining employment has been relatively stable over
the past two years, as the investment phase of the
mining boom gives way to the production and
export phase. Manufacturing employment has
been little changed of late but remains on a gradual
declining trend over the longer term.
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Graph 3.21
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Much of the increase in aggregate employment
since the beginning of the year has been driven
by New South Wales and Queensland. While the
unemployment rate has increased in Queensland,
this has been accompanied by a notable pick-up
in the state’s participation rate, perhaps suggesting
that workers previously discouraged by poor job
prospects may have resumed searching for work
(Graph 3.22). The unemployment rate in Western
Australia has also risen over the past two years, but
remains low relative to other states. In Victoria, the
unemployment rate remains relatively elevated.
Labour market conditions remain generally subdued
in South Australia and Tasmania, although the
unemployment rate in Tasmania has declined
somewhat from its peak around a year ago.

Nationally, the pace of population growth remains
relatively strong by historical and international
standards, notwithstanding a slight slowing in net
overseas migration over the year to the December
quarter. The composition of this growth across the
states has shifted somewhat, possibly in response to
changes in the pattern of demand across industries
and regions. In particular, population growth has
slowed in the mining-intensive states of Western

RESERVE BANK OF AUSTRALIA

Australia and Queensland, but has accelerated in
New South Wales and Victoria (Graph 3.23). Much of
this shift is due to changes in net overseas migration,
while net interstate migration has exhibited a similar,
but more muted, pattern. Overseas migration may
be particularly helpful in adjusting to changing
patterns of labour demand; just as migrants
were drawn to the resource-related regions and
occupations in Western Australia and Queensland
during the mining investment boom, they are now
being drawn to the relatively stronger performing
states of New South Wales and Victoria.
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Forward-looking indicators of labour demand have
generally improved since last year. However, overall
they remain at low levels, consistent with only
moderate employment growth over the coming
months. The ABS measure of job vacancies has
increased over the past few quarters, while some
measures of job advertisements have also trended
higher despite some mixed outcomes of late
(Graph 3.24). Business survey measures of hiring
intentions have improved over recent months, to
be slightly above their historical average. Reports
from the Bank’s liaison suggest that businesses’
employment intentions have been little changed
over recent months, but have improved since a
year ago. w

Graph 3.24
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