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May 2006 marked the 20th anniversary of the famous ‘banana republic’ speech by the then treasurer, Paul Keating. Keating declared that, with the current account deficit (CAD) running at about 6 percent of gross domestic product (GDP) in 1986, Australia was in danger of becoming a banana republic. The effect of this was to drive the Australian dollar down from 72 cents US to under 60 cents US in less than 2 months.

 In 2005 Australia’s CAD reached a record level of 7 percent of GDP and at the same time Australia’s net foreign debt of $473 billion is now more than five times what it was in 1986. The question arises is Australia facing another financial crisis? Are we still a ‘banana republic’?

What is External Balance?

External balance is the achievement of a sustainable ‘net flow of resources (corresponding to a current account to GDP ratio) between countries’ (RBA 2006). The question then becomes what is a suitable current account to GDP ratio? In 1986, Paul Keating considered that 6 percent was a ‘banana republic’ crisis level. In 2005, 7 percent was not considered to be a crisis for the Treasurer, Peter Costello, but a level of 6 percent in the USA put downward pressure on their dollar. So as you can see there is no ‘magic number’. No doubt if Australia’s CAD to GDP ratio rose to over 10 percent it would probably trigger a crisis. 

External stability is not just about the CAD but it is a primary issue in looking at external stability. The Australian Government’s main economic focus in recent years has been on reducing the size of the Current Account Deficit (CAD) and the Foreign Debt, and as a result to stabilise the value of the Australian dollar. All three factors play an important part in creating external stability.

It is important to remember that any analysis of the CAD situation should recognise there is nothing inherently wrong with borrowing overseas: the issue is whether the borrowings are put to productive use and whether governments can readily adapt policies to handle major changes in economic conditions. If investors lose confidence in an economy's capacity to sustain existing trends, they become reluctant to hold Australian currency. That may cause an exchange-rate crisis and lead to government action to impose harsh restrictions on spending and credit, ending, inevitably, in a recession, as was seen in the Asian Financial Crisis in the late 1990’s. 

The CAD and Balance of Payments in Australia

It is important to look at the level and trends in Australia’s current account to understand the sustainability of Australia’s external stability. The CAD is part of Australia’s Balance of Payments (BOP). The Balance of Payments is a record of all financial transactions for a period of one year, between Australia and the rest of the world.  Figure 1 shows the composition of the Balance of Payments.

[image: image1]Figure 1: The Composition of the Balance of Payments
The Balance of Payments is made up of the Current Account, which in Australia’s case is generally a deficit, and the Capital and Financial Account, which has to be a surplus in order to finance and balance the Current Account. 
BOP = CAD + Capital & Fin. Acc Surplus = 0

The first part of the Current Account is the Balance on Goods and Services. This is the difference between the goods and services Australia sells overseas and the goods and services purchased from overseas. Traditionally Australia has tended to have a balance or a small surplus in the Merchandise Trade balance. However in recent years Australia’s trade deficit has been growing. This has been caused by a combination of factors such as the drought, the SARS virus, and a relatively high value for the Australian dollar. The effect of some of these trends on our exports can be seen in Figure 2.

Figure 2: Trends in Australia’s Exports
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At the same time the lower relative price for imports and the growing Australian economy has led to a rise in imported goods, especially capital equipment (Figure 3). 

Figure 3: Trends in Australia’s Imports
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It is important to remember that Australia is only a small player in world trade, ranked about 20th, with only about 1% of world exports compared to Hong Kong, Taiwan, and South Korea, each with over 2%.

Is this trading combination good for Australia?

The general answer is no. Australia’s exports are very heavily reliant on commodities (raw materials).  While global commodity prices are rising at the moment, this is good but it is unlikely that they can rise at the levels that we have seen in recent years for ever (see the terms of trade in Figure 4). The terms of trade has increased by over 35 percent since 2001, however, demand for these products have tended to be unstable and are usually highly influenced by fluctuations in the world economy.  In addition a growing proportion of our imports are capital products. This means that whenever Australia wants to expand, it will increase imports of capital, thus worsening the trade position.

The CAD, in the last 5 years in Australia, has averaged about $40 billion a year.  In 2000-01 it fell to $ 18.2 billion, largely due to the fall in the Australian dollar but has risen since then and reached $57 billion in 2004-05 due to the slowdown in the global economy and the higher Australian dollar. It has risen since 1980 but tends to fluctuate around 4 - 5% of GDP but blew-out during 2005 to a record 7% of GDP (Figure 4).

Figure 4: Australia’s Balance of Payments
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How is the Current Account Deficit being paid for?

The CAD is paid for by the Capital and Financial Account Surplus. The Capital Account is comprised of: transfers of assets, such as migrants bringing their wealth to a country, the sale of patents, copyrights, and selling embassy land. This is only a small part of the overall balance on the Capital and Financial Account. In 2004-05 it equaled $1.2 billion compared to a net balance of $55.7 billion in the financial account. 
The Financial Account is made up of:

· Government and Reserve Bank transactions with the rest of the world;

· Direct and Portfolio Investment, ie. all other transactions, such as foreign investment and borrowing. These are mainly conducted by banks and businesses.

In recent years there has been a trend of increasing levels of Australians investing overseas leading to a net outflow of equity investment (Figure 5). While this will likely be a long term benefit for the economy as a result of increased future profits from the overseas investment, in the immediate term it has led to greater borrowings from overseas to finance the investment and the current account deficit and as a result contributing to the foreign debt (Figure 6). It is important to note that the value of Australia’s foreign debt was lowered by the rising Australian dollar in 2004-05. The net debt would have been $18 billion greater in 2004-05, if the exchange rate had not risen in that period. Still the Net Foreign Debt reached $473 billion in December 2005. This is just over 50% of GDP.

Figure 5: Australia’s Net Capital Inflow
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Figure 6: Australia’s Net Foreign Debt
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What is the link between the CAD and Foreign Debt?

There are two basic connections between the CAD and the Foreign Debt. Each year there is a CAD, this will increase the amount of borrowing needed to pay for it. This increases the Foreign Debt. As the Foreign Debt increases, this increases the interest bill on the debt. This increases the income deficit in the CAD. This increases the CAD and the cycle continues. In a recent speech to the Australian Business Economists group, senior Treasury adviser David Gruen estimated that to stabilise the foreign debt as a share of GDP would require the current account deficit to be reduced to average 3 per cent of GDP, less than half the current level, implying sustained trade surpluses rather than the deficits Australia has run in recent years.
What does the future hold for Australia’s CAD and External Balance?

The Australian dollar has been above its long term trend level despite a high CAD and growing foreign debt levels (Figure 7). This has largely occurred as a result of a rising terms of trade due to record high commodity prices, high levels of business profits lifting share market prices and a relatively high interest rate differential. All these factors have increased the demand for the Australian dollar. The question remains can this be sustained or more accurately how long can this be sustained? The Treasury believes that commodity prices will continue to rise for the next two years at least. Interest rates have risen recently but may not rise again this year. At the same time there is no sign of US rate rises stopping. The recent rate rises in Australia and rising global oil prices may reduce demand and slow business profits at least in non-resource industries. 

The biggest concern is that when the Australian dollar starts to fall that Australia’s foreign debt will increase considerably. This may initially worsen the CAD and discourage financial markets from investing into Australia which will quicken the decline in the Australian dollar and further contribute to the debt.  A slow decline in the Australian dollar would be good for export industries but a sudden and sustained decline could damage Australia’s external balance. When and if that will occur is largely beyond anybody’s ability to accurately predict. Global markets can change quickly as we have seen in the last 5 years. Rising world oil prices and interest rates will act to slow global growth but will they keep on rising? Only time will provide the answers to these questions. Irrespective of this, Australia’s CAD in excess of 6 percent of GDP is undesirable. Under normal circumstances it would generally trigger a decline in the value of the Australian dollar. Australia should not be complacent. This commodity booms like all other booms will not go on forever. Australia should be trying to boost their exports in non-commodity areas and adding value to commodities to provide better balance in Australia’s trade and in that way promoting greater sustainable external balance. 

Figure 7: Australia’s Exchange Rate
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