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STATEMENT No. 2—THE BUDGET AND THE ECONOMY.
Overview

The economy sank deep .into recession in 1982-83 as the forces-instrumental. in
bringing the carlier expansion to a halt—principally Jarge increases in domestic costs,
international recession. and high, domestic and overseas. interest. rates—cxerted a
continuing jnfluence, and as widespread drought took its toll.

Private investment fell sharply and private ption spending kened, In
response, imports fell and stocks were reduced markedly. Fiscal policy became much
more stimulative but.the impact of this was not felt until the second half of the fiscal
year. As business responded to high labour costs, a slump in profitability and weakening
demand, employment contracted sharply and unemployment spiralled to rates not
experienced since the 1930s.

Finance was readily available over most of the year as reflected in the relatively high
growth of most of the financial aggtegates, Despite falls.in overseas interest rates and
the depth of the domestic recession, domestic interest rates remained relatively high
under the influence of continuing inflation and large and' rapidly increasing public
sector borrowings.

Wage increases slowed as the labour market deteriorated and the ‘wages pause’ took
effect in the second half of the year. Inflation continued at a high rate and by the second
half of the year was more than double the average of our major OECD trading partners..
Increased productivity and a slowing in wages growth brought only a partial unwinding
of past increases in real unit labour costs and business profitability and cash flow
continued to be depressed. Reflecting these pressures the value of the Australian dollar
dectined substantially over the year..

A continuing application of fiscal stimulus, the breaking of the drought, inventory
cycle effects and a strengthening in the ece of some of our major trading partners
indicate an improved outlook for domestic economic activity during 1983-84, However,
with uncertainties regarding the durability of the pick-up and the level of labour costs
still constraining employers’ reactions, and with the labour force continuing to grow,
some further rise in unemployment during the year can be expected.

The task ahead is to ensure that the pick-up in domestic cconomic activity in
prospect for 1983-84 is sustained and' transformed into. lasting recovery. For that to
aceur it will be:essential that the cost and: price moderation which began in 1982-83
should. continue and be supported by appropriate, and consistently applied, economic'
policies.

This Statement discusses those issues in: four Parts. Part [ reviews domestic econ-
omic developments during 1982-83 while Part I looks briefly at recent and prospective
developments in the world economy. Part I discusses aspects of the Government's
policy approach. Part 1V assesses economic prospects for 1983-84 and beyond. Unless
otherwise noted, values of goods and services are expressed in constant price {real)
terms, with growth rates for half years based on Ily adjusted data and d
as annual rates,

PART 1: REVIEW OF DOMESTIC ECONOMIC DEVELOPMENTS
o IN' 1982-83

Production and Demand o )
National dccounts'data indicate that the pace of nctw'ny in the nor;]-fall;n} slegcsl:-r;;f

the economy expnnded"ljelmively §tro:gly in 1:%0-]%1 ?Tg 81;11;;};; 3::; ux:’ 'a?ittlc'in'th;

Gioss noti-farmproduct decliied in the second hd o d-h ,"_ ked v a2

1982-83 but then declined sharply in the second hail- o ¥

g?rtchelﬂf g:!ozv its peak (sec Table 1 and Chart 1), However, undue weight shqu??hr;g;

be attached to the-precise pattern or liming of the more recent fnow(/:mems in

preliminary national accounts aggregates which are subject to revision.!
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The récession in-the non-farm sector coincided with a sharp contraction in farm
output and incomes. As a-result, both the income and expenditure-based estimates of
gross domestic product declined by about 2 per cent in 1982-83, the first financial-year
decline recorded in either estimate since 1952-53 and the largest since 1946-47.

The decline in gross farm product reflected the effects of the worst drought on
record in many-parts of eastern and southern Australia. Widespread rains in the first
half of 1983 eventually broke the drought in most areas but imajor flooding then
occurred in southern Queensland and northern New South Wales,

The drought severely affected cereals production, with the national wheat crop in
1982-83 estimated at 8.8 million tonnes, 7.5 million tonnes (or 46 per cent) lower than
in 1981-82, notwithstanding a record crop in Western Australia. As the drought
encouraged higher slaughter rates, the output of meat initially rose and herd sizes.were
reduced, It is estimated that cattle numbers declined by around 7 per cent over the year'
to March 1983 and. sheep numbers by around 3 per cent, Calvings and lambings in
1683-84 will be adversely affected,

Taken together, these various influences led to a large, though not unprecedented,
decline in gross farm product in 1982-83. At the same time, farm product prices, which
had fallen the year before mainly because of a contmuatxon of subdued demand on
world markets for Australian rural products, i Combined. with
increased prices for material inputs and labour, this resullcd in a decline in farmers’

“terms of trade’, Overall, farm incomes deflated by the price deflator for private con-
sumption expenditure fell by 53 per cent in 1982-83, much the largest percentage fall
recorded in the last 30 years,

As shown in Chart. 1 and Table 2, the weakness in activity over the past eighteen
months reflected a decline in private final domestic:d d and stock d lation
only partly offset by a rise in public final demand, moderate growth in exports anda fall
inimports,

The major component of the decline in private final domestic demand in 1982-83
was the continuing contraction in private investment in plant and equipment and non-
dwelling construction® which began in 1981-82 under the influence of rising domestic
labour costs, and higher interest rates, which reduced-international competitiveness and
profitability against the background of severe international recession and the softening
of international energy prices. By the second half of 1982-83 private investment in plant.
and equipment was about 22 per cent lower and private investment in non-dwelling
construction about 16 per cent lower than their respective pre-recession peak levels,
represenung a fall in total business fixed investment equivalent to some 2.6 per cent of
GDP. 1 in facturing—particularly in. the basic metal products indus-
tries—was the most hardhit. Mining investment continued to grow relatively strongly

 The national accounts estimates lor recent years adjust the components of new fixed capital expenditure
for major sales of capital assets by the public sector to the private sector, mainly under leasc-back arrange-
ments. The Statistician treats such transactions as additions to private fixed capital expenditure and re-
ductions in public fixed capital expenditure at the time of sale. To provide a better indication of underlying
trends the discussion in this section is based on figures adjusted, for the last two financial years, to remove
the impact of such sales from the estimates of both public and private sector fixed capital expenditure (and
of public and private finat domestic demand). :
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in 1982-83, largely reflecting the ‘pipeline’ of investment that results from the long lead
times. involved in such projects, but its pace slowed sharply in the second half of the
year. Survey data of. expectations suggest that private investment will decline in all
major sectors surveyed in 1983-84 (see Table 3).

Table 3: New Fixed Capital Expenditure by Private Enterprises in Selected
Industries (Current prices)

Manufacturing

Busic Other Totul Other
meta)  manue  manu-  Finance  selected
Mining products facturing facturing (4) ndustrics Total

Change on previous year (per cent)

Year ~
1979-80: e e s 4.5 61.8 —4.5 4.5 151 ~1.5 2.0
1980-81 . .« o+ ¢ . a8 1185 223 46.4 259 261 369
198182 « v - o v 502 522 6.1 205 8.6 294 259
1982483 . . . . 248 =214 ~-10 -127 (062 ~73 (015
1983-84(c) .+ -+ o o+ =254 567 -124 =295 (5)-88 —18.7 (h)—19.7
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ly for a chunge to the treatment of ynsold speeulatively

() Growth raies shown have been adjusted approximate
built construction projeets.
(¢} Bascdonexpeetations data from the Statistician’s July/August surveys for 1982and 1983.

Another contributor to the weakeningin private final domestic demand—though of
lesser magnitude in its direct impact—was the slump in private investment in dwel-
lings. This began in 198 1-82 and persisted through 1982-83, although by the end of the
year the forward indicators of dwelling construction activity suggested that a pick-up in
housing construction was underway in both the private and public sectors.

As shown in Chart 2, since about 1975-76.the relationship between.lending for new
dwellings by the main housing finance institutions and total dwelling construction ac-
tivity has weakened, due in part to @ surge in dwelling investment in areas less reliant on
traditional sources of finance such as retirement housing, accommodation in resort
areas and, for a time; housing associated with resource projects. This surge appears to
have passed for the moment and.the lift in dwelling building approvals in the second
half of 1982-83 mainly reflects an increase in lending by the major housing finance insti~
tutions. That increase includes a very large increase.in lending for the purchase of estab-
lished dwellings, which: contributes indirectly to increased dwelling construction ac-
tivity through. its effect on. relative prices of new: and established dwellings and as a
source of funds to sellers of established dwellings for the purchase of new dweilings.
Factors behind the increased lending fof housing include an improved deposit intake of
housing finance institutions, particularly savings banks, as a result of a decline in. the
general interest rate structure and a consequent improvement in their competitive. pos-

ition as borrowers,



Chart2:  Forward Indi of Dwelling Ct fon Activity(a)
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After growing relatively strongly in 1980-81 and in 1981-82, the rate of increase in
private consumption expenditure slowed markedly in 1982-83 and expendituce fell in
the second half of the.year. One influence on this trend was a slowing in the growth of
real household disposable income in 1982-83 (with a slight decline recorded in the sec~
ond half of the year). In turn, this reflected the slowing in the growth of real average
wage earnings, the fall in the number of persons employed and the slump in farm.
incomes—factors partly offset by strong: growth in pl benefit, payment:
(and cash benefits generally) and by the reduction in personal income tax rates from b
November 1982, Heightened uncertainty in the face of rising unemployment and
deteriorating economic conditions apparently offset any tendency for consumption to
be maintained by drawing down savings, so that the aggregate houschold saving propen-
sity increased, after adjusting for the effect on that aggregate of the sharp fall in income
in the farm sector (see Chart 3).

Taken together, the decline in private investment and the weakening in the growth:
of private final consumption expenditure contributed to a marked (3.2 per cent) fall in
private final domestic demand in 1982-83. This was partly offset by a rise in govern-
ment ption expenditure, by both Ci ith.and State and local govern-
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Chart 3:  Changes in Real Household Disposable Income and
o Prlvn%e Consumption and the Household Saving Ratio:
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ment authorities, and strong growth in capital expenditure by State and local govern-
ment authorities. Growth in exports of goods and services also worked \? offset, to
some extent, the. decline in private final domestic de,r'na_n_f! m -1982-835 this reflected
strong growth in non-rural exports which outweighed adeclinein yural exports. )

The effect of: the decline in-final demand in 1982-83 on dom.cstic pr(:)ducnon.was
exacerbated by-a large run-down in private non<farm stocks particularly in thg §econd
half of 1982-83 as busi faced by a sq on cash ﬂowy\nd proﬁtabnht_y aqd
continuing high interest rates, moved quickly to reduce 'mvgntones. The. reductn.on in
non-farm stocks following the rise in 198182 ¢ontributed néarly half of }he dechr'le in
total demand in 1982:83, slightly more than contributed by the fall in private business
fixed investment. Farm stocks also declined due to the effects of drought.
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In marked contrast.to the previous year, when there was a surge in imports, imports
of goods and services fell sharply in. 1982-83 due to'the kening in final d d
particularly the decline in. import-intensive investment in plant and equipment-«the
decumulation of private non-farm stocks and'some improvement in-Australia’s relative
competitiveness as a result of continuing depreciation of the exct rate. The resuit-
ing fall in import penetration reduced the impact.on domestic production of the full
effects of the decline in demand. The fall in the volume of imports in the year was
equivalent to about 2,2 per cent of gross domestic product.

‘The Labour Market and Labour Productivity

The total number of persons employed in the non-farm sector (measured consist-
ently with the national accounts) fell by 1.6 per cent it 1982-83—a somewhat larger
fall than the decline in non-farm product—while the corresponding measure of aggre-
gate hours worked fell by 2:5 per cent. The total number of persons in civilian employ-
ment in 1982-83 fell by 1.4 per cent, the largest fall for 30 years.

Hence ‘labour shedding’ took the form of reductions both in numbers employed and

in hours worked by those in employment—through greater use-of part-time employees,
reduced overtime and short-time work arrangements. Average labour productivity (per
hour worked) in the non-farm sector increased substantially in the first half of the year,
when there was a small increase in non-farm product, and remained at around this level
in the second half of the year, when non-farm product fell sharply. The overall result
was thus somewhat similar to the experience in 1974-75 when rapid growth.in labour
costs also played a large role in bringing on the recession and 'when labour productivity
growth increased relative to the change in non-farm product. These developments
appear to have reflected, in large part, strong efforts by employers—conditioned by a
belief that there would be no early recovery in profits and by the. experience of
1974-75~to rationalise their labour requirements in sesponse to increased labour costs
and consequently reduced profits and cash. flows. The completion of construction and
coming on stream of some resource projects may have contributed to the rise.in pro-
ductivity, although. the decline in manufacturing cutput has probably been such that
the change in the industry composition of output has detracted from' growth. in
measured productivity in 1982-83. Some of these employment responses are purely cyc-
lical (e.g. reduced overtime and short-time arrangements) and should be reversed when
demand picks up. But the trend towards economising in labour use—with on-going im-
plications for employment—may continue for some time until a better relationship be-
tween labour costs and profits can be firmly re-established.

The decline in employment, which began in the second half of 1981-82, gathered
momentum in 1982-83 (see Chart.4). The number of persons employed in the private
sector contracted by around. 3.3 per cent over the course of 1982-83 but this was offset
to some degree by an increase in employment in the public sector. Overall, a continued
rise in pari-time employment was more than offset by a substantial decline in full-time
employment (see Chart 5). The numbers of employees and employers both fell, but the

ber of self-employed remained: broadly-unch d. Data.on employ t, vacan-
cies'and overtime suggest that the decline in the demand for labour levelled off towards
the end of 1982-83.
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Chart4; Labour Market Aggregates (seasonally adjusted)
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Chart 5:.  Selected C

of Civilizn Employ

Level ('000)- . : ' !
5400 i
53004

Persons Employed Full-time (a)

Level ('000)
5800
5700
5600
5500
54004,

Total Adult (persons aged 20
Employed P:rsons {b) B ycm o)

Total Junior (personz aged 15to 19 .
100 Employed Persons {b) ¢ years)

Level ('000) :
5400+

5300
52004
5100
50004

Employed Wege and Salary Earners {b)

Sclf-employed Persons (b)

600+ e S

400 Employers {b)
- —————'\——s—\___\
T T T 23 l‘ T
S D M J s p )
197980 1980-8

(a) Seasonally adjusted, monthly data,
(b) Data for February, May, August and November of each year; not seasonally adjusted,

=z
«d
n

> 2

-
o
]

1981820 7 198283

2

The decline in employment in 1982-83 was pasticularly evident in the manufactur-
ing and construction industries, By contrast, employment contipued to rise in some ser-
vice.industries. Reflecting these trends, the employment of males, particularly trades-
men and other manual workers, was. cspecially adversely affected. As well, for the
second successive year, there was a large contraction in the number of juniors in em-
ployment, partly reflectinga longer-term-decline in the junior labour force but mainly
due to the higher susceptibility of juniors to deteriorating labour market conditions—
the latter largely a result of junior wage rates which have evidently been-set above the
relative work value of the employees concerned.

The impact of the decline in employment on. recorded unemployment.in 1982-83
was cushioned to-a: small extent by an associated decline in. the labour force partici-
pation rate, particularly for juniors and older males, which was reflected'in a rise.in the
number of discouraged job-seckers who are classified as being outside the labour force.
Despite the deterioration in employment during the year, the labour force grew at the
same raie as in 1981-82, Recorded unemployment thus Tose dramatically over the year;
the scasonally adjusted ber of persons ployed d by 266 100 over the
year to the June quarter 1983 to 719 300 persons and the unemployment rate rose from
6.6 per cent to'10.3 per cent, Reflecting the changes in the structure of employment
already noted, almost the entire rise in unemployment over the last year was in-persons
seeking full-time work, with adult males accounting for around two-thirds of this in-
crease. Unemployment of juniors also rose sharply to take the seasonally adjusted un-
employment rate for juniors seeking full-time work t0-26.9 per cent in the June quarter
1983 (see Table 4),

Table4: Labour Market

unior labour market
The number of employed p Unemp Per‘sonsJ Full-time
Fulltime  Part-time Total Persons  Persons Total' (@) rate(d)
seeking  seeking  umem. —————— ————
Changeon Changeon Changeon full- part- ploy-  Changeon
ayear ayear ayear time time ment ayear
calier caslier carlier work work, rate. carlier
(percent)  (percent) (percent)  ('000s) ('000s) (percent) (percent) (percent)
Year(c)—
1979-80 . . . . 20 38 23 3360 679 6.1 21 186
1980-81 . . . . . 2.2 57 27 215 65.3 59 45 172
1981-82 . . ., . 1.2 12 1.2 349.8 69.9 6.2 -33 17.5
198283 . . . .. -26 47 -4 538.3 838 9.0 =19 236
Quarnter(¢) (d)—
1981-82—
Sept. P 1.8 23 19 3336 634 58 .. 16.2
Dec, ' 1.7 v 06 16 3345 665 59 -26 169
Mar, . . 14 19 3 3528 1732 6.2 ~40 180
June e . 09 02 3769 762 6.6. —-63. 9.1
1982-83— .
Sept. PN -0.8 25 —0.2 408.1 82.2 T =51 19,5
Dec, e -23 64 —039 s21.L 818 8.7 —6.5 23
Mar, P —40 6.6 24 587.9- 824. 96 —-108 26.1
June: e -33 34 . -2 6313 88.0 10.3 -9.1 269

(a) Persons employed aged 15-19 years.
(&) Thenumber of juniors (those lled 15-19 years) secking full-time work as a percentage of the junior full-time labour force.
{¢) Based on| the average of the monlhly observluons forthe period.
@

d except for thy and the full-ti

rate for juniors.
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Incomes and Labour Costs
The marked deterioration.in the labour market, reinforced by the adoption-of the

‘wages-patise” from December 1982, led'to a sharp slowing in increases in award wage'

rates and earnings during,1982-83 (see Table 5).

Award rates of pay grew strongly in the second half of 1981-82 and the carly months

0f 1982-83. In part, this reflected i in individual awards following the May 1982.

National Wage Case decision which, while ostensibly not recognising the 1981 metal in-

dustry. agreement as establishing a ‘community standard’, facilitated the ratification; of

agreements'that were in accordance with it, As.a result, wage increases comparable t6

those under the metal industry agreement spread rapidly to most areas of employment’

d by industrial.g ds. A sirvey® of 60 major Federal awards estimated. that

about 83 per cent of employees covered by these awards received award wage increases

in the three months from June to August 1982, with a further 15 per cent receiving in-
creascs in the following three months,

TableS: Award Rates of Pay and Earnings.

’ Average weekly earnings (survey basis).

Award rates Average earnings
of pay: Total  (national accounts basis)(a)-
adult wage Full-timeadult Total, carnings .
andsalary  ordinary time earnings inreal  Innominal °  Inreal
carners(b) earnings(c) {9 terms(e) terms terms(e)
Change on previous period (per cent)
Year— N
1979-80 . 88 9.4 9.9 —02 9:5 =06
1980-81 . .7 142 135 38 132 35
1981-82 122 133 136 n39 137 40
1982-83 e 108: 142 1.2 =01 19 0.5
Half year (g)— R
198182 1, 104 wnne wni22 29 121 29
no. 16,7 168 18.5 74 173 63
1982-83 1 . 120 168 105 -8 159 30
no. 33 71 6.0 -4 14 =76
(@) Non-farm wages, salaries and ) pernon-farm

I earner..

{6) Growthratesarc based on weighted average figures centred on the [niddic of the period.

{c)" For the June quarter 1985 and earlier periods the figures are based on estimates of fulltime non-managerial
adult male average weekly ordinary time earnings derived from-payroll.tax and other returns for the whole
quarter. From the Sep quarter 1981 the esti are based on a new survey of private and government
employers and relate to average weekly ordinary time ings of all adult full-ti p fora pay period
around the middle of each quarter.

(d) Forthe June quarter198 and earlier periods the 1ota) average weekly earnings figures are based on the former
payvoll tax based series on & so-called ‘mate units® basis, From the September quarter 198! the estimates are
bascd on the new survey and relate to total average weekly earnings for all employoes.

(¢) Deflated by the implicit price d of private final it i

(/) Basedonlinksto the former payroll tax based series at the September quarter 1981,,

() Growxh_‘ rates are at annual rates and use scasonally adjusted data for the ‘old® average weekly earnings series,
the.‘old‘ average weekly ordinary time carings serics and the average earnings series on 4 national accounts
basx;;llhe award rates of pay series, the ‘new" average weekly ordinary time earnings series and the ‘new” average
weekly ear adjusted.

" | ission, Exhibit 9, to the June1983 National Wage Case.
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Developments in various measures of wage rates and carnings are shown:in Chart6.
The slowing in the rate of i in-award rates of pay apparent from September 1982
was not refiected-in a corresponding slowing in.average weekly ordinary time earnings
of adult full-time employees until the second half of 1982-83 despite the introduction of
short-time-work.arrangements.in some areas, This lag appears to have reflected, inter
alia, delays in the payment of award wage increases, the timing of the earnings surveys
and differepces in.the coverage of the series. Changes in the composition.of full-time
employment may also have played a part®. In the case of average weekly earnings,
these factors were partly offset by reductions in overtime and the continuing shift to
part-time employment,

Following a special Premiers’ Conference held on 7 D ber 1982 the C

wealth, State and Northern Territory Governments initiated a pause in wage and salary
increases and in hours reductions for both public and private sector employees. This
took the form. of interventions in support of a pause before the relevant industrial tri-
bunals and, in some cases, legislation to freeze the wages of public sector employees.
The Australian Conciliation and Arbitration Commission agreed to apply a pause in
wages and conditions from 23 December 1982 until at least 30 June 1983-and each-of
the State indistrial tribunals agreed to similar. pauses in their respective jurisdictions.
Legislative arrangements extended the *pause’ to twelve months for employees of the
Commonwealth and Western Australian Governments.

On 29 June 1983 a full bench of the Australian Conciliation and Arbitration Com-
mission began hearing a National Wage Case on claims by the ACTU for the intro-
duction of a centralised system of wage determination based on quarterly indexation of
all award and over-award wage rates, ing with- the i in the CPI from
the March quarter 1983. Pending a decision in that case, the guidelines that applied
under the ‘wages pause’ remain in effect.

Average award rates.of pay increased only marginally—by 0.3 per cent—between
January 1983 and June 1983, which suggests that the ‘wages pause' was effective during,
this period. Earnings growth for the same period remained somewhat higher, but never-
theless also slowed corisiderably in the second half of 1982-83.

For 1982-83 as'a whole, average weekly earnings for all employees rose by 11.2 per
cent, and average weekly ordinary time earnings for-adult full-time employees by 14.2
per cent. After deflation for' ts in the ¢ price index, real average
weekly earnings fell over the course of 1982-83; by the. June quarter. 1983 they were
comparable to their level in the December quarter 1981 but. real average weekly ord-
inary time éarnings remained 2,5 per cent aboye that level (see Chart: 7). Over the three
years to.the June quarter 1983, real average weekly earnings increased by 4.4 per cent;
for real ordinary time earnings the increase was 8.0 per cent,

The sharp-falls-in employment and-the:slowing in earnings growth.during 1982-83
1éd to a slowing int the growth of wages, salaries and supplements and in the second half
of the.year that aggregate declined. However, this.was partly offset by reductions in.in-
come tax.scales in November 1982 and large increases in transfer payments. from the

" Thisis discussed in a technical note on pages 88-95 of the Inforniation Paper on the Economy submitted to
the National Economic Summit Conference, April 1983;
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Chart6:  Indexes of Wage Rates and Earnings:
(September quarter 1979 = 100)

Index fevel’
160, 'Av:ra;c Hourly Earnings for All Employees (a)

Average Weekly Ordinary Time Earnings
150+ for Adult Full-time Emplayees (b)

Average Weekly Earnings for At

Employees (c}
140+
1304
120 / W :

o f"" Average Weekly Award Rates of Pay for
// Adull Wage and Salary Earners
sa——_
1104 f Average Hourly Award Rates of Pay for
' Adult Wage Earners
1004
i Y T T T T T v T T T s — T 1
§s D M J & D M J S$§ D M J 8§ D M IJ
1979-80 1980-81' 1981-82 1982-83
(a) Average wceklxcnmings for aliemp (linked to the*old’ Ity adjusted male
units series at the September quarter 1981) divided by average weekly hours worked

by all employees. The latter series has been smoothed by Treasury to minimise scasonal
and erratic short-term movements.,

(b) Average yordinary gs for all adult ull-ti i linked to the
‘old’scasonally adjusted average weekly ordinary time earnings series for full-time non-
fal adult male atthe quarter .
(c) Average weekly earnings for all emp! linked to the'old" Iy adjusted male

units series at the September quarter 1981,
(d) Break in series associated with change from payroll tax based carnings series tosurvey
based earnings series, Further details provided in footnotes {(a}to (c).

Commonwealth so that, after allowance for price increases, real household disposable
income remained virtually unchanged in 1982-83, Details of some of the major com-
ponents of household disposable income are shown in Table 6.

Real'unit labour costs, which:rose in 1981-82 as increases in hourly labour costs out-
stripped increases in prices and productivity, appear to have remained at'a high level in
1982-83 but to have fallen in'the second half of:the year as wage increases slowed. Table
7 shows two measures of redl unii labour costs, One.is an estimate of such.costs in the
non-farm sector; this shows. a decline.in the.second half of the year. However, this
measure may be affected By shifts in the composition of Gutput between the public,
dwellings and unincorporated sectors and the private corporate sector. The second’
measure shows real unit labour costs in the private non-farm corporate sector and.
avoids possible distortions due to such shifts, but is available only on-a fi ial year
basis. Qver recent years it shows a slightly stronger rise in real'unit labour costs than the
first measure.
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Chart7:  Prices, Earnings and Real Earnings

percent  Pricesand Earnings (percentage changeona year carlier}

i
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\ Average Weekly Earnings (a)

74 -
lO-P/Consumer Price Index {c):
54
0Lt B e s e e e e L B L B B
fndex Level
15
lndexesofkealEumings(l979'80-‘loﬁ) Weell N
Real Average Weekly ———u_
110- Otdinary Time \\
Earnings (d)
105+
1004 ReaI.Aveuchcekly
Earnings{¢)

JSDMISDMISDOMISDMISD
197374 197475 6

(a) Average weekly earnings for all employees linked tothe ‘old” seasonally adjusted male
units series at the September quarter 1981, A 5 i

(b) Breakin series associated with change from payroll tax based catnings seties tosurvey

ings serics, Further details are provided in footnotes () and (d).

{c) BasedonsixSi ital citl price index up to and including the June
quarter 1981 and on the cight capital cliles index thereafter, 5

(d)- Average weekly ordinarytime carnings for all adult full-time employees. linked to
the 'old" sezsonally adjusied average weekly ordinary time earnings serics for full-
time non-managerial adult malc employces at the September quarter 198 1,deflated
by thesix State capital cities consumer price index in the petiod uptoan ncluding

the June quarter 1980 and by the cight capital cities index thereafter,

rage weekly eatnings series described in foatnote (2), deflated by the six State
©@ :a‘;ml‘cili:s coynmmet;riu Index in the pericd upto and including the June quarter:
1980 and by the cight capital cities index thereafter.
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Table 6: Household I on (Including I ies of Unincorporated Enterprises)

Income of other
unincorporated  Personal House- ho,:x:]c
Incomeof  enterprises and benefit: hold  dis
Mm\ﬁ:’:gesd.' farmunin.  fromdwellings paymentsto House- Income  dispos- Z:ls
ald n <o i i
rporated a_‘nrll'nrv\iergl residents . hold. tax able inmmr
i i {a) income paid  income [t4
Vear. Change on previous period (per cent)
1979-80 . . . . 113 138 10.1
§ E . . 8.7 18] 17.5 10.
:gg?g; P :g; =153 1490 129 140 166 lg: g .
mEillow B o o2 o® % om Y
o - X 1.0 82 14 0
1981--82 l]l . :;g 262 253 15.2 16.6 162 16,2 6.
198283 1 e . —-268 12,7 16.6 148 294 1.8 i
" PR 14.2 ~65.6: 16.7' 222 130 9.1 138 I"
L . —324 169 326 54 —144 95 -04

(a) Includes unemployment and sickness bencfits, family allowances, widows', age, invalid and repatriation pensions and other transfy

fersto persons from general government,
defated by the implicit price d for private final

() Scasonally udjaslcd annual rates,

Table7: Indexes of Average Real Unit Labour Costs
{Average 1966-67 to 1972-73=100)

Average real unit Average real unit
labour costs (@)~ labour costs (b)-private
non-farmsector  non-farm corporate sector
Year—
1970572 0 0 L L o e e e
1972473 L L o e o e e e e e s :8|2 ;&l)
197374 L L L L oo s e e e e 105 105
197475 . o L 0 o0 0 e e e e e e 110 109
197576 . o . 0 e e e e 108 107
1976-77 . . . . . o e e e e e e 108 106
1977-18 . . o Lo e e e e e 108 107
98- ... .. T e e e e 105 104
1979-80 . . . . o oo e o e e e 105 103
1980-81 . . . .o o0 e e 105 102
198§-82 . . . . . . e e e e e e 107 105
1982-83 . . . . 0o e e . 107 107
Hulf year (¢)—
1981-82 1 . . . v v oo . 108 n.a.
] 109 na,
1982-83 | T 109 na
. L 106 na,

(1) Ratie of non-farm wages, salaries and suppiemenls and i implicit'pri
payroll tax, deflated by the implicit'price deflator of

gross non-farm product, per hour worked by non-farm wage and salary carners t 8

average 1979-80 prices, pes hour worked by all p R e in thery famseror form product at
) :1;::(:‘ ::‘\?:rs:ms.cz:l‘t;;ws‘ ar;g iu pxl:lcmenls and in;pnl:d payroll tax (less employment subsidies) paid by the pri-

- rate sector to private non-farm corporate sector 0ss i

payroll tax (less employment subsidies). i gross produst at factor et plusimpted
(¢) Scasonally adjusted.
na. not available.,
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The.downturn in ic activity.andi d labour costs had a severe effect on
business profits in1982. The gross operating surplus of trading enterprise companies
declined by 6 per cent in-nominal terms in 1982 or by 17 per cent in real terms (relative
to the price deflator for. gross-non-farm: product); theré was a partial recovery in the
second half of 1982-83 by about 5 per cent in real terms.

A number of other guides to trends in profitability and cash flows are shown in
Chart 8. The top two lines of the chart show the share of the gross operating surplus of
the non-farm: private corporate sector (both before and after stock valuation
adjustment) in that sector’s gross product at factor cost. Both shares dectined in
1981-82 and 1982-83 to near historically low levels.

Gross operating surplus includes, inter alia, interest payments and direct taxes as
well as profits: In view of the high levels of interest rates in recent years and the rising:
indebtedness of the corporate sector, the decline in profits is likely to have been greater
than the recorded decline in the gross operating surplus shares. Cash flows would have
been even further constrained because of the lag in tax payments which are'made in
respect of the. previous year's taxable income. An approximate guide to within-year
trends in profitability and cash flows is provided by the bottom line: of Chart 8; it
suggests that in the second half of 1982-83 profitability and cash flows may have
recovered somewhat from the very low level established in the first half of the year, but
remained well below historical levels. This more traditional measure may, however, be
affected by distortions due to the shifts in the composition of output. :

Prices

The rate of inflation continued unabated in the first half of 1982-83 mainly as a
result of the earlier strong growth in: labour costs and relatively large increases in a
range of government charges and taxes. Price increases eased during the second half of
the year, reflecting the slowing in the growth of labour costs partly offset by the impact
on some meat prices of the breaking,of the drought and possibly by some recovery in
profit margins. Domestic prices also benefitted from a slowing in inflation overseas,
despite the depreciation of the exchange rate over the course of the year. By the second:
half of the year the rate of price increase in Australia was more than twice ashigh as in
our major trading partners.

The deflator for gross non-farm product—a broad ‘measure of the domestic
component of inflation—rose by 11.4 per cent in 1982-83 following an increase of 11.8
per cent. in 1981-82, However, as shown in. Chart 9, growth in this deflator stowed
sharply in the second half of the year (though this slowing may be somewhat
over-stated in the t of suspected problems with seasonal adjustment)
reflecting the effects of the deceleration in labour costs and continued sluggishness in
demand. Growth of expenditure prices also slowed in the second half of the.year, when.
the deflator for total.d tic final-d d increased at an-annual rate of 8.4 per cent
(see Table 8).. ’
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Chart8:  Shares of Gross Opeiating Surpies in Grous Prodncut

Factor Cost.
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The drought had-a noticeable. cffect on meat prices. during, 1982-83, As fccdir_lg
became more difficult, beasts were brought to market early, This led to a' fall in
livestock prices and helped to: restrain growth in the. prices of material inputs to
manufacturing and: in consumption, prices in- the first haif of 1982-83. In the final’
quarter of the year livestock prices increased sharply as stock were. withheld from
markets as the drought came toan end,

Chart'9:  Implicit Price Defl: (p hanges at annual rates) (a)
per cent
a0

\
\\‘. \ Non-farm Product
\\\\ / \ Deflator

04 A Farm Product
! e /" Deflator
\,\ Y Va
REE | .
20 [ . t r 1 " 1 t
jt8 1 1 I 1
1979-80 ‘ 1980-81' 1981-82 1982-83

(a) Based on seasonally adjusted data,
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l9§i—8§

Half year(a)

1981-82

1982-83
s
107
208

9.6

104
254

Change on previous pcnod {perccnt)

1981-82

Year
94
103
94
na.

1980-81

103
140
10.3
na.

1979-80

(weight of 95.7%) ()

dek

zand local g

Implicit price deflators(d)—

Food (weight o 213%)(e) - . . . . . . . .. L. ... ._.!1

All groups

Consumer priccindex(b) —

Table8: Prices

RIIAGRIE 85 =F Fiscal Conditions
cod The Commonwealth Budget deficit in. 1982:83 was $4473m, equivalent to 2.8 per
g n  ne B cent of GDP. This compared witlra deficit of $548m or 0.4 per cent of GDP in. 1981-82
333334 vd eg an and represented a sharp departure from the sustained downward trend in the deficit as
a proportion of GDP between 1977-78 and 1981-82,
EERE E 3 5 ; 33 ?: 2 The 1982-83‘Bu;!get‘ deficit outcome was. $2799m above the Budget-time estimate,
! The deficit overrun was attributable primarily to the effects of the unexpected severity
awaneend  me 0% of th.e‘ weakness in the labour market on receipt§ and outlays, particularly social
keI Nz §e we security outlays, and. to’ post-Budget decisions, mainly on the expenditure side (see
! Statement No. 5).
220333 'IG 2 éé gd In 1982-83, Commonwealth budget outlays increased by 18.5 per cent. This
represented an increase of 6.3 per cent in real terms, the Jargest such increase since.
os om 1974.75 and well above the average annual increase of around 2 per cent recorded
=R a2 during the seven intervening years. Budget outlays were equivalent to 30.4 per cent of
GDP in 1982-83, exceeding the previous peak of 30.0 per cent in 1975-76.
28g833rg X2 23 Commonwealth budget receipts increased by 9.1 per cent in 1982-83 compared with
anincrease of 15.9 per cent in 1981-82, In real terms, budget receipts fell by 2.1 per cent
in 1982-83, compared with growth of 3.7 per cent in 1981-82 andan annual average real
gaggrage 38 33 increase of around 4.4 per cent over the decade to 1981-82, The decline in real budget'
£ receipts in 1982-83 was the first since 1972-73 (when payroll tax was transferred to the

States), and the largest since at least the: mid-1950s. Nominal GDP grew even more
slowly in 1982-83 than budget receipts, with the result that, as a proportion of
estimated GDP, budget receipts increased marginally in 1982-83 to reach a new record
high of 27,7 per cent,

Current outlays and receipts of the Commonwealth non-budget sector are relatively
small, Some details of developments in the sector are gwen in Statement No. 6 and in
Table 10 attached to that Statement.

T
£
.. 3
s J:
. S
. ]
.. -
C ]
- 5
T Oy |
Lo o %3? 4 State and'local sector outlays also increased strongly in 1982-83. As a proportion of
........ .. ",%'_?- H GDP, State and local sector outlays increased to 22.2 per cent from 20.2.per cent in
e 238 RE 1981.82 (see Table 9). Abstracting from the effects of sale and lease-back transactions.
5 4
o - g k g, . with the private sector, these outlays are estimated to have increased by 6 per cent in
.z N '_—z_; g g real terms compared with 4 per cent in 1981-82. A major.component of the increase in
gy -] geiss a% 1982-83. was. in- fixed. capital expenditure which is estimated to have increased by
%% . . wal EE é‘ &2 around 8 per cent in real terms reflecting, in particular, large increasesin capital works
g g_s' - T 3z %_‘ 3 §§ undertaken by electricity authorities.
§5 | , . 2 %L
v.i%,g %g ‘g By _%-g %‘4 e -§§ State and local government s from own are estimated on a
g % 3 §§§§ %.5‘3 3 % & EE preliminary basis to have: increased by 17 per cent (or 5 per cent in real terms) in,
§25 LE Efe) %33 $Y|gEisfisiy 1982-83. Commonwealth payments to the State and local sector increased. by $413m
3 gg 'z‘-‘! £ g §"E g: s 2al 231 §. : niég above Budget -time estimates (principally refiecting ‘wages pause savings’ transfers and
Ll §§e§ z .g-; 3 ‘5"§§ Efc kTl | 5§ 3 assistance in respect of drought and bushfires). Total State and:local sector revenues
§§§ 2 B99TE3ETSs[ SxxS5 824t (including transfers and advances from the Commonwealth) are estimated to have
FZS000gZ & SSTSEoREs increased by 17 percent in 1982-83, or by 5 per cent in real terms,

w
[
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The overall State and local sector deficit (net of Commonwealth advances) in
1982-83 is estimated to have been $5182m; as a proportion of GDP it was 3.2 per cent,
up from 2.5 per-cent in 1981-82. There was thus a continuation of the.trend; evident
since the mid-1970s, of increased resort to borrowing by State and local authorities.

The major part of the increase in State and local governmerit borrowing in 1982-83
represented borrowings of State electricity authorities, following the agreement at the
June 1982 Loan Council meeting to remove the controls over the amount and terms of
their domestic borrowings. Conventional longer term borrowings by these authorities
rose: to $2612m in 1982-83, some 122 per cent above their level in 1981-82, These

figures do not cover off-program fi ing techniques employed by these authorities,
specifically leasing, trade credit and short term borrowings. Following the June 1982
decision, electricity authorities reduced their 1 to such techniq|

Total public sector outlays are estimated to have increased' by 19 per cent in
1982-83 or by 7 per cent in real terms; as a proportion of GDP they rose to 42.6 per.cent
which was well above the previous high point of 39.6 per cent reached by this ratio-in
the mid-1970s (see Table 9 and also Statement No. 6)..

As a percentage of GDP, the Public Sector Borrowing Requirement (PSBR) is
estimated to have almost doubled from 3.3 per cent in 1981-82 to. 6.4 per cent in
1982-83, with both. the Commonwealth and. the State and local government sectors.
contributing to the increase (see Table.10).

Table9: Public Sector Outlays as s P tage of Gross D« ic Product

State and Local Government Sector

Financed by:
Common-
wealth  Common-
sector wealth Own
outlays(a)(b) assistance(c) funds Total(d) Total(s)(d)
{percent) (per cent) (percent) (percent) (percent)
(1) @) (3) 4) (5)
Year—
1973-74 24.6 8.1 8.4 166 316
197475 29.4 104 2.0 194 371
1975-76 306 1.6 8.5 201 319
1976-17 302 107 9.2 200 382
1977-78 311 1 99 209 3%9.6
1978-79 29.5 10.5 9.7 203 380
1979-80 29 10.1 9.9 20,0 3717
1980-81 289 9.9 105 20.3 38
1981-82 29.3 9.5 107 202 388
1982-83 3.8 102 12,00 2.2 426
(a) Budgetand non-budget sector. The latter i inly capital di
() Ifadjustment is made for sale and } back ions with the pri éctor, the esti for 1981-82 and
1982-83, the years principally affected; are increased by the following amounts; for the Commonwealth sector
by ap 0.2and 0.1 ge poin pectit for the State and local government sector by ap-
0.7and0.5 ge points i and for the total publi by i ly 0.9 and
C.6 percentage points respectively.

(¢) Directassistance from the Common wealth budget,
(d) Net of all transfers between Commonweaith and State and local government sectors, Column (5) is cqual to
column (1) pluscolumn (3) less interest payments between these sectors.
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Table 10: Public Sector Borrowing Requirement(a) (5)

Commonwealth Statcand local

sector government seclor(c) Total
Percentage Percentage Pereentage
sm of GDP $m of GDP Sm of GDP
Year—

1973-74 353 0.7 457 09 812 1.6
1974-75 2516 4.1 925 %] 3440 56
1975-16 3530 48 450 0.6 3979 5.5
1976-17 3029 36 1022 1.2 4052 49
1977-78 3851 43 1616 18 5467 6.l
1978-79 3618 35 1926 19 5545 54
1979-80 2457 2] 2248 20 4704 4.1
1980-8t 1470 L1 3175 24 4645 36
1981-82 1087 0.7 3769 23 4856 33
1982-83 5188 3.2 5182 32 10370 64

(@) Total public sector outlays less receipts; net advances to other sectors by the public sector are treated as outlays.
This measure differs from the measure of net.borrowing by the public sector used in Chart 11, in which net
advances are treated as lending.

(b) 1f adjustment is made for sale and Jease-back with the pri , the estimates as a percentage
of GDP for 1981-82 and 1982-83, the years princi d, arei d by the followi : for the
C sector by ly 0.2 and 0.1 points respectively; for the State and local
sector by 1y 0.7 and 0.5 p points respectively; and for the total public sector
el 0 () noints el
vy + Gt
(¢) The figures for the deficit of the S d local g¢ shown here do not include ad from the
C budget; they therefore indi he residual b i i of th

Monetary Conditions

Monetary conditions are infl d by develop in the domestic cconomy,
(e.g. changes in the level of economic activity, changes in net borrowing and lending by
different sectors and changes.in ic policies) and by developments in overseas
financial markets,

Overseas financial conditions have been an increasingly important influence on
domestic financial developments as the Australian financial system has become more
closely linked with world financial markets. During, 1982-83, substantial falls in
overseas interest rates and more liquid financial conditions abroad. were accompanied
by similar trends in Australian financial markets, just as relatively high interest rates
and tighter financial conditions had been experienced both overseas and at home in
1981-82. Chart 10 depicts' movements in United States and Australian medium term
bond yields over the period. 1979-80 to 1982-83. Both rates. fell over the course of
1982.83, although with a wider margin. developing than in previous years, reflecting,
inter alia; the independent influence on interest rates in the two countries of the
demand for and supply of finance, and exchange rate and inflationary expectations.

Underlying the developments in domestic financial markets in' 1982-83 were
substantial changes in the net lending and borrowing positions of the major sectors of
the economy, In particular, corporate sector net borrowing had risen to a very high
proportion. of GDP in. 1981-82, partly reflecting increased corporate investment. in
resource-related projects, In: 1982-83, however, corporate net borrowing fell sharply,
despite reduced corporate profitability and cash flow, as fixed investment slumped and
inventories fell substantially,
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Chart 10: Medium-term Government Bond Yields in Australia and the
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The fall in corporate net borrowing in 1982-83 was offset by a more than two-fold
increase in public sector net borrowing, from about $4600m in 1981.82 to about
$9800m in 1982-83, While net lendmg to Austraha from thc external sector decreased,
net lendi by the household sector i d Ily, the latter arising from a
moderate rise in household savings and a marked fall in investment by the household
sector, particularly dwelling investment. The public sector was thus able to finance the.
large increase in its deficit in an envi t of falling I domestic interest.rates.
This occurrcd partly because of the fall i in overseas interest rates; partly because of an

ping ¢! ion that our inflation rate would fall inthe short term (if
for no other reason than the very depresscd state of economic activity); and partly

b of the i inh old net lending and reduced competition for funds
from the corporate sector.

Chart 11 illustrates developments in the net lending and. borrowing positions of the
major sectors of the Australian economy as a proportion of GDP over the last five
years. As is evident from the chart and the discussion above, the deterioration of the
cconomy in 1982-83 resulted in a redirection of net borrowing and- the associated

financial flows but not in any reduction in the overall levels of real borrowing and
fending undertaken.
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Chart11: Net Lending and Borrowinl by Sector
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Primary Liquidity Formation

There was a large increase ($5979m) during 1982-83 in the non-official sector’s
holdings of liquid assels and Commonwealth Government securitics (LGS assets),
consisting of an increase in currency and deposits with the Reserve Bank ($336m) and
Commonwealth Government securities ($5643m). This.reflected the marked increase
in the Commonwealth domestic budget deficit in the year and very large surpluses on
private sector foreign exchange transactions (PSFET). in several months of the
financial year, particularly in the period September to December 1982 and again in
April 1983, which contributed to a record PSFET surplus of $3871m for the yearasa
whole., The net outcome was that, even though sales of Government securities to the
non-financial sector. were high, there was for much of the year a comparatively ready
availability of LGS assets to the financial sector,

A little. under half of the aggregate take-up of Commonwealth Government
sccuritics in 1982.83—some $2390m-—was in Australian Savings Bonds (ASBs). This
instrument gives the Commonwealth direct access to houschold sector savings, thereby
reducing the extent to which the deficit is financed through the process of
intermediation—that is by the houschold sector depositing funds in financial
institutions which are then enabled: to purchase Government sccuritics. ASBs can
thereby be particularly effective in constraining growth. in the monetary aggregates.
The large sales of. ASBs in 1982-83 can in this sense be regarded as one of the more

ful ts of y policy; without them the increase in household deposits
with financial institutions and in the monctary aggregates would have. been much
greater. In another sense, the refatively high dependence in the deficit financing task
upon high sales of ASBs was, potentially at least, a cause for concern. The ASBis a very
liquid instrument, being redeemable at one month's notice. In past periods (e.g.
1981-82) when the ASB rate has not been kept competitive; redemptions have been
high.

Secondary Credit Formation

Secondary sources of credit growth contributed substantially less to the overall
growth of the monetary aggregates during 1982-83 than in earlier recent years, In
particular, with the corporate sector’s demand for credit considerably weakened by the
recession, the growth in major trading bank advances during the year was. much
reduced, from 12.1 per cent in the twelve months to June 1982 to 8.1 per cent in the
twelve months to June 1983,

Among the groups of major financial intermediaries. only the savings banks
increased the growth of their advances in 198283, Savings bank loans outstanding
increased by 20.1 per cent over the twelve months to June 1983 compared.with 11.0 per
cent over the twelve months to June 1982, Of the $2960m increase in savings bank
advances outstanding during 1982-83, some $1688m went to housing loans-——compared
with $1061m in 1981-82—with another $872m dirccted to commercial bills. The latter
figure meant that the savings banks were much more significant participants in the
commercial finance market during 1982-83 than previously.

The growth rate of ad by finance companies, building societies and merchant
banks fell substantially during the year from 18.3 per cent over the twelve months to
June 1982 to 9.6 per cent last year. Advances by merchant banks showed the sharpest
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deceleration on this: comparison—from almost 40 per cent to around 10 per cent,
although their lending was still strong by comparison with, say, finance companies
whose advances outstanding rose by only 4.6 per cent during the year (15.6 per cent in
1981-82),

The downward slide of lending by the institutions that lend primgrily to the com-
mercial sector was amplified by sizeable private sector borrowings oﬂ‘-:shor? and by !he
continued relatively strong growth- of the various forms of ?ommcrcml bill financing.
taking place outside. financial institutions’ balance sheets, ThlS Iut.tcr df:vclopment was
encouraged by a shift during the year of interest rate differentials.in favour of bill
financing.

The Monetary Aggregates

The vol of money , M3, i d by 12.5 per cent over the twelve
months to June 1983, or by 11.1 per cent for 1982-83 in average year-on-year terms,
This latter increase was only slightly above the projected range of 9 to 11 per cent
annual average growth announced in last year’s Budget Speech,.but there wasa mnrlscd
acceleration.in M3 growth during the later months of the financial year, The underlying
influences on M3 growth during 1982-83 arc shown in Table 11,

As shown in Table 12, there were marked differences in the growth rates of the vari-
ous financial aggregates in 1982-83, This largely reflected the very high growth rate of
savings bank deposits, which increased by 19.2 per cent, the strongest such grO\y\h since
1972.73. M2 (which excludes savings bank deposits) thereby grew substantlally less.
quickly than M3. Deposits of non-bank financial institutions included in M6 grew inag-
gregate at a similar rate to trading bank deposits, so that the rate of growth in this
measure was a little lower than that in M3, This pattern of growth rates presented a
considerable contrast to the experience of earlier years..

One. develog which app to have i d these differences in monetary
growth rates was the liberalisation of the banking regulations in recent times. Thi§ may
have led to banks becoming more competitive relative to non-banks and thus to reinter-
mediation of funds to banks from non-banks,

Constraints on the deposit rates which can be offered by both trading and savings
banks were removed in December 1980. Further, in March 1982, the 30 day notice of
withdrawal requirement for savings banks’ savings investment accounts was removed,
and trading banks were allowed to borrow large deposits for terms as short as fourteen
days, instead of the previous minimum of thirty days. In. August 1982, there were

d to the regulations under the Banking Act relating to assets in which
savings banks may invest. depositors’ funds, However, the ‘reintermediation’ that did
occur during 1982.83 was, as indicated earlier, not predominantly from non-bank
financial institutions to banks in general, but rather from non-bank financial insti-
tutions and the trading banks to the savings banks,

It seems that much of the explanation for the differing monetary growth rates may
lic in cyclical rather than structural influences. In particular, the dc'cline i:} net borrow-
ing by the corporate sector, the increase in household savingsand in publlc.sector bor-
rowing, and the reduced rate of overseas borrowing would have tended to su_mulate.the
growth. of financial institutions intermediating household savings, including savings
banks, and dampen that of the institutions lending to the corporate sector, such as
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Balance of Payments

An overall balance of payments surplus of $2435m was recorded in-1982-83. ‘The
pattern of the previous two. years of strong capital inflows exceeding the current
account deficit was again evident, Table 13 and Chart 12 show the main balance of pay-
ments aggregates for recent years,

Table 13;. Balance of P Main Aggi
($m, not seasonully adjusted)

1982-83
1980-8¢  1981-82  1982-83
_— e First  Second
Year  Year Year half half

Current Account—

EXPOrs o v v s v v v a s o .o, v . 18718 19089 20697 10430 10267
IMPOMS v = v b v a e e s e e s 19169 ~2374 -20 528 -11290 —10238
Trdebalance  « o o 0 v o 00 v 0 e —451 ~3285 -831 —860 29
Netinvisibles . . .« . . 0. .. .. =5004 3575 —5637 2787 -2850
Currentaccountbalance .« . . o o . . . . —5455 -8860 —6468 —3647 —~2821

Cupital Account—

Govermentsecurities . v 0 o 0 0 —30 558 788 895 =107
Sccurities domiciledaverseas « o o 4 4 4 0 ~ {0t 368 575 701 -126
Securities domlciledinAustratia . . . . . 20 190 213 194 19

Othergovetnment + o+ « « « P 11 -353 —262 ~144 -7
Total goveenmenteapital o« o v . . L 4 -69 508 526 5t 225

deccrzdlllm R -d41 23 —-257 ~1 —254
Forel | in in Australi;

Undmnhuledmcome N I B R 830 330 380 190 190
her . R 5195 9083 8201 4367 3838

Olhcrpriwlecnnilnlundhuluncingilcm Ve e s 689 7 53 565 =515
Netapparent privatecapitalinflow . . .« ¢ 6673 9709 83N 5128 3256
Netupparentcapitatinflow . . v . . . . . 6604 10214 8903 5§12 303t

Netofficial moneturymovements . « « « ., . b9 1354 2435 2228 210
Pri foreign exchange it P 2802 2454 isn 2357 1514

(a) Thisitem represents the direct contribution to pivate sector LGS asseis and the volume of money from over-
scus sources, including borrowings by sem|-government uu\honllu. 1tis defined us net official monetary move.
ments adjusted 1o exclude C and financing transactions overseas {see
Tubte 11).

A notable development in the external accounts in 1982-83 was the substantial re-
duction in the current account deficit to 4 per cent of GDP from 6 per cent in 1981-82,
This. refiected the effects of declining demand on imports and relatively buoyant
exports of some non-farm products. Summary details of changes in the commodity
structure of imports and exports are shownin Table 14,

The total value of imports declined by about 4 per cent in. 1982-83, reflecting a fall
in volume of about 12 per cent (dil din the production and'd d section) anda
rise in import prices, underpinned by the depreciation of the Australian dollar, of 9 per
cent.
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Chart 12: Recent Trends in A lia's Balance of Pay
($ m per quarter)
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Table.14: Bal on Curreat A t

1982-83
1980-81 198182 198283 e
m— e First  Second
Yeur Yeor Year half hatf

Currentaccount deficit toGDP (percent) . . . . 42 60 40 44 36
Change on previous period {per cent) (a)
Volumes
Rumlexports . o v v v v 00w =106 06 —48 44 ~-358
of whichiMeat . .+ ., + . ., ., . —43 =35 iL? N3 =30
Cereals . v v v v 0 0L -30 92 —-283 -4 =763
Nonunlexports .+ « v . . . . =20 I8} 69 9.7 34
ofwhichiCoal . . . v v v v o L, 82 -5 139 263 365
Metals and metal manufactures ~9.F 60 128 150 2.5
Other manufaclures . . . i8 =02 47 =64 ns
Totalexportsofgoods . ., . . . =61 10 16 59 ~134
Totalimportsofgoods .« . . . . . . . 1ns 134 —116 =151 =27
of which:Fuels . . . . .. . N —~40 03 ~587 94 =456
Metalsand metal manufactures . . . . . 188 135 =167 ~254 364
Machinery and transport equipment I 267 193 148 ~83 =187
Implicit price defiators
Exports of goods and services 72 20 69 T4 10,6
Tmports of goods and services [N N 86 29 9.2 100 6.8
Termsof Trade(d) . . . . ., . [ —-06 -0 -0 =25 36

{«a) Hallyearlych 1y adjusied \|
(8) Defined us the |mphc|l pnce dcllnlnr for exports of goods and services divided by the implicit price

defiator for

Export receipts increased by about 8 per cent in 1982-83, reflecting an increasc.in
volume of about 2 per cent and an increase in prices of about 7 per cent. The drought
had a marked effect on.rural exports, Although meat export volumes increased up to
the breaking of the drought, cereal export volumes declined and, overall, the volume of
rural exports fell. The average rural export price did not change much as increases in
Australian dollar prices of meat and cereals were offset by lower sugar prices. Non-
rural export receipts grew strongly as additionat production capacity in, or associated
with, the resources sector came on stream, with notable increases in the volume of coal;
uranium and aluminium exports. The volume of manufactured exports also increased,
largely it seems, due to some improvement in competitiveness, Exports were not subject
to the same degree of distuption as in the previous year by industrial disputes and inad-
equate port facilities, Increases in contract prices for coking coal and iron ore and the
depreciation of the Australian dollar boosted non-rural export receipts, even though
prices for many other commodities were depressed.

The net invisibles deficit of $5637m was similar to that in 1981-82. Interest pay-
ments on higher levels of private sector offshore borrowing added to the deficit, while
tower freight pay on imports, reduced profits accruing on foreign investment in
Australia and increased interest earned on Australin’s international reserves were
offsetting factors.

Total net apparent capital inflow was $8.9 billion in 1982-83, not far short of the
record $10.2 billion in 1981-82. There wem three main factors contributing to this rela-
tively buoyant ¢ First, d interest rate differentials favoured both in-
vestment in Australian securities by forcigners and overseas financing by local
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enterprises, though this effect was sometimes partially or fully negated by adverse
exchange rate expectations and, related to that, by high forward hedge premiums for
cover against foreign exchange risk. Secondly, inflows. were also influenced by some
carry over of the heavy financing requirements of the energy and resource sector invest-
ment projects, Finally, uncertainties which intensified during the year about the credit-
worthiness of some countries facing debt-servicing difficuitics scem to have increased
the relative attractiveness of Australia in the eyes of foreign investors,

Chart 12 shows that the time profile of net apparent capital inflow in 1982-83 was
markedly different from that expericnced in 1981-82. In 1981-82 private capital inflows
were concentrated in the second half of the year, a time of scasonal drain on liquidity
and when uncovered interest differentials favoured overseas financing, In contrast, pri-
vate capital inflows in 1982-83 were particulatly strong in the first half of the financial
year following significant reductions in I rates o This, and the
greatly increased budget deficit (or, in the case of the June quarter, the much reduced
surplus) provided the basis for relatively easy liquidity conditions in the second half of
the year, except for the weeks leading up to the 10 per cent devaluation on 8 March
when large capital outflows occurred.

Government capital transactions resulted in a net inflow of $526m, little changed
from the 1981-82 result. Gross overseas borrowings by the: Commonweaith added
$1150m to reserves while a net identified inflow by overseas investors in domestically-
issued Commonwealth securities added a further $213m.

At end-June. 1983 official reserves stood at $10 748m, an mcrcusc of S423lm from
the level at.the end of 1981-82, Bal of pay t d reserves by
$2460m while revaluations arising from depreciation of the Australian dollar and in-
creases in-the price of gold increased reserves by a further $1771m. Foreign exchange
reserves stood at $6900m at end-June 1983 compared with $4065m at end-June 1982,

The Exchange Rate

Volatility and uncertainty characterised international financial markets in 1982-83,
leading to large shifts in interest rates and exchange rates and exerting an influence on.
the Australian dollar. In the latter regard, the most significant influences included
marked reductions in nominal interest rates in some major industrial economies in the
first half of 1982-83 and-fluctuations in the United States doltar throughout the year.

At the outset of 1982-83, the competitive position of Australian producers had been
eroded by the wage cost surge of 1980-81 and 1981-82, Competitiveness was. also
adversely affected in 1980-81 by an appreciation of the trade-weighted index over the
course of that year, though that effect was largely un d by the subseq de-
preciation of the trade-weighted index over the course of 1981-82. This loss of competi-
tiveness, reinforced by Australia’s widening adverse inflation differential in 1982-83
itself, placed some further downward pressures on the Australian dollar. The strength
of capital inflow—seemingly impervious to the fundamentals—and the. resultant
additions to reserves worked in the opposite direction.

Between end-June 1982 and end-June 1983 the trade-weighted index (TWI) of the
value of the $A declined by 12 per cent, bringing the cumulative depreciation in- the
TWI since its August 1981 peak to 18 per cent. This lowering was not uniform over
time; for example, there was a period of relative stability from September to January.
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Following the calling of the | electi ¢
I ! 3 p gathered that the value of the
Austulu}n dollar might fall and this led to substantial capital outflows and a. 10 per cent
dev:lunhon on 8 March, Between that date und 30 June, the TWI appreciated by 6 per
cent.

Table 15 and Chart 13 provide details of changes in the trade-weighted index of the
value of the SA and its value aguinst major foreign currencies.

Table 15:  Bilateral Exchange Rates and the Trade Weighted Index (TWI)(a)

“Change over year 10~

June

June 1982 June 1983
1981 1982 1983 (percent) {percent)

SUS/SA o o v v a s 114 103 038. ~94 -
YenfSA ... ... 26 20 a1 15 s
DMBA . ... ... Y] 251 24 ~15 -109
PoundSte/SA . . . . . 0.88 0.59 0.5 16 -35
TWE o e s 919 882 79 (-0 ©=117

(@) Monthly averages.
{8) Between 30 June 1981 and 30 June 1982 the TWI fell by 5.1 percent,
{¢) Belween 30 June 1982and 30 June 1983 the TWI fell by 11.9 percent,

Chart 13: Movements of the Australian Doliar Agninst Selec
ed
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Intersational Comparisons of Relative Price and Cost Levels
Three key measures of price and cost movements in Australia relative to changes in

prices and costs in Australia’s four major trading partners, adjusted for- changes in

exchange rates, aré provided in Chart 14, M in these indexes, wyhich are l}xlscd
on unit wage costs, consuraer. prices and GDP deflators, reflect chunges in the ability of
Australian prod to compete with prod! ind ic and international

markets on the basis of price.

All measures show a marked deterioration in relative-exchange rate adjusted price
and cost levels in Australia over the course'of 1981 and some winding back of this gup
since that time.. Although wage and price increases during 1982-83. were more than
double those of our major trading purtners, this was outweighed by the depreciution of
the exchange rate during the year. Although the wage and GDP deflator bused indexes
canniot yet be calcutated for the June quarter 1983, it is likely—taking account of recent
exchange rate movements and known movements in domestic wages und prices—that
both indexes fell broadly in line with the decline in the CPl-based index.
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Chart 14: Indexes of Unit W
‘age Costs and Pric,
Relative to Major Trading Partner C:a::r?eﬂ.“.
Adjusted for Exchange Rate Changes (1979.80 = 100)(a)
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PART Il: INTERNATIONAL ECONOMIC CONDITIONS AND PROSPECTS

Declining inflation and falling interest rates have contributed to the emergence of a
recovery in economic activity in the major industrial countries in the course of 1983,
Real GNP in the seven major industrial countries, which fell by about ¢ per cent in
1982, is estimated to have expanded at an annual rate of about 2 per cent in the first
half of 1983, with the strengthening in activity most evident in the United States and
Canada,

In the United States, real GNP is estimated to have increased at an annual rate of
about 3 per cent in the first half of 1983, reflecting a marked slowd in the rate of
stock decumulation, increasing fiscal stimulus and a resurgence in consumer demand
and residential investment..

Elsewhere the recovery is, as yet, less evident. Activity in the major European econ-
omies was sluggish in 1982-83 although modest growth has re-emergedin the United
Kingdom and West Germany. The Japanese economy again grew by over 3 per cent in
1982-83 but growth slowed significantly during the year. The smaller industrial coun-
tries appear.to have experienced little if any growth,

A number of developing countries suffered severe economic and financial strains in
1982-83 and in some of them per capita output appears to have fallen, Concern about
the capacity of some developing countries to continue to service heavy external borrow-
ing in the face of slowing export growth (including, in the case of certain oil producers,
falling oil prices). has led to a reduction in new lending to these countries. from banks
and other private sources. This reduced flow of finance has necessitated action to.
renegotiate debt arrangements and, more fundamentally, undertake adjustment
programs to cut back net imports, Although the liquidity position of the largest debtor
countries has so far been preserved, debt payment arrears have risen sharply and a
number of international banks remain exposed to risks of default.,

Inflation continued to fall in almost all OECD countries in 1982-83.although the
progress made by individual countries varied considerably. For the OECD as a whole,
consumer prices increased by 5.0 per cent over the twelve months to June 1983 com-
pared to 8.4 per cent during the previous year. Much of this deceleration can be traced
to developmentsiin a few major economies—particularly the United States, West Ger-
many and the United Kingdom. In a number of other industrial countries progress was
less satisfactory and this. has impeded their capacity to share in the emerging recovery.
Countries which have been most successful in reducing inflation loom large in our
trading relationship; as shown'in Chart 15, consumer prices in our major OECD trading
partners increased at.an annual rate of only 4.0 per cent over the six months to June
1983, By comparison, the consumer price index in Australia increased at an annual rate
of 8.9 per cent over the six months to the June quarter 1983,

Some of the improvement in inflation overseas stems from factors which.may prove
to be temporary; the squeeze on profit margins, reduced prices for oil and other com-
modities. and currency appreciation in the United States are examples. At the same
time, a substantial degree of wage moderation has been achieved in a number of coun-
tries. In- 1982, hourly earnings in manufacturing rose by around 64 per cent in the.
United States, 42 per.cent in Japan and 5 per cent in West Germany. Average wage
settlements in each of these three economies appear to have run at an annual rate of less.
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than 5 per cent in the first half of 1983 and the QECD has for i
3 per ; recast an increase of hour]
carnings in manufacturing of 4-4+ per cent in these countries in 1983. For the OECS’

area as a whole, hourly earnings in manufacturin; i
: g are expected to rise
centin 1983, compared to 84 per cent in 1982, P by sbout 6 per

Notwithstanding these clear signs of wage moderation over the past )
current slowing in iqﬂazion has offset the effects of that on real wage rzovzr;z:t;t??n
the absence of any significant productivity growth, there has been broadly no chnnge' in
the sharc.of non-wage incomes in GNP, Corporate. profit margins remain severely
squeezed in the OECD area as a whole notwithstanding a recent pick up in.the United
Sm!e.s; the OECD has estimated that realised rates of return on capital in the major in-
dustrial countries reached a post-war low in 1982, !

Labour market conditions.in the industrial countries continued' to i i
1982-83, Er‘nployment‘ declined during the year in-all major economies ii?er;?r;;;;:
and the United States. Although the rate of growth in the labour force slowed, partly
que to redgced participation rates, unemployment rates in the OECD area conti;med to
n§e.‘reach'mg abou} 94 per cent of the labour force in the second half of the year, not-
withstanding a noticeable improvement in the United States and Canada in this pc;iod.

C?ntral government budget deficits, expressed as a proportion of GNP, increased in
198? in all major i_ndustrial countries except Japan and the United, Ki'ngdom. Dis-
cretionary policies in Europe and Japan have generally been dirccted to containing or
reducing already sizeable structural deficits, but there was a marked shift towards a
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more stimulatory fiscal stance in the United States and Canada, Although interpret-
ation of monetary aggregates has been made difficult by innovation in financial markets
and other factors, monetary. conditions in most major industrial countries appear to
have cased in 1982-83 relative to the two preceding years, M y aggregates have
generally run near to or in excess of the upper bounds of announced targets and, in
combination with declining inflation, this. has permitted an increase in real credit
availability.

Nominal interest rates declined substantially during 1982-83 but remained well
above concurrent inflation rates. In doing so, they appeared to reflect concerns that
large fiscal deficits will persist as activity picks up, particufarly in the United States,
with consequent effects on borrowing requirements, risk premia and inflationary expec-
tations. In such an environment, expected inflation may well be above current (i.c.
immediate past period) inflation so that comparisons of nominal interest rates with the
latter are likely to averstate the level of ‘real’ interest rates.

World trade has been severely affected by the recession, growing protectionism and
the problems of developing countries. The volume of world trade fell by 24 per cent in
1982-the first such decline since 1975, The average price of internationally traded
crude oil weakened further in 1982-83 to be about 20 per cent below the peak reached
in early 1981, This. reflected falling ption and pressures on producers arising
from a heavy liquidation of inventories built up in carlier periods. The IMF estimates
that non-oil commodity prices fell by a further 12 per cent in 1982 after a fall of nearly
15 per cent in 1981; an increase of about 5 per cent has been forecast for 1983,

The emergence of a large statistical discrepancy in global estimates of current
account balances has underlined the need for caution in interpreting trends in the exter-
nal positions of the major groups of countries. Available data suggest that since 1980
the surplus of the oil exporting countries has fallen (it may have disappeared altogether
in 1982) while the deficit of the non-oil developing countries peaked in 1981 and fell
significantly in 1982 in the face of severe funding constraints. The current account pos-
ition of industrial countries remained in near balance overall in 1982 but the United
States, the United Kingdom and’ France experienced a weakening in their current
accounts, while most other countries had stable or strengthening positions.

The international economic context is likely to be more favourable for Australia in
1983-84 than last year. Growth in the OECD countries is now accelerating to an annual
rate of more than 3 per and that momentum seems likely to be maintained in the rest of
1983-84. The major international economic institutions are forecasting that inflation.
will not accelerate substantially in the major industrial countries over the coming year,
although scepticism in capital markets that this outlook will continue into the medium
term appears to be an important factor in keeping interest rates high. The growth in
world trade in 1983-84 is likely to be modest, although there should be a significant
quickening during the course of the year and, in terms of composition, growth in trade
volumes is likely to be relatively more. pronounced for Australia’s major trading
partners.

Looking further ahead, there are several uncertainties surrounding the sustain-
ability beyond 1983-84 of the international recovery, including possible increases in
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interest rates, particularly in the United States (as private sector demands for credit in-
crease against abackground of large budget deficits), a possibl of inflation-

ary! expectations, and lingering concerns as to the stability of the inle;xational‘ﬁnancial
system.

Of the major countries; only Japan and West Germany appear to have inflationary
pressures fitmly under control. While the United States, United Kingdom and, to a
lesser extent, Canada have made progress in reducing inflation, it.is too carly to judge
.whethc‘r lasting gains. have yet been achieved. In France, Italy and a numbér of smaller
industrial countries, progress in reducing inflation has been much less satisfactory,

Mo'negm'y aggregates have been growing strongly in a number of major industrial
countries in 1983 and, in the United States and Canada, the stance of fiscal policy has
beco'mc markedly more stimulatory. These developments appear to be continuing
despite a much stronger. recovery in the United States than was earlier expected by
most comm'cntacors. In this environment, therc is growing concern that inflationary
pressures. might re-emerge, undermining the hard-won progress made to date against
inflation and placing sustained recovery at risk,

Although the problem of large fiscal deficitsaffects many industrial countries, it is
9f particular significance in the United States given the importance of that count;'y to
international capital markets. United States interest rates can have a major influence
on actiyity.levcls and inflationary pressures in other countries via their effects on those.
countries’ interest rates and exchange rates. In-addition, the strengthening of the U.S,
d.Oll?l' over recent years has acted to reinforce the-already strong pressures for protec-
tionism in the United States which have been associated' with the world recession.
There appears to be a growing consensus in the United States on the need for action to.
reduce the budget deficit but views differ as to the expenditure areas which need to be
gut back and what, if any, taxation measures are called.for. The working out of these
issues in the political process seems likely to take some time,

Prospects for a sustained recovery also depend importantly on the willingness of
governments to create an envi which is conducive to rapid growth through, for
example, the reduction of trade barriers, correction of domestic. pricing distortions and
labour market rigidities and the removal.of unnecessary regutation, The need for such

has been rep dly. 1 ised by policy makers meeting in international
forums but so far action has been limited and, in some cases, even perverse.
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PART IIl: ECONOMIC POLICY AND RECOVERY

The Economic Policy Context
In its review of cconomic developments in 1981-82 and the prospects, as seen then,
for. 1982-83, last year's Statement No, 2 made reference to the *natural economic forces’
perating both. in individual markets and in the overall economy. Following dis-
turbances of one kind or another, such forces, or adjustment processes, were seen as act-
ing to re-establish some sort of equilibrium. It was suggested that, in the absence of poli-
cies effective in modifying those processes, the new equilibrium might not be a
preferred one from a social or economic perspective; the question was raised ‘whether
these “natural” responses are the best that industrialised economies—and societies—
can offer’®

Adjustment processesof these kinds were central to economic developments during
1982-83.

o In labour markets, employers responded to the earlier real’ wage hike and

associated decline in demand by shedding labour; employment fell and unem-
ployment climbed. Those reactions contributed to a marked slowing of wage in-
creases which in turn facilitated the putting in place of the ‘wages pause’. Real
wages turned down and, eventually, the decline in employment began to ease and
the economy moved towards a new ‘equilibrium’ at a- much higher level of un-
employment. A particular sub-set of those processes was evident in the labour
market for juniors where the effects were even sharper.
In capital markets, the sharp interest rate increases in 1981-82 brought forth
increased. savings from houscholds and from abroad while contributing to the
downturn in private investment and hence to reduced borrowings by the corpor-
ate sector. For this and other reasons already noted on page 36 (including de-
clining interest rates abroad), the sharply increased public sector borrowing in
1982-83 could be met in a climate of declining domestic interest rates. Capitat
markets moved towards a new ‘equilibrium’ involving lower business investment
and higher public sector expenditure (both consumption and investment).

In goods markets, the adjustment processes: were more complex, involving
increased household savings {magnifying the effects upon final demand of slower
growthin real i ), sut ial stock d lation (magnifying the final de-
mand effects upon production), and failing imports (ameliorating demand effects
upon domestic production). The net effect was to restrain demand and domestic
production which, in turn, began to contribute to an easing of domestic wage and
price pressures. In time, this latter development could, if it were to continue, be
dto greater confid and higher spending propensities.

In total, these various adj P SaW ployment climb in 1982-83 to
its highest rate in half a century and, while infiation began to ease back in the second
half of the year, it remained high. The newly-clected Government’s policy approach is
an attempt to modify the raw economic forces in order to achieve a more speedy im-
prov in both pl t and inflation; in that sense, it might be characterised
as a response to the question posed in last year's Statement No. 2 and quoted in the
opening paragraph of this Part.

 1982-83 Budget Paper No. 1, Statement No. 2, Part Ii, page 54.
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The Government’s approach centres upon a prices and incomes. policy.and, in par-
ticular, the Prices and Incomes Accord agreed between the Government and the
ACTU. That Accord recognises the nexus between wage moderation, inflation and em-
ployment growthand represents an attempt to establish, by mutual agreement, income
(including price) settlement arrangements. which might modify the inherent adjust-

ment processes in order to reduce their cost in terms of unemployment and production
forgone.

It should be emphasised, however, that those adjustment processes still have some
way to run.

The sheer magnitude of the deterioration in the labour market, assisted' by the
‘wages. pause’, has brought some respite from the hitherto. continuing increase in real
tabour costs. Given time, fusther wage moderation would be reflected in better profi-
tability and slowing inflation, and.in more jobs. But while some progress was made-on
that score in 1982-83, particularly in the second half; other notable imbalances remain,
suggesting that sustained recovery remains a hope for the future rather than a present
reality. In particular:

¢ corporate profitability remains heavily depressed;

* our inflation rate, unlike those of our major trading partners, remains persistently

high;

¢ monetary growth is excessive, with monetary objectives having again been

exceeded in 1982-83 for the fifth year running; and

¢ publicsector borrowing is continuing to rise.

Australia was of course not alone among OECD countries in the difficulties it faced
during 1982-83, By the end of the year, however, the severity of Australia’s problems
was distinctly greater than the average for the OECD area as a whole, This was particu-
tarly so for inflation, with Australia’s rate more than double that of our major trading
partners. Uncertainty continued to surround our economic prospects.even though the
immediate outlook abroad, and in the United States in particular, had improved,

B 1982-83 rep d a period of adjustment in response to the disturbances
of the preceding years, the ining imbal should be considered in a longer term
perspective—not only to understand the nature and extent of the economy's present
problems, but also to formulate realistic expectations.as to the speed with which they
can be solved and to pursue economic policies appropriate to doing so.

To take the example of unemployment, a high rate of output growth will be needed
over a sustained period to bring the bulk of the ployed—including di ged
workers—back into employnient and to absorb the growth in the labour force, If, as
expected, productivity' growth is relatively high and participation rates rise in the
course of the upswing, an improvement in. unemployment will take some time to
emerge—and whether, given time, it does emerge will depend upon the re-.
establishment of an adequaté level of business profitability.

Inflation persisted stubbornly in. 1982-83, In only one of the past ten years has the.
rise in the CPI fallen below 9 per cent, so that expectations of inflation have become
increasingly entrenched. in the cominunity. As a result, a sustained slowing in prices
may be required before economic behaviour and decisions come to be based-on mark-
edly different inflationary expectations. This is not to say that inflation cannot be
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reduced  decisively and quickly—the recent evidence in several of our, major tra?ing
partners demonstrates that it can be—but it does indicate the magnitude of the barriers
to.be overcome.

The simul us reduction'in ployment and inflation which the G?vemn'}em
is seeking needs to be achieved over the medium term. In the shorter run, policy settu]gs
need to pay regard to the nature of the adjustment processes and the‘extem t_o )vhlch
they have yet to work their way through the economy, as well as the inherent risks to
sustained recovery.

Prices and Incomes Policy

For success in the. Government's efforts to stimulate employment and reduce infla-
tion at' the same time, it is crucial that wage and price developments be copstrained
within the broad guidelines set by the Prices and Incomes Accorq. T}w severity of the
declines in both profitability and employment and the iated rise in unemploymem
during the downturn suggest that labour cost. moderation must play a key 'role in any
sustained reduction in inflation and any sustained improvement in competitiveness and
in profitability, investment and employment.

The Prices and Incomes Accord stresses the relationship. between non-inﬂationfxry
wage and price setting behaviour and the scope which that is seen as giving for pursuing
an expansionary fiscal policy. Reinforcing the relationship between the Accord and

. macroeconomic policy, the setting of monetary objectives rests upon the desirable

growth in incomes flowing from the Accord. To cement that relationship, however, the
monetary stance will need to be such as to limit the potential for wage seitlements out-
side. the centralised wage process. This will' become of increasing importance through
1984..

The focus on: 1984 arises from the conjunction of an expected pick up in ecot.lomic
activity and restraint in centralised wage increases from the one-off impgcl of }he intro-
duction of Medicare on the. CPI. These circumstances could well give rise to increased
pressures for sectional wage increases outside the spirit of the Accord (atu'f perhaps
even its strict letter). If monetary policy were not sufficiently ﬁ.rm,.the abl!lty of em-
ployers to concede to such sectional claims and to pass them on in higher prices would
be enhanced and this could feed back, through indexation, into the centralised wage
settlement processes themselves.

There are two elements to-the relationship between fiscal policy and the Accord.
First and most fund; ally, expansionary fiscal policy is predicated on thg assump-
tion that the Accord will be successful in. combating inflation, If that.assumption is not
realised, the viability of that approach to fiscal policy will be immediately catled into
question,.

Q A

y, as d rated by the ined in the May E 10 ic State-
ment and in this Budget, there has been-a significant switch in th.c composition.of O}xt-
lays towards programs such as community works and housing which are seen-as having
substantial direct effects upon employment. There have also been substantm] moves
towards meeting the equity objectives of the Government's ﬁsc.al‘polich:y, includujg with
respect to the introduction of anincome and assets test on pension entitlements, income
testing over 70’s age pensions, superannuation and housing interest tax rebates, On both
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sides of the budget, the changes thus set in train have moved fiscal policy in directi
envisaged in the Accord, policyin directons

Fiscal Policy

Against the background outlined above, a stimulatory cast to fiscal policy i

193 ?-84 is taken as given with other policies being required tlz adaptto that ﬁscp; pc):h::;
setting.

. In one sense, any budget deficit is directly expansionary in that it puts more money
into the economy than it takes out. While some qualifications might be made to that
general proposition—most notably in respect of the distinction b d tic and
extem{;l transactions—such qualifications do not substantially affect the basic: point.
:I‘herc is no doubt that, in.this sense, the Budget for 1983-84 is very highly éxpansionary
indeed. The deficit of $8361m represents 4.7 per cent of forecast GDP (as compared
witha deficit of 2.8 per cent of GDP in'1982-83).

Clearly, no single summary statistic can be an adequate indicator of the
appropriateness of the stance of fiscal policy; such summary indicators as those just
ql}otcd‘can be no more than illustrative of certain limited relationships. Some would
wish to draw what they sce as a more fundamental distinction between the effects of the
budget upon the economy and the effects of the economy upon the budget, The former
effects are seen as related to the so-called ‘structural’ elements of the. budget deficit and
the latter to its ‘cyclical’ components.

Broad_ly. the methodology for disentangling the cyclical and structural components
fora Rarucular fiscal year involves estimating what the budget would have been, given
the exlsting set of taxation and government expenditure policies, had there.not been a
dowqtum in activity and employment. This provides an estimate of the structural
deficit (gr surplus), which differs from the actual deficit in being calculated on the
assumption of a different level of aggregate economic activity..In practice, this is not as
straightforward as it might seem, since numerous alternative approaches to such
calculations are possible,

On the basis of various calculations that have been made, within the Treasury and
elsewhere, the structural component of the 1983-84 Budget deficit will increase
sub.slantially, both relative to the overall deficit and: to GDP. Within a. perspective
which focusses solely on the direct income/expenditure effects of a budget, the larger
the structural deficit, the more stimulatory the stance of fiscal policy. From such a
perspective, the 1983-84 Budget is clearly highly stimutatory.

Structural budget deficits have another significance: they provide an indication of
the. prospective size. of future deficits after the ¢coromy' has emerged from recession.
They t.hus suggest the magnitude of discretionary taxation-raising or budgetary
expenditure-cutting measures that, as the economy recovers, will be required to bring:
about a fiscal stance appropriate to those improved economic conditions,

Structural /cyclical budget deficit analysis, | T, iS tially static. M
lhgt analysis—like other static analyses of the stimulatory effects of fiscal policy:
adjustments——can have nothing to say on how the structural deficit calculated within
such a framework could assist in moving the economy back to the high-employment
cpndmon which is assumed for. the purposes of the analysis. It seems, in short, to be-of
little relevance to economies beset not just by underutilisation. of real resources—the
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classical problem to which Keynes is generally thought to have been principally
addressing himself—but by more fundamental imbalances, such as high. inflation,
distorted, wages/profits relationships and structural rigidities-in the markets for goods
and. labour. Nothing—or at least nothing desired—will be achieved by treating
unemployment and the other manifestations of underutilisation of real resources as if
they were problems to be solved in isolation from underlying economic disjunctuzes,

In reality, fiscal policy can affect the economy through a variety of channels in
addition to direct income /expenditure effects. It can influence interest rates, exchange
rates, the money supply, the balance of payments, expectatic bly, inflationary
expectations—confidence and uncertainty. These additional transmission mechanisms
are, for the most part, extremely inconvenient to handle analytically and often imposs-
ible to quantify. They are, however, no less real for being empirically and often even
theoretically intractable.

To take an example, the cyclical/structural approach to fiscal policy is of no assist-
ance in considering the monetary policy ramifications of the budgetary outcome, what-
ever it may be. It is the zotal deficit that is relevant to the relationships between fiscal
policy, money and interest rates—for it is the total deficit that must be financed. The
cyclical component of the deficit adds to private sector liquidity—and needs to be offset.
by sales of Government securities to the non-bank sector—in just the same way as the
structural component does.

It is true that anincrease in the budget deficit arising from cyclical influences will
generally coincide with lower. private sector borrowing demands. However, private
demands upon-capital markets are likely to increase relatively early in the recovery

as busi

p 3 start to i production levels and-rebuild inventories. The:
cyclical deficit is related mainly to labour market developments, through reduced
PAYE ipts and i d ployment benefit payments, and recovery in the

labour market tends to lag behind recovery in business activity. Hence, the cyclical
deficit will still be high as the private sector’s demand for funds gathers pace, and this
conjuncture will tend to put upward pressure on interest rates during the crucial early
stages of economic recovery.

As well as directly reducing private spending, higher' domestic interest rates are
likely to attract additional overseas funds into Australian capital markets. Although
such capital movements tend partially to mitigate rises in.interest rates, they also have
the effect of putting upward p on the exchange rate. This reduces the competi-
tiveness of Australian industry on world markets, dampens exports, and encourages im-
ports. The consequent. decline in expenditure on Australian goods provides another
offset—in some circumstances perhaps more dircctly important than the interest rate
effects—to the direct expenditure-creating effects of the budget deficit.

By increasing pressures on interest rates and the exchange rate, large budget deficits
also pose—publicly—the risk that p for a loosening of tary policy will be-
come stronger and eventually prevail, Those who are involved in financial markets—
that is to say, the myriad of lenders and borrowers in such markets as well as the finan-
cial institutions which. make them up—have come to know that cxcessive monetary
growth does, over time, result in.increased inflation; thus the mere threat of increased
monetary growth can. rekindle inflationary expectations. and drive nominal' interest
rates higher.
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Once. allowance is made for all these indirect effects of budget deficits on the
economy, it cannot simply be d that ive i in budget deficits will
provide continuing stimulus to economic activity:

Monetary Policy

In the context of an expansionary fiscal policy, much of the burden of creating an
environment conducive to prices and deration ily falls upon monet-
ary policy.

The Government's approach to monetary policy is to provide just sufficient monet-
ary growth to finance the prospective i in inal output idered desirable'
and feasible in the ci That is, sufficient money supply growth will be pro-
vided to date the exp d.i in real output plus what is considered to
be-a desirable and feasible i in prices, with the latter being determined on the
basis of the operation of the centralised wage system under conditions consistent with
the Prices and. Incomes Accord. The relationship: between y policy and the
Accord is, therefore, a close and important one.

The attainment of this objective has probably been made more difficult by previous
failures to achieve stated monetary projections. In each of the past five years, monetary
growth has exceeded the Budget-time projection; the discrepancy in 1982-83 was not
particularly large but the ‘average for the year’ nature of that projection conceals the
marked acceleration over the latter part of the year: The action already taken by the
Government to expand the scale of bond tenders should help to re-establish the credi-
bility of monetary projections, but the response will not be immediate, Markets five
times bitten are likely to be at least twice shy.

Two further aspects of monetary conditions in recent years assume particular im-
portance for the period immediately ahead. One is the acceleration of innovation in
financial markets; the other (perhaps partly related) concerns the large changes in
monetary velocity that have occurred and seem likely to continue.

Some concern has been expressed recently both in Australia and overseas, particu-
larly in the United States, that financial innovation has made the conduct of monetary
policy more difficult and' perhaps even substantially reduced its overall effectiveness.
Recent. innovations in Australia include the rapid development of the commercial bill
and promissory note market, the development.of cash management trusts and greater
emphasis on liability management by financial institutions, involving a greater reliance
on standby credit lines (particularly from overseas). The acceleration of the innovation
process, both here and overseas, stems importantly from the high norninal interest rates
that have accompanied the high inflation of recent years and from increased awareness
of relative rates of return on different financial assets, In many respects, such develop-
ments betoken markets living (and evolving) in troubled times,

While the effect of these innovations on monetary conditions can be overdrawn,
they have undoubtedly contributed to the differing relative growth rates of various
financial aggregates and, more speculatively, may have changed the relationship be-
tween particular y and financial aggregates and other economic variables such
as nominal and real income growth: If so, this would have important consequences for
monetary policy—though not ones that raise basic doubts about its efficacy.
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One obvi q isthata of y policy should be based on
a variety of indicators and not rely on a single aggregate; there is of course nothing new
in-that and recent financial innovation merely emphasiscs the point, More fundamen-
tally, particularly when inflation is high, monetary policy needs to be conducted by
market-oriented instruments which aim to control the liquidity or monetary base of the
financial system rather than by instruments which rely on direct controls on one or
more categorics of financial intermediaries. Whereas virtually all forms of financial
intermediation rest to a greater or lesser extent on the liquidity or monetary base, it is
an obvious lesson of history that direct controls only invite innovation to evade them..

The current recession in Australia has been marked by a much sharper fall in real
and nominal output growth than in monetary growth, so that. monetary velocity has
declined sharply. In Part 1 of this St the judg was reached that this sharp
decline in velocity seems to have been. primarily related to cyclical factors. Some
unwinding of that process can be expected to be reflected, as the pick-up in activity pro-
ceeds, in a marked increase in velocity during 1983-84. In turn, this implies a require-
ment for growth in. the monetary aggregates noticeably below the desired growth in
nominal product,

The lags with which monetary policy affects the economy are lengthy and variable
and argue against attempts to ‘fine.tune’ monetary growth to short-term swings in the
growth of real output. Rather, monetary growth needs to be set on a more stable path
consistent with. medium term objectives for reductions in inflation.and inflationary ex-
pectations and growth in real output. Stable does not, however, mean unchangeq a'nd
the need for stability cannot be invoked to support continuing monetary drift. Avoiding
such drift—achieving an appropriate monetary outcome—in the context of a very large
budget deficit requires very large sales of Commonwealth Government securities to the
non-bank sector.

External Policy

Although. there has been much debate about the nature of the channels through
which domestic and external policies interact, there is general acceptance that the task
of economic management is easier if policies.are mutually supportive.. Whilg external
economic policy must primarily be directed to maintaining.extemal balance, it can also
have an important role in the achievement of domestic objectives. It cannot, however,
be expected to operate independently of domestic' policy or compensate for
inadequacies in domestic policy.

The 12 per.cent depreciation of the trade-weighted value of the SA‘ over the course
of 1982-83 both provided an immediate and substantial improvement in Australfa s in-
ternational competitiveness and assisted in improving the current.account deficit. l?c-
preciation also, however, resulted in higher priced imports thereby adding to underlying
domestic price and cost pressures. .

With the budget adding substantially to primary liquidity in 1'983_5-84. the achieve-
ment of monetary objectives would be facilitated by a reduced injection frqm external
sources.. Given the present relatively high level of external reserves, there is scope f.or
the private sector foreign exchange transactions surplus to declfnc in 1983-81 from its
high 1982-83 level, Other things being cqual, however, the required bond-selling effort

59



and’ its effects on inferest rates would tend to attract inwards flows across the
exchanges. Exter{ml‘pohcy will need to do what it can to ensure that any such tendency
does not substantially offset the domestic effects of the bond-selling effort,

There is a fine line.to tread here. If sufficient securities were not sold

- | 1 to the non-
ba_nk sector there would be a substantial risk.that the liquidity being pumped into the
private sccfor from the budget would result in a large-fall in net foreign borrowing:
Wl}at was intended to be a modest surplus in private sector foreign exchange trans-
actions could thus develop into a substantial deficit..

The implication of those iderations for external policy in 1983-84 is not easily
asscsse_d. The exchange rate will, as usual, be influenced by many factors including cost
and price pressures in Australia relative to those of our trading partners, developments
on the current and capital s, mo in exchange rates and interest rates
abroad, the course of economic policies, and Australia’s growth prospects. It suffices to
say that the exchange rate will need to be managed flexibly if external policy is to pull in
tandem with domestic economic policies. '

Risks to Sustained Recovery

Thcrc.are four major—and closely inter-related—risks to achievement of sustained
recavery in the domestic economy in the period ahead, These relate to interest. rates,
inflation, the ba!ance of payments and high uncertainty linked with. low private scctox:
confidence. (.ThIS is to say nothing of the uncertainties surroundinﬁ the sustainability of
the: inter a ! recovery, including the possibility of further increases in interest
rates, particularly in the United States, a resurgence of inflationary expectations

inl:mat)ionally and lingering concerns as to the stability of the international financial
system.,

’!'o take these risks in turn, interest rate outcomes may potentially provide major
bamcrs.to the.emergence of a basis for sustained recovery during 1983-84, The funda-
fnenml issue .is not, however, whether interest rates will rise or fall in 1983-84; rather it
is w.’hct.her, given the configuration of other economic.variables, they will be ;n alevel
which is conducive to or inhibits a durable revival in private sector spending,

Net borrowing by the public sector as a proportion of GDP more than doubled in
.1982-83 and a further sharp increase is in-prospect for 1983-84. Even with a further fall
in corporate net borrowing in 1983-84, the combinéd borrowing of the public and cor-
porate sectors is projected to rise to the highest level relative to GDP for at least the
past‘ twemy-ﬁx{e years. Certainly, in 1982-83 it proved possible to finance:a sharply
increased public sector borrowing requirement in a climate of declining interest rates.
There were, however, some particular elements of the economic scene in.1982-83 which
were relevant to that achievement and which.cannot be counted on to continue—or at
least not to the same extent—in the year ahead, These were:

* avery sharp fall in corporate sector borrowing and relatively high household’

savings;

® very significant falls in overseas interest rates and exchange rate expectations

that, for a good part of the year, favoured capital inflows; and

. agparently, some growing expectation that inflation would fall in the short run,
ywth»consequences for the inflation premium built into medium-term nominal
interest rates,
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In 1983-84.the financing of the very large Commonwealth budget deficit ima way
consistent with. the overall thrust of policy will require very large volumes of Govern-
ment. securities to be placed with the non-bank sector. This involves-a. transfer-of in-
come to investment in financial assets and/or increases in holdings of public sector
securities relative to other financial assets. It cannot be expected that these portfolio
shifts will be achieved without a change—at least in the short-term—inthe relative real
rate of return on public sector securitics. In: particular, these shifts will require that
public sector securities become relatively more attractive than other financial assets, at
least fora time,

To put.the task into some perspective, it might be noted that sales of Government
securities to the non-bank sector in 1982-83 alonc—$4100m—were greater in real
terms than total sales to the non-bank sector during the whole of the 1970s,

The prospect of a similar—perhaps larger—real i in non-bank holdings of
Government paper in 1983-84 carries with it the risk of pressures on the price (i.e., the
interest rate) of that paper. This risk would.be substantially heightened over future
years if large budget deficits—and a consequent high rate of growth of Government
paper outstanding-—were permitted to continue.

Jt should be noted that the increase in non-bank holdings of Government securities.
in 1982-83 was from a relatively low base level, Although the nominal stock of Govern-
ment debt-in non-bank hands more than doubled over the decade to June 1982, the real
value of that debt actually declined. by 29 per cent over that period. By the end of

1982-83, however, real non-bank holdings of Government debt had risen again to their
highest June level since 1972-73. Additional increases in 1983-84 and afortiori beyond
run an increasing risk that bonds may. have to be sold onto a market already saturated
with that product. If so, investors would be Tikely to shorten further the maturity of the
debt they hoid and demand very full interest rate premia to cover the risks of a re-
surgence of inflation.

The risks of all this to interest rates are compounded by the likelihood that, at the
same time as.the Commonwealth will be increasing its call on the savings of the non-
bank sector, and’ more specifically the household sector, other elements of the public
sector will also be increasing their demands on the same savings.

Inflation is another potential barrier to the transformation of the present pick-up in
economic activity into durable economic recovery. The lagged effects of recession over
the past 18 months and the slowing of wages should be sufficient to deliver a somewhat
lower price outcome in 1983-84 than last year within a higher profit environment. The
central issue, however, is whether that decline in wage and price inflation: can be
furthered so as to permit sustained economic recovery. Continued incomes restraint
and substantial declines in inflation would: assist recovery through promoting an
environment conducive to improved international competitiveness, the financing of the
very large bond-selling task facing.the government already referred to, the lowering of
uncertainty, reduction in speculative investment and the encouragement of private
spending decisions, particularly longer-term investment decisions.

As for the balance of payments, the events of March 1983 provided a graphic
reminder—if one were needed—of the inherent volatility of external capital flows. The
dramatic swings in market sentiment, and the speed andsize of transfers of funds in and
out of the country, provided an example of the need: for flexibility in monetary and
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external 8¢ But no: of flexibility can remove the potential for the
external account to-impose severe constraints on domestic. ecopomic: performance if
that performance is not seen to be conditioned by adequate domestic policies.

Probably the most readily recognised balance of payments constraint derives from
the link between the rate of domestic economic expansion: and the rate of importing.
With the current account deficit now declining strongly (temporary drought effects on
exports aside), there is no suggestion that this source of difficulty is operative, or close
to being operative, in Australia at present, Nevertheless, it does serve as a reminder of
the limits to the pace of economic recovery, particularly should the recent gains to
international competitiveness not be sustained,

Related to that point is the constraint' that domestic. cost and price performance
places on the balance of payments and'on exchange rate policy, The forecast recovery
in international activity should provide a boost to world trade volumes, at least among
Australia’s principal trading partness, and to commodity prices; this will provide the
opportunity for a further improvement in Australia’s balance of trade, At present,,
though, the Australian economy is not well positioned to improve:its share of world
trade. In particular, our inflation. rate is currently more than twice that of our major
trading partners, Prospects for 1983-84 are for no more than some narrowing of that
gap.

In principle, continual exchange rate depreciation can avoid a loss of international
competitiveness resulting from relatively high inflation. The reality is more complex,
particularly in the context of an inflexible domestic cost structure. For a devaluation to
be effective, there must be a lasting improvement in the cost /price. structure of the
traded goods sector.. If the higher prices caused by devaluation are reflected in higher
wages and other costs; nothing will have been achieved—except a further boost to the
high inflation which necessitated the devaluation in the first place, It would therefore
be a dangerous: fallacy to suppose that exchange rate flexibility frees us from the
necessity of bringing down our inflation rate.

The balance of payments also has potential to disrupt the management of domestic
monetary policy. Ultimately, external stability depends on domestic financial stability,
including a ic policy fi k which is—and is. seen to be—stable,
predictable and workable. A sceptical public—including financial market
participants—may require some clear ‘runs on the board’ before uncertainties are
lessened. In the meantime, financial markets, and flows of funds across the exchanges,
could remain quite volatile.

Risks of the type just described deserve specific attention at this time because of the
unprecedented scale of public sector demands on.financial markets, Most. discussion of
this issue—including in this S —has emphasised the inherent interest rate (i.e.
price) risks. But there are also quantity risks, If interest rate pressures approach the
unacceptable, or if expectations develop that they are likely to do so, excess money
balances can build up very quickly—and with equal speed spill across the exchanges via
a haemorrhage on the capital t of the bai of pay ts,

The general point in the foregoing is that if there are domestic policy deficiencies,
external policy is not itself capable of restoring a stable external position; in the end,
external balance is above all a function of domestic policy settings,
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PART IV—THE ECONOMIC OUTLOOK

Background

The Australian economy has emerged from 1982-83 with mixed prospects.. The
deep recession and the associated wage moderation over a period of six months or so
have seen labour costs being brought more into line with productivity and the‘undcr!y-
ing rate of inflation beginning to fall in the wake of that. Fiscal policy has become d?cxd-
edly stimulatory. The drought has broken and economic prospects abroad have bright-
ened. At the same time. the exceptionally heavy stock run-down which depressed
production in-1982-83 is likely to-level out as 1983-84 progresses, with positive conse-
quences for production,

The concurrence of those favourable factors should see economic activity pick-up
as 1983-84 proceeds. That pick-up, however, is expected to be narrowly based and
policy must now focus upon creating conditions which might broaden the pick-up to
include private sector spending.

The Forecasting Framework

Preparation of budget estimates requires detailed forecasts of various ecqn_omic par-
ameters in-the form of single point estimates, This suggests a degree of precision which
is quite unwarranted given the uncertainties of the economic environme_nt. and each es-
timate should more accurately be regarded as no more than the mid-poznt ofa range of
plausible possibilities. The economic upheavals of the past dccade.l the increased swxf}-
ness of the response of economic agents to changes in their perceptions of the economic
situation and'to their expectations of prospective developments, as well as the move-
ment, in some important respects,. of the current performance of the economy to an
area that is outside the domain of post-war experience, all heighten the uncertainty sur-
rounding the outlook for the year ahead.

Those difficulties for the forecaster are compounded: when, as at present, a turn-
around in economic activity is expected within the forecasting horizon. The long-
heralded but much delayed turnaround in the U.S. economy bears. witness to the
difficulty of successfully predicting the turning point in an economic cycle. Even if the
forecasts herein correctly embody- the rate at which activity rises once the turnafound
commences—and there is, of course, no guarantee of that—an error in the projected
time profile of the upturn could dramatically alter forecast year-average growth..rates.
For example,.a delay of only one quarter in the commencement of the projected
pick-up would detract over one percentage point from the. forecast growth of non-farm
product in.1983-84.

The forecasts are, as.always, conditional on an underlying framework of assump-
tions which form an interrelated and (it.is hoped) consistent whole. Oth}:r things being
equal, a change during the course of the year in the setting of a polu_:y ipstrument
necessatily entails offsetting shifts in other policy settings if the same: 9bjectlye.s are to
be achieved, For example, the forecast slowing in the rate of inflation is conditional on
the assumption that wage increases outside the assumed increases in.award wages ur'Ader
National Wage Case hearings are only minimal. Fiscal and monetary pohf:y settings
have been adopted: having regard to that assumption. To the extent that sectional wage
claims increase above that: minimal level, the slowing in inflation could only be achieved
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through a firmer stance of other policies. On the other hand, a more favourable.outlook
for inflation and an easing of inflationary. expectations—and hesice for private demand
and the growth-of employment~would obtain if the increase. in.award rates were, in
the event, lower than has been assumed.

In addition to-all the-caveats just mentioned, there-is the usual problem that the
forecasts must necessarily be based on, currently available statistical data, which can

ubsequently be subjected to I'revision and then be seen to have provided'an
erroneous stepping oﬂ' point.for the forecasts,

Forecasting Assumptions

The main components of the Budget estimates, as used. for forecaslmg purposes,
areas follows (figures in parenthesis represent corresponding increases in real terms,
where appropriate):

e an overall budget deficit of $8361m, comprising an estimated domestic deficit of

$5744m and an overseas deficit of $2617m;

an estimated. increase in total outlays of 15,8 per cent (about 7+ per cent)

comprising:

an increase of 15.4 per cent (about 8 per cent) in current expenditure on goods

and services (partly deriving from an estimated increase of 4.4 per cent in pub-

lic service staffing, apprommately one-half of which represents the full year.

effects of increases during 1982-83);

an increase of 20.9 per cent {about 11¥ per cent) in gross fixed capital expendi-

ture, including sharp increases in building and construction expenditures and

extensive outlays on computing equipment;

an increase of 14.0 per cent (about 54 per cent) in-payments to the States, the

Northern Territory and local government, including large additions to special

employment programs and for road construction; and

an increase of 19.5 per cent (about 10% per cent) in:cash benefit payments to

individuals;

an' estimated' increase of 8.6 per cent (about % per cent) in total receipts,

including:

- anincrease of 5.4 per cent in direct taxation; and

- anincrease of 14.4 per cent in indirect taxation. -

The other assumptions underpinning the detailed projections.are:

® a moderate recovery in international economic activity over the course of
1983-84. Real GNP'in industrial countries as a group could grow by around 2#
per cent in 1983-84, including a stronger rise in the United States;

o only slight growth in the volume of world trade in 1983-84 although the trade of
Australia’s major trading partners could fare significantly better than average;

» lower price inflation in all major iridustrial countries.in1983-84 than in 1982-83,

though there could well be some upward pressuré on pricés later in the year agac-

tivity recovers and commodity prices rise. World oil prices, however, are.assumed

to remain around their current levels over the forecast period; -
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o adjustments in domestic'and external policy instruments with sufficient flexibility
to.ensure.growth in-financial aggregates i with an increase in M3 in the
range of 9to 11 per cent over the year to the June quarter 1984;

* more normal seasonal conditions, following the recent rains, allowing the sharp
decline in farm production that occurred in 1982-83 tobe reversed; and

o six-monthly wage indexation and strictly limited sectional claims,

General Outlook

Based on those forecasting assumptions, the outlook for 1983-84, in summary, is as
follows:
Activity and output

o continued strong growth in public sector final demand;

* continued weak private sector final demand, with a further marked fall in private
business fixed investment more than offsetting weak growth in private consump-
tion and strong growth through the year in private dwelling construction;

. a marked slowing in non-farm stock decumulation and a rise in farm stocks;

» a modest pick-up in exports and another significant decline in imports; and

o moderate growth in real non-farm product (but strong growth through the course
of the year) and, reflecting a rebound in farm output, somewhat faster growth in
GDP,

Labour market
o moderate growth in employment during the course of the year; and

* an edging up inthe rate of unemployment..

Prices and incomes
o some slowing in the rate of domestic inflation;
 aresumption of growth inreal household disposable income; and
* some improvement in business cash flows and profits,

Balance of payments
o a further fall in the current account deficit;
e arather larger fall in capital inflows; and
o as a consequence, a modest fall in international reserves from their present high
level.
Financial markets
o afurther fall in corporate borrowingand an i in household lending;
o amarked increase in public sector borrowing; and
o continued pressure on interest rates.

Further notes on the major components of the forecasts are set out below. Expendi-
ture estimates are in real terms..
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Activity and Output:

Private umption expenditure is projected to-i ¢ by around-1# per cent in
1983-84, somewhat faster: than in 1982-83. However, as recorded in the national

accounts, consumption growtlis likely to be only slightly stronger.than in 1982-83 be-
cause of the reclassification of certain health expenditures from the private to the pub-
lie sector, reflecting increased-hospital payments to the States under Medicare. Real
househ :M disposable income is projected to grow by about 3 per cent, following no
growth in 1982-83, The forecasts imply little change in the ‘adjusted’ saving ratio (fol-
lowing the + percentage point increase in 1982:83), reflecting an assumption that the
effects of continued high unemployment and uncertainties about future inflation (with
consequential effects for interest rates) will be countered by the favourable effects on
confidence of ic'recovery and a slowing in recorded inflation. Consistent with
the projected strong growth in farm income, the aggregate saving ratio is expected toin-
crease markedly in 1983-84.

Private dwelling investment is projected to incréasé by about 3 per cent in'1983-84
(fotlowing the decline of 25 per cent in 1982-83), The.rebound over the course of the
year could be of the order of 20 per cent. This projection is conditional. upon deposit
rates of the major mortgage: lenders remaining competitive within the interest rate
structure.

2,

Sfixed # is projected:to fall again in 1983-84 at about.the same
rate as the very sharp decline of 14 per cent recorded in 1982-83, The-forecast reflects
the view that, given current low levels-of capacity utilisation, business will be cautious
in responding to the pick-up in activity and improved profitability in the face of high
real rates of interest and uncertainities about wage moderation, international competi-
tiveness and the durability of the recovery,

The major influcnces on.the level of public sector activity in 1983-84.include the
Commonwealth Budget and the apparent continued willingness and-ability of govern-
mental authorities at all levels to finance growing capital expenditures in an environ-
ment of high.real interest rates, Toral public sector final expenditures on a national
accounts basis are projected to increase by about 4+ per cent following the rise of about
34 per cent in 1982-83. This assumes accelerated growth in public current expenditures
(possibly to-around 6 per cent) roughly offset by a slowing in the rate of growth in pu-

l;lgi(s:;apital expenditure from about 4 per cent in 1982-83 to around 2 per cent in
-84.

Commonwealth current expenditure on a national accounts. (deliveries) basis is
expected to increase strongly in 1983-84 (by around 10 per cent) while Commonwealth
capital expenditures are. projected to increase by about 34 per cent after declining by
around 104 per cent in 1982-83, Very strong growth in budget-financed civil works is
expected in 1983-84, with lesser growth in capital spending by Commonwealth authori-
ties. State and. local government authorities’ capital expenditures are assumed. to in-
cn;.ase‘ by around 2 per cent, compared with very strong growth of about 8 per cent in
1982-83,

“ The following discussion of the outlook for business fixed i and public
abstracts from. the impact on the published national' accounts esti of certain sale/I
ions between the public and pri , based on Treasury estimates of these transactions,
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Following very heavy decumulation of non-farm stocks during 1982-83, the rate of
run down- is expected’ to slow substantially during the course of 1983-84, Within
1983-84, farm stocks are likely to experience a turnaround equivalent to about half of
the increase in farm product.

Non-farm product is forecast to increase by about 2 per cent in 1983-84, embodying
considerably more rapid growth—5 per cent.or so—over the course of the year. Witha
sharp rebound of about 20 per cent in farm product, total gross d product could
grow by 3 per cent or so for 1983-84 as a whole,

‘The Rural Recovery

The severe drought which afflicted much of eastern Australia in 1982-83 had a
devastating effect on the rural sector and led to a fall in gross farm product of 18 per
cent. With farmers’ costs rising more rapidly than the prices received for their produce,
farm income, measured-in real terms, recorded much the largest percentage decline in
the last 30 years. .

Following the drought-breaking rains,over recent months, a significant recovery in
the rural sector-is likely in 1983-84. Gross farm product could rise by around 20 per
cent. A firming of commodity prices on international marketsand the strong rise in live-
stock prices in Australia following the-breaking of the drought, together with.a mod-
eration in the rate of increase of farm costs, should lead to an approximate doubling of
nominal farm incomes in 1983-84.

Autumn plantings suggest that wheat production could be double the 1982-83 crop.
Record plantings are expected for most other grain crops. Production of livestock and
livestock products could decline by about 4 per cent in 1983-84, as farmers start
rebuilding herd and flock sizes following the breaking of the drought. However, in con-
junction with the US recovery, this lower production has put upward pressure on live-
stock (and hence meat) prices. Sugar production is expected to falt in 1983-84 follow-
ing unseasonably low rains during the growing period, although the impact on the value
of production is likely to be muted by an expected improvement in world sugar prices.

The large-increase expected in grain. production would result in.a build-up of farm
stocks (following the dréught-induced’ fall in 1982-83), more than offsetting an
expected depletion of wool stocks assotiated with the projected small decline in wool
production.

Balance of Payments.

Exports.of goods and services are likely to increase moderately in 1983-84 as in-
1982-83. Some farm exports. will still be. affected by the earlier decline in farm' pro-
duction and there is expected to be a modest fall in overall farm:export volumes; non-
rural exports should. record. better growth, reflecting improving world demand and:
increased production capacity in some parts of the resource sector.

Imports of goods and services seem set for another decline in 1983-84 consistent
with the weak outlook for private domestic demand, particularly in-the business invest-
ment area, and the lagged effects.on competitiveness of the depreciation of the Aus-
tralian. dollar through 1982-83. However, the expected pick-up in the domestic econ-
omy is likely to induce some expansion of import volumes over the course of 1983-84.
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As always, the likely balance on the.current account is surrounded by considerable

uncertainty. The trade deficit, which declined significantly in 1982-83, should turn to.

surplus in 1983-84, more than offsetting some further edging up in the net invisibles
deficit. As a result, the current account deficit could’ narrow further in 1983-84,
although by less than the major reduction in 1982:83.

The extent of private capital inflow will depend heavily on monetary and'short-

term external policy settings. It is assumed that in 1983.84 these. settings wifl be con-

ducive to a level of private capital inflow 'markedly lower than in 1982-83 and consist-
ent, having regard to the reduction in the deficit on private current account, with a

smaller external contribution to domestic: liquidity than in 1982-83, With continued'

moderate Commonwealth Government borrowing abroad, this would indicate some
modest reduction in Australia's foreign exchange reserves from the high level at which
they stood at 30 June 1983..

Labour Market

There is considerable uncertainty as to how far the pick-up in-activity will be trans-
mitted to the labour market. The shake-out in employment in the present recession has
been particularly severe as firms have ponded to the combination of higher real wage
costs and reduced demand. The severity of the labour-shedding response has worked to
raise non-farm labour ‘productivity’ (per person employed) in 1982-83 and it may well
be that this trend will continue into the upturn'in the face of the depressed corporate
profit share and high labour costs. Employers.may require: firm evidence of improved
profitability and a ined:i in di | before fully reversing the labour shed-
ding that took place in 1982-83,

On that basis, the greater part of the projected increase in product in. 1983-84 is
expected to be accounted for by an increase in ‘productivity’ (as measured) rather than
increased employment. A substantial part of that ‘productivity’ increase would' rep-
resent merely an- increase in weekly hours worked. as shost-time arrangements arc
unwound and employers make greater resort to overtime working.

Partly reflecting the impact of the Government’s public sector employment-
generating initiatives, employment could grow by about 1+ per cent over the course of
1983-84, bringing average employment in 1983-84 up to around the average for
1982-83.

In view of the resilience of the labour force participation rate in the face of the
shake-out in the labour market during 1982-83, the forecasts for 1983-84 assume little
change in the participation rate from its recent level. In conjunction with expected
growth in the working age population of about 2 per cent, this would imply that labour
force: growth would continue to exceed employment. growth and hence that average
unemployment would:be higher in 1983-84. For the purpose of the Budget estimates,,
this has been translated into an average level of ployment benefit recipi of
around 680 000 in 1983-84 compared with an average of 540 000 in 1982-83 and a level
in July 1983 of 634 000,

Prices and Incomes

For 1983-84 as a whole, average-weekly earnings are assumed to be about.7 per cent
above their average level in 1982:83, representing a marked slowing from the increase
of 111 per cent last year.
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For the purpose of preparing the Budget cstima(c§, it ha.s been assun}ed‘ tl?at
National’ Wage Case decisions are based on half-yearly indexation commencing with
the increase in the consumer price index for the March and Junf: quarters of 1983; a
sizeable allowance is made for increases in hours worked but minimal allowance for
sectional claims. An alternative assumption—Ileading to. much the same outcome—
would be for less than full indexation to be awarded but for sectional claims to be some-
what higher. '

However, much of the slowing in earnings growth that the year-on-year increase-of
7 per cent implies would reflect the effects of the wages pause in the scconc! half of
1982-83; the growth in earnings through the course of 1983-84 would be considerably
faster than that. . - N

The slowing in wage increases during 1982-83 and the early part o.l‘ 19333-84 is in
turn.the main influence contributing to some slowing in underlying inflation in 1983.84.
Other influences expected to affect prices in 1983-84 includ?: the lag,ged effects of the
exchange rate depreciation over the course of 1982-83 (wl}Ich‘are_ likely to offset. t.he
beneficial effects on domestic inflation of the very low inflation projected fo'r our major
trading partners); some further increase in food prices; and increases in Pubhc aut}wmy
taxes. and charges including those ed. in this Budget. The m'troducu?n of
Medicare from 1 February 1984'is expected to diminish substantially the increasein the
CPI in the second half of the year, but national accounts price deflators will, of course,
be unaffected.

On that basis, the CPI could increase by about 7% per cent in 1983-84 as 2 whole,
with more broadly based expenditure deflators rising rather more than that.

Taken in conjunction. with. the projected strong pick-up .in ‘prodf.lctivny’, t}lf:se
movements in wages and prices would be consistent with some increase in profitability,
from its current extremely depressed level, over the course of 1983-84,

Financial Markets .

As indicated in the Budget Speech, the Government will b¢: seeking to restrain
growth in all monetary aggregates, consistent with growth of M3 in the range of 9to 1
per cent over the year to the June quartér 1984, )

This implies a. fairly sharp increase in the income. velocity of circ.ulatlon of M3
through the course of the year. However, as discusse_d in Part 111 ?f this S.tatcment', a
cydlical increase in velocity is normat during an upswing and, on this occasion, velocity
starts from:a point well below trend. The projecu.on Has b‘ecn‘ bas?d on the judgment
that, accordingly, there is room. for a substantial increase in velocity before the slack
presently in.the system is taken up. ‘

Net borrowing by the public sector in' 1983-84 could incrf:ase b.y around 2
percentage points of GDP, to about 8 per cent, more th{in gﬁ‘seltlng a likely furt.her
decline-in net corporate borrowing, Even with a furthcr'nse in ho.uschold‘ n'et.lendmg,
suciv [arge shifts in sectoral funds flows might not be-achievable without somie pressure
on interest rates, Develog in overseas fi ial markets, *parilcular!y
i ate mc will as usual have a significant influence on domestic
financial markets and hence on domestic interest rates,
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Further Abead STATEMENT NO. 3--ESTIMATES OF OUTLAYS, 1983-84
As the forecasting: horizon is éxtended the uncertainties and risks auachmg 1o the
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off, the tendency for recovery in private sector activity. The risk of that would be much
enhanced if budget deficits and borrowing requirements. were not seen-as likely to be
reduced once an upturn in private sector activity. gathered momentum:

A further point.of concern for a sustainable recovery relates to the current inflation
outlook which, even given a favourable wages outcome, is fikely to remain substantially
above inflation levels in our major trading partner countries.

These possibilities are highlighted not to engender any feelings of gloom but to em-
phasise the serious nature of'the problems still to be overcome and the central elements
of the necessary policy response, They tend to reinforce the view that a durable. recov-
ery will require, as essential pre-requisites, both. continuing wage' moderation in the
period immediately ahead  and an on-going effort to reduce structural public sector
deficits and borrowing requi as recovery p ds. If those pre-requisites were
met recovery would proceed and, as it did so, growth in activity would be reflected:
more fully in strong employment growth,
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