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The Pre-Recession Australia 

At first glance, Australia is the archetypal industrialized Western 

economy. Ranked as the second best country to live in by the UN 

Human Development Index (United Nations, 2014), Australia boasts 

a developed economy driven by manufacturing, mining and 

professional services. It saw consistent positive GDP growth from 

1991 to 2010, even as other developed economies contracted in 

2009. Why, then, has Australian growth slowed to such an extent 

that interest rates have been continually cut for the past five years? 

The thriving pre-recessionary Australian economy was driven by a 

number of factors. First, structural reforms in the 1970s and 1980s 

positioned Australia to benefit from an increasingly global economy. 

Broad labour market reforms made wages more flexible, changes in 

competition policy enhanced competitiveness for growing 

businesses, and efficient government spending reduced sovereign 

debt and freed up funds for government investment in the economy 

(Battellino, 2010). Combined with its physical proximity to Asia, 

these changes spurred incredible growth in the natural resources 

sector in Australia in the mid-2000s (Kearns & Lowe, 2011). Real 

GDP per capita increased steadily throughout the last decade, 

surpassing the OECD average (see Figure 1). Trade surpluses with 

Asian countries reflected the growing demand for Australian 

commodities, the revenues from which boosted the domestic 

economy and in turn consumer spending (Australian DFAT, 2014).  
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Figure 1: Australian GDP and unemployment v. OECD averages 

 

Source: World Bank, 2015 

The most important factor for Australia’s economic trajectory is its 

currency. As with other floating rate currencies, the Australian dollar 

(AUD) serves a counter-cyclical role in stabilizing the economy 

(Battellino, 2010). The devaluation of the dollar during economic 

downturns cushions the domestic economy from drastic contraction. 

The fact that Australia is able to control its monetary policy enables 

the government to adjust interest rates without harsh external 

repercussions (Kearns & Lowe, 2011). For instance, the appreciation 

of the dollar during the mid-2000s commodity boom functioned as a 

growth multiplier for the domestic economy and for household 

spending. Similarly, when commodity prices fell in the late 2000s, 

the strong depreciation of the AUD increased export demand from 

Asia (see Figure 2). However, this currency devaluation was not 

entirely due to exogenous macroeconomic factors; the Australian 

government rolled out a massive stimulus program, and the Reserve 

Bank of Australia (RBA) cut interest rates. By the end of 2009, $52.4 

billion had been injected into the economy and rates had fallen from 

7.25% to 3.75% (RBA, 2015).  

The concurrence of these domestic policy changes and continued 

growth in exports meant that Australia fared much better during the 

recent global recession than other developed economies (see Figure 

1). This is in large part because Australia was better positioned to 

benefit from such liberal monetary and fiscal policies, compared to 
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other economies that were employing similar tactics following the 

financial crisis. Unlike the US and Japan, Australia had very little 

sovereign debt, which made it relatively easy for the government to 

fund such a large stimulus program, and higher pre-recession 

interest rates, which left room to make significant and economically 

meaningful cuts in the cash rate (Kates, 2011). In reality, the 

Australian economy owes its “soft landing” more to the fiscal 

prudence of governments past than the policies of the government 

during the recession. 

It seems that the economy should have flourished such that the RBA 

should have raised interest rates by now. Upon closer examination, 

however, it is evident that the Australian economy has only been 

sustained by high government spending and export growth. 

Government expenditures have grown by over 28% since 2008, but 

growth in private business investment and household consumption 

has largely tracked overall GDP growth of 2% - 3% (ABS, 2015). 

Remarkably, in 2013 and 2014, annual business investment 

contracted (ABS, 2015). This lack of private sector growth is why the 

RBA has maintained such low cash rates even as other economies 

begin to tighten monetary policy. 

Recent Monetary and Fiscal Policy 

The recent slowdowns of the Chinese economy and global 

commodities have been unkind to Australia’s economy. As a result, 

the RBA, and to a lesser extent the executive branch of the 

government, have attempted to bolster the economy with aggressive 

monetary and fiscal policies.  

The RBA has responded to the recent economic downturn by 

decreasing overnight interest rates (or “official cash rates”). The first 

cuts in 2008 were proactive measures against the potential effects of 

the global financial crisis, and were later increased slightly as the 

Australian economy remained stable (RBA, 2015). In 2011, the RBA 

began a second round of cuts that have not yet abated, citing a shaky 

global economic environment of disappointing US growth and 

slowing Chinese demand (RBA, 2011).  

Figure 2 demonstrates the effects of recent monetary policy on the 

Australian economy. Money supply (M2), defined as monetary assets 

circulating in an economy at a given time, has been decreasing since 

2011. As per the Quantity Theory of Money, economic output is equal 
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to the amount of money in circulation multiplied by the velocity of 

the money. This means that a lower quantity of money in circulation 

will lead to a lower economic output. Lowering interest rates 

theoretically increases the incentive to borrow, thus increasing 

money supply and increasing economic output. As rates have 

decreased, M2 has experienced only a moderate rebound. 

 Figure 2: Monetary indicators of the Australian economy 

Source: Economic Intelligence Unit, 2015 

Australia’s current Liberal government has made efforts to curb 

government spending, in contrast to the previous Labor government 

that injected AUD$10 billion and $42 billion stimulus packages in 

2008 and 2009 respectively (The Economist, 2009). The second 

stimulus package included $12.7 billion of one-off payments for 

Australians, $14.7 billion on infrastructure for schools, $6.6 billion to 

increase the national stock of public and community housing, $3.9 

billion to provide free insulation to homes, $2.7 billion in small and 

general business tax breaks and $890 million to fix regional roads 

(The Economist, 2009). The stimulus was a precautionary measure 

at the time, injected to prevent a domestic recession before it could 

happen. It was heralded by international onlookers for helping 

Australia sustain growth and stave off unemployment, but widely 

criticized by Australia’s political right, which believed that monetary 

policy and the effects of sustained demand in Asia would have been 

sufficient to keep Australia out of recession (Crowe, 2013). 

 

Tony Abbott, Australia’s current Prime Minister, has pledged to 

decrease the government deficit and reduce spending under the 

Liberal government. Accordingly, he has not and is unlikely to 
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employ an aggressive fiscal policy to stimulate the economy, as 

demonstrated in Figure 3.  

Figure 3: Government spending under different fiscal policies 

 Source: Economic Intelligence Unit, 2015 

Given the current government’s conservative fiscal policy, it is 

unsurprising that monetary policy has become so central to the 

trajectory of the Australian economy. Although some criticize the 

lack of fiscal measures to combat sluggish domestic demand, it is 

easy to understand the rationale for a fiscally conservative approach 

when public debt is still at a manageable level and rates (despite 

being at their lowest in Australian history) are far from the zero or 

negative interest rates of other nations.  

Observed Effects of Interest Rate Cuts 

The Australian economy was preserved during the recession by 
lower interest rates (cut to 3.5% from 7.5% in 2008 alone). The 
main driver of continued growth was lower interest on loans, which 
encouraged businesses and consumers to continue to spend. 
Although Australia emerged from the recession relatively unscathed, 
the RBA has continually cut rates since.  
 
Despite the pace and scale of the interest rate cuts in Australia, 
inflation is at a three-year low and unemployment remains on an 
upward trend. This may be because overnight rate changes generally 
have immediate effects on the exchange rate, but it takes between 12 



QGM 
 

6 
 

and 18 months to see the effect on aggregate output, and between 18 
and 24 months to see the effect on inflation (Bank of Canada, 2005). 
In this respect, the desired effects of lowering rates will take time to 
“snowball”: if output increases then firms will hire more people; if 
unemployment decreases consumers will have more disposable 
income; if consumer demand increases then output will increase 
further.  
 
The effectiveness of rate cuts can be holistically evaluated by their 
effects on the components of GDP. Over the last five years, net 
exports have increased, as has private sector investment overall 
(though volatile on a year-to-year basis) (RBA, 2015). Consumption 
has remained fairly stagnant, while government spending has 
increased substantially. Of these movements, only the first two can 
be fairly assessed as direct effects of lower interest rates. 
 
One of the foremost arguments against lowering rates is the risk of 
deflation. It is too soon to tell whether or not Australia is destined for 
a low-inflation trap, in which perpetually low inflation slows 
consumption and investment because prices are always expected to 
decline further. Australian CPI, the main indicator for national 
inflation, is heavily impacted by the price of crude oil which accounts 
for 3.5 percent of the headline number (see Figure 4) (RBA, 2015). 
Core CPI, however, excludes energy prices and is within the RBA 
target range at 2.2%. Thus, it would seem that inflation at a healthy 
level. Savings at the pump also have yet to translate to increased 
consumer spending, which may simply be a lag effect. 

Figure 4: Quarterly changes in Australian CPI 

 

Source: RBA, 2015 
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Although inflation is not yet a concern, the fact remains that 
Australia has continuously cut rates without a corresponding 
rebound in economic growth. While sustaining low or zero rates 
does not stimulate spending and investment, it may point to a 
liquidity trap. It is unlikely that this is the case in Australia. Volatile 
commodity prices have slowed down the country’s major industries, 
so a slowdown should be expected until oil and metal prices pick up 
again. Australian interest rates are still quite high relative to other 
nations that have held lowered rates and seen similarly slow growth. 
This suggests that there is still room for additional monetary policy 
action before the risk of a liquidity trap becomes relevant. 

Future Growth Implications 

Australia’s current economic outlook is one of stagnant growth, 
continued export decline and decreased business investment (Janda, 
2015). Mining contribution to GDP will likely continue to slow as 
base metal prices will fall up to 5% in the next year (World Bank, 
2015). For instance, iron prices have fallen in response to 
contractions in lower demand from China's contracting housing 
market (iron ore production has already declined by 7%) (Jericho, 
2015). Mining capital expenditure (which has fallen 3.5% in 1Q15 
alone) reflects this decreased demand, with companies slowing 
expansion and relying on existing excess capacity. Mines will likely 
not decrease overall production because of the high fixed costs 
incurred with operations, which means they will continue incurring 
losses until metal prices see a meaningful rebound (Jericho, 2015). 
Going forward, the resource sector will need to rely more on other 
resources such as natural gas, manufacturing and professional 
services. These sectors will become more important if interest rates 
continue to decrease, further depreciating the AUD and making 
Australian exports even cheaper.   
 
Consumer spending only grew 2.0% in 2013, 2.7% in 2014 and is on 
track for similarly low 2.0% growth in 2015 (Jericho, 2015). As is, 
the household savings rate is at a low of 8%, almost half of 2013 
levels. Although there is still room for further decline before it 
approaches savings rates as low as Canada's, lowering interest rates 
will likely not impact consumer spending as effectively because 
households are already spending such a large portion of their 
income. Given sluggish domestic growth prospects, higher household 
debt, and stagnant real disposable income, it is unlikely that further 
decreases in the interest rates will have a meaningful effect on 
consumer spending. 
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Despite already having slashed rates substantially, the RBA will 
likely cut interest rates another 25 bps by the end of the third 
quarter, stating in early June that "further depreciation [of the AUD] 
seems both likely and necessary" (Stevens, 2015). The rationale 
remains the same: the conventional wisdom that a cheaper currency 
will make exports more attractive, which will propel domestic 
growth, consumer demand and business expansion. Lower interest 
rates will also make it cheaper for companies to finance capital 
expenditures (especially mining companies). However, this boost is 
unlikely to happen because many mines are already operating at 
excess capacity. To date, Australia has significantly slashed rates and 
consumer spending and capital investment have been largely 
stagnant: this time will likely be no different.  
 
The next few years will be an uphill battle for Australia and its 
policymakers. Cutting interest rates will further depreciate the AUD, 
which is estimated to stabilize at USD$0.73 by the year's end (see 
Figure 5).  

Figure 5: AUD/USD Rate  

 

Source: RBA, 2015 

Although this is good news for Australian exports, domestic buying 
power will likely further decrease and may have an adverse effect on 
consumer spending. The private sector outlook is marginally better, 
with increasing diversification in export sectors, but the continued 
reliance on the natural resource sector means Australia will have to 
find alternative end markets for its exports if Asian demand does not 
pick up. Overall GDP growth will likely hover at 2.5% - 2.7% in 2015, 
well below the pre-recessionary 20-year average of 3.5%. Australia's 
reliance on monetary policy may have proven helpful in the past, but 
the RBA and the government may need to turn to other measures to 
turn the economy around.    
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