1. International Economic
Developments

Global economic conditions have picked up since
the middle of 2016 and appear to be stronger in
early 2017 than they have been in recent years
(Graph 1.1). Major trading partner growth is
forecast to be around its long-run average this
year before easing slightly in 2018.

The strengthening in economic activity has been
broad based. Economic growth in China has
retained its earlier momentum in 2017, supported
by accommodative financial conditions and fiscal
policy. Growth in the major advanced economies
picked up throughout 2016, to be around or above
their potential growth rates; accommodative
monetary policies and less contractionary fiscal
policies should support growth being above
potential in these economies over the period
ahead. Growth in east Asia increased in late 2016
supported by stronger conditions in China and the
major advanced economies, and the associated
increase in global trade.
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Consumer sentiment and survey measures of
business conditions have both increased sharply
since late 2016. Growth in industrial production
has also edged higher, especially in Asia.
Consumption growth in Australia’s major trading
partners has been relatively stable and investment
growth has picked up in some economies.

Merchandise trade growth has increased further
in 2017. The pick-up in both exports and imports
has been broad based (Graph 1.2). China has
been an important source of increased demand,
while imports by commodity-exporting
emerging economies have stabilised recently
after having declined for several years. This
expansion in global trade could be derailed,
however, if protectionist policies are introduced.

Headline inflation in the advanced economies
rose sharply in late 2016 and early 2017,
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following the increase in oil prices during 2016
(Graph 1.3). However, with oil prices now declining,
headline inflation also appears to have peaked
recently and is likely to decline in coming quarters.
Core inflation measures generally remain low.
However, a number of factors suggest underlying
inflationary pressures are likely to pick up in the
period ahead, including the ongoing tightening in
labour markets in the major advanced economies,
which has seen some measures of wage growth
edge higher. The sharp rise in producer price
inflation since mid 2016 has largely been driven
by the increase in oil and other commodity prices
over this period and should contribute to some
increase in upstream price pressures. Stimulatory
fiscal policy in the United States at a time of
limited spare capacity would also be likely to add
to inflationary pressures there.
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China and Asia-Pacific

In March, the Chinese Government announced a
GDP growth target for 2017 of ‘around 6.5 per cent
or higher if possible’, similar to the 6.5-7 per cent
objective in 2016. In related policy documents, the
authorities emphasised a focus on stable growth,
maintaining employment and preventing financial
stability risks. Growth in China picked up in the
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second half of 2016 and looks to have retained this
momentum into 2017. Overall, year-ended growth
was supported by resilient growth in the services
(tertiary) sector and a modest pick-up in growth
in the industrial (secondary) sector (Graph 1.4). On
the expenditure side, there was further evidence
of rebalancing: the contribution of investment

to growth declined noticeably, while the
contribution of consumption rose.
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The pick-up in growth since mid 2016 has

been supported by property construction and
infrastructure investment. Demand from these
end-use sectors has boosted steel production,
which in turn has driven demand for iron ore
and coking coal. Chinese production of coal and
iron ore, as well as imports of iron ore, continue
to rise (Graph 1.5). Rapid increases in commodity
prices over the past year have flowed through to
Chinese producer price inflation, which remains
elevated in year-ended terms despite slowing

in recent months. Underlying consumer price
inflation measures have also increased a little
over the past year, but headline consumer price
inflation remains subdued because of declining
food prices.

The Chinese residential property market has
remained a driver of growth in 2017 (Graph 1.6).



Following rapid increases in property prices in
2016, more cities have introduced tightening
measures (such as restrictions on purchase and
reduced loan-to-value ratios) and others have
tightened existing policies further to dampen
speculative activity and slow growth in property
prices. While price growth had been slowing
sharply in cities with tightening measures, there
was a broad-based rise in property price growth in
March. The area of floor space sold has remained
at a high level in recent months and inventory
levels have declined further. This has reduced
inventory-to-sales ratios in most regions, which
could provide scope for further residential

construction.
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Financial conditions in China remain
accommodative. Total social financing (TSF)
continues to grow at a rapid pace, despite some
easing recently. Growth in bank lending to
households (mainly mortgages) has increased
further, while growth in corporate credit has fallen
(Graph 1.7). A target of 12 per cent for TSF growth
in 2017 has been announced, which is slightly
below the target of 13 per cent growth for 2016.
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In November 2016, the Indian Government
replaced its two highest-denomination
banknotes in an effort to combat counterfeiting
and the use of ‘black money’. The demonetisation
scheme caused some temporary cash shortages
and was widely expected to detract from
growth in the December quarter. However, the
impact was lower than anticipated (Graph 1.8).
Falling food prices have weighed on consumer
price inflation since mid 2016, which remains
below the Reserve Bank of India’s medium-term
inflation target of 4 per cent.

The pick-up in global trade since late 2016 has
supported stronger growth in the east Asia
region, particularly in the more trade-dependent
high-income economies; consistent with this,
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Monetary and fiscal policies across the region
remain accommodative, which is also expected
to continue to support economic activity.

The New Zealand economy grew at an
above-average pace in 2016, driven by record-
high immigration and accommodative monetary
policy (Graph 1.10). Growth slowed in the

second half of 2016 because of a temporary fall
in exports following adverse weather conditions
and an easing in growth in residential investment.
Employment growth remains strong and the
unemployment rate is low. Despite this, the
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Sources: RBA; Thomson Reuters

additional labour supply from rising participation
and record-high net immigration are keeping
wage pressures contained. Inflation has been
increasing since early 2016, reflecting higher oil
prices and capacity pressures in some parts of the
economy and it returned to the Reserve Bank of
New Zealand's target band in late 2016.

Major Advanced Economies

GDP growth in the major advanced economies
has been at or above estimates of potential



growth over recent years, supported by

accommodative monetary policy and, more
recently, less contractionary fiscal policies

(Graph 1.11). That said, potential growth rates across
most advanced economies have declined relative

to previous decades because of population ageing,
lower productivity growth and slower capital

accumulation. During 2016 there was a further
gradual absorption of spare capacity; as a result, the
United States, Japan and some euro area countries
are now around estimates of full employment.
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Household and business sector credit growth
has generally increased in the major advanced
economies in recent years, consistent with the
increasing durability of the recovery (Graph 1.13).
In 2016, credit to euro area non-financial
corporations saw its first full year of growth since
the height of the euro area sovereign debt crisis.
Japanese household credit has grown at its fastest
pace in around two decades.
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Labour markets in the major advanced economies
continue to improve; employment growth has
been robust and there have been some increases
in labour force participation (Graph 1.14). There
has been some moderate pick-up in wage growth
in the United States and Japan; this includes
part-time wages in Japan, where tighter labour
market conditions are likely to manifest first given
the greater flexibility of that sector. Survey data

in the United States and recent negotiations
between labour unions and large employers in
Japan suggest that wage growth is not expected
to increase much further over the coming year.
Unit labour costs, on the other hand, have grown
at above-average rates in the United States and
Japan in line with low productivity growth. The
improvement in the euro area labour market has
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been more gradual, but unemployment has still
declined to its lowest rate in nearly eight years.

As discussed above, headline inflation in the United
States and the euro area and, to a lesser extent,
Japan, increased in late 2016 reflecting higher

oil prices, though with oil prices now declining,
the effect on headline inflation is starting to
dissipate (Graph 1.15). Core inflation has remained
low, particularly in the euro area and Japan;
idiosyncratic factors appear to have contributed to
some volatility in the latest figures. Market-based
measures of inflation expectations rebounded

in the United States and the euro area in 2016,
reflecting the rise in oil prices and prospects

of stimulatory fiscal policy in the United States.
Economists’ longer-term measures of inflation
expectations have been more stable at levels close
to each central bank’s inflation target, suggesting
they are relatively well anchored. In Japan, inflation
expectations remain low; short-term expectations
are around levels that prevailed before the Bank
of Japan started its quantitative easing and
announced its inflation target in 2013, although
long-term market expectations have moved a
little higher since late 2016.
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Graph 1.15
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In the United Kingdom, growth since the mid-2016
vote to leave the European Union has been

more resilient than expected. While investment
growth has slowed somewhat, consumption
growth has picked up and net exports have made
a strong positive contribution. Surveyed business
conditions and consumer confidence are at or
above average, suggesting continued moderate
growth. The sharp depreciation of the sterling

has put upward pressure on inflation and is
expected to continue to do so for a while. Formal
negotiations on the terms of the withdrawal from
the European Union began in late March.

Commodity Prices

Developments in global commodity prices have
been varied since the previous Statement, reflecting
a range of commodity-specific factors. The prices
of iron ore and oil have declined, while coking coal
prices have risen sharply (Table 1.1; Graph 1.16).
The prices of rural commodities and base metals
are little changed. Notwithstanding recent
developments, commodity prices increased over
2016 and early 2017, resulting in a sizeable rise

in Australia’s terms of trade, but are expected to
decline over the forecast period (see the ‘Economic
Outlook’ chapter).

The spot price of iron ore has fallen sharply since
the previous Statement, but remains well above

its trough in late 2015; a fall has been expected

for some time (Graph 1.17). Prices were supported
through late 2016 and into 2017 by Chinese
infrastructure spending and property construction.
Prices declined alongside reports that Chinese
steel mills started to draw down on inventories,
which reduced activity in the spot market. Further

Table 1.1: Commodity Price Growth®
SDR, per cent

Since previous Statement Over the past year

Bulk commodities -4 47
—Iron ore 22 9
— Coking coal 29 130
—Thermal coal 0 64
Rural 1 11
Base metals -1 26
Gold 0 0
Brent crude oil® -9 12
RBA ICP -5 40
— Using spot prices for bulk commodities -3 33

(@) Prices from the RBA Index of Commodity Prices (ICP); bulk commodities prices are spot prices

(b) In US dollars
Sources: Bloomberg; IHS; RBA
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Graph 1.16
Commodity Prices

Graph 1.17
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declines in the iron ore price are widely expected _ '
as low-cost global supply continues to come Debbie. A benchmark price for the 2017 Japanese
online over the next year or so and because fiscal year contract is yet to be agreed. However,
demand from China is expected to wane the majority of Australia’s thermal coal exports are
understood to be sold on the spot market.
The spot price of premium hard coking coal has o ' '
been volatile over the past six months (Graph 118). Oil prices are lower since the previous Statement,
Earlier this year, prices declined from their mid- but remamhvvell abéve thhelr low Ie;/e; in early
November peak as seaborne supply returned to 2016 (bGrap fL16LS:CZt e s.tart‘o t fe )k:ear,
more normal levels following supply disruptions lr)neml er OE ot _t eC rganfzaUngw)EoCt ed
in late 2016. More recently, prices increased etro e:Em xport.mgh oungnes ( ) in
sharply after Cyclone Debbie damaged key honl—O ¢ 'coun;nes avz ee;] gehera Y
railway networks and shut down coal shipping :—rinp emen.tlng the aAgrzeS prj uitlongap..
ports in the Bowen Basin in Queensland, although hovveve.r, |Ec;eases 'lln ' crude of production
- . S
trading in the spot market at that time was very ave weighed on ol prices
limited. The region is estimated to account for Graph 1.18
more than half of the global seaborne coking Coal Prices
coal market and around one-third of Australia’s Ussi Free on board basis Ussi
coal exports. Coking coal contract negotiations for Thermal coal Hard coking coal
the June quarter have been delayed, as producers
wanted to assess the impact of the cyclone before 150 300
agreeing to a price. Contract
The spot price of thermal coal has been relatively 100 [ 200
stable in the year to date. In March, Chinese Spot
authorities announced that the 276 working day 50 100
policy’ would not be reintroduced, but that they
would still target a reduction in overcapacity in
the Chinese coal industry. Thermal coal exports 0 2‘01‘3 éo1} 2‘01‘3 2‘01‘7 0

are expected to be less affected by Cyclone
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