Glenn Stevens: After the boom

Address by Mr Glenn Stevens, Governor of the Reserve Bank of Australia, to an Australia-
Israel Chamber of Commerce (WA) Corporate Breakfast, Perth, 2 December 2015.

* * *

It is very good to be back in Perth. As you know, the Reserve Bank Board held its meeting
here yesterday.

We decided to leave the cash rate at 2 per cent. The reasoning was given with the decision,
and so | don't propose to discuss that. Instead | want to reflect on the nature of the adjustments
going on in the economy, and in which Western Australia is very important.

It is four years since the Board last met here. The previous occasion was in September 2011.
| don't need to tell you that quite a lot has changed in the intervening period.

At that time, the price of a tonne of iron ore was about US$170. A tonne of hard coking coal
was bringing in about US$300. These were among the prices that saw Australia's terms of
trade soar to a level some 75 per cent above their average for the preceding century. Few
countries have seen such a windfall.

These extraordinary prices had already, by that time, triggered a massive investment program,
which was lifting capacity. Four years ago, Australia was shipping about a million tonnes of
iron ore each day, which was already double the rate of 2004. A bit under a million tonnes of
coal left our shores daily.

By 2011, capital spending by the resources sector had already roughly trebled since 2005. It
would peak the following year after rising by a further 50 per cent.

The results of that investment have come on stream, or soon will. Today, Australia ships
around 2 million tonnes of iron ore and 1 million tonnes of coal per day. The investment was
not just in iron ore and coal. On forecasts of strong demand from Asia — not just China but
Korea and Japan as well — massive investments are under way in gas. LNG exports have
begun from some of the Queensland projects and are expected to increase strongly over the
coming years. As the WA projects come on line in the next few years, Australia's total LNG
production capacity will reach over 80 million tonnes per year. This compares with a production
capacity of around 10 million tonnes a decade ago.

| should note in passing here that | have felt that we have been given a pretty good steer on
the magnitude of the investment build-up and the early stages of the reversal, on the back of
the very good work done by our regional liaison people, especially here in Perth. As a result,
we've been much better at forecasting investment in the resources sector than in the other
industries. That's because of the help we were given by the large players in the resources
industry. | know that many of you have participated in these discussions, which have been
extremely helpful in understanding the nature of the episode. So | want to thank you for helping
in that way.

As it happens, about the time the Board was meeting here in 2011, resource prices and
Australia's terms of trade were about at their peak. And what a peak it was. On a ten-year
average basis, the terms of trade exceeded anything seen for at least a century. This was not
just a very brief spike like some commodity price events have been (such as the early 1950s
rise in the price of wool). It was quite persistent. Not permanent, but quite persistent.

Nonetheless, the peak was four years ago. Since then, as you know, prices have fallen
considerably. Today the price of iron ore is about US$40 per tonne, and coking coal around
US$75. At a national level, Australia's terms of trade, having been through an extraordinary
surge, have fallen by a third and are still declining.
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But even at those reduced prices, iron ore is still bringing a price 60 per cent higher than it did
in 2000. Natural gas prices are 50 per cent or more above their 2000 level. The terms of trade,
though down a long way from the peak, are still nearly 30 per cent higher than their 20th
century average. Of course they may yet fall further. Time will tell. In the meantime, many
resource companies are making significant strides in reducing their production costs so as to
remain viable, and in some cases still very profitable, at these reduced prices. That's consistent
with most experience in the long history of the resources business. Australia's presence in
these markets is greater now. It would be true to say that, though weaker demand is part of
the story, a significant part of the fall in prices is a result of increased supply from this continent.

The ‘super-cycle’ in commodity prices, and the associated surge in capital spending, have
been of national and international significance. At times, the price of iron ore has even, on
occasion, displaced from page one of newspapers the price on which Australians typically
focus most intensely — that of a house. The spill-overs of these activities have been felt around
the country. For the fifty years up to 2005, resources sector investment had averaged just over
1% per cent of national GDP. Periodically, in a boom it tended to reach a peak of perhaps 3
per cent of GDP.

This peak was about 8 per cent — nearly three times the size of the ‘normal’ peak, and easily
the biggest such surge for over a century. The resources sector was doing 40 per cent of the
nation's total business capital spending. And, as you know, a big share of that was occurring
here in WA.

On other occasions, these types of events have ended up being very disruptive for the national
economy. Terms of trade surges in the 1950s and the 1970s produced significant inflation on
the way up and were followed by very major slowdowns or recessions in economic activity as
the terms of trade fell back. That hasn't happened at a national level on this occasion.
Inflationary pressure was relatively contained on the way up, and while aggregate growth has
been a little disappointing for the past couple of years, in the circumstances we face — including
very difficult global conditions in the aftermath of the financial crisis — the outcomes are, | think,
quite respectable.

In fact, in a number of respects the economy has adjusted to the shocks in the way you would
hope. Productive resources were re-deployed to sectors where returns looked like they would
be higher. This was true for capital but also for labour — relative wages shifted upwards in WA,
for example. Population shifted in response, we had fly-in-fly-out and an immigration response,
facilitated by visa arrangements and so on. These were helpful parts of the adjustment
process.

Likewise, the exchange rate adjusted, as would be expected in a flexible system. When we
were here in early September 2011, the Australian dollar was trading around US$1.07 and had
been as high as about US$1.10. Today it is about 35 per cent lower than that against the US
dollar, and about 20 per cent lower against a relevant basket of currencies. This movement —
both up and down — was part of what helped the economy through the commaodity super-cycle
without seriously inflating or crashing.

Through all that, tested macroeconomic policy frameworks have aimed at overall stability, and
the financial sector has been kept in good shape by sensible regulation and generally
competent management.

While the episode is not yet over, at this point the economy overall has been recording growth.
We will very shortly get a reading on GDP and the various expenditure and income accounts
for the September quarter.

Looking ahead, nationally, the outlook appears to be for a continuation of moderate growth.
The Reserve Bank issued its latest forecasts a few weeks ago. | won't go into detail here, but,
in brief, year-ended GDP growth is forecast to be in the range of 2 to 3 per cent in June 2016
and to pick up a bit during the following year. Domestic inflationary pressures are expected to
remain subdued. Inflation is forecast to be in the range of 1'% to 2/% per cent over the year to
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June 2016, and 2 to 3 per cent over the year to June 2017. The unemployment rate is projected
to remain around 6 per cent or a little above over the next year, before gradually declining.

We do not make detailed forecasts at state level, but obviously the picture for WA relative to
the rest of the country looks different from the way it did a couple of years ago. Previously,
economic activity was very strong in the west and the north-east, driven by the investment
boom, while in the south-east of the country it was somewhat subdued. Now, as the mining
investment boom in the west is in the reversal phase, economic activity here in WA is more
subdued, while in the south-east it is picking up.

These differences are plain in most of the economic data. Whereas business investment in
NSW and Victoria is growing (albeit modestly), in WA it is, of course, contracting very sharply
(as it is in Queensland). | think most people have understood for some time that this was on
the cards. Consumer spending and employment growth in WA, which had outpaced the
national average by a wide margin, have come back to be a bit below the national average.
The rate of WA's population growth has slowed. Housing prices have declined a little, while
those in Sydney and Melbourne have, at least until recently, risen at quite a clip. Measures of
business conditions in WA are at about their long-run average, having been a long way above
that for some years.

So WA has ‘come back to the pack’, though the pack has actually picked up some speed in
the meantime.

Yet even with all that, employment in WA is still increasing. The unemployment rate has
increased, though only to the national average so far. Going back a few years, WA had, at
times, the lowest unemployment rate recorded of any state at any time over the past 40 years;
on occasions there was a ‘2’ before the decimal place. That was obviously not going to be
sustained indefinitely. And while labour market performance not is as strong as it was, it is still
a good deal stronger than it was in episodes like 1983 or 1991-92. Interestingly, those periods
of serious weakness in the labour market in WA were part of a national event. In the early
1990s, that event had little to do with mining and a lot to do with an asset price boom and bust,
coupled with high corporate leverage.

Of course, further adjustment in the resources sector is still ahead. Although most of the
construction employment losses in the iron ore sector have probably occurred, the large LNG
projects in WA are still in the investment phase. Over the next few years some labour
presumably will be released from these projects. So it will be a while yet before we will be able
to say that the difficult phase is completed.

That aside, the point | want to offer is that it's worth remembering the positive legacy of the
events of the past decade.

The sheer scale of the investment that has been undertaken makes WA production, already a
powerful force in some key commodities, more powerful. To be sure, prices are lower, but the
quality of the resources, the attention to cost reduction and of course a lower Australian dollar
are likely to leave many producers well placed.

Of perhaps more direct relevance to the ordinary person has been the trend in income per
head. In 2000, WA's per capita income was about the same as in Queensland or South
Australia but lower than in either NSW or Victoria. But WA has seen easily the largest increase
over the intervening period. Today WA enjoys the highest per capita income of any state, at
around $50 000 per person per year. It is true that the ACT and NT boast higher figures, but
they are very unusual cases, being heavily influenced by the effects of government
employment and/or subsidies, not to mention being quite small. It would take quite a few years
at the current pace of growth for the other states to catch up to WA.

Household net worth in WA in 2013/14 (the latest available data), at about $950 000 per
household, was a good deal higher than in any other state. Since then, housing prices in WA
have declined while those in some other places have risen, so this gap may have diminished.
Nonetheless, my guess is that, among the Australian states, the citizens of Western Australia
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are on average, probably still among the richest. Even if the others gradually close the gap
over time, as they well might, you are better off for having had the boom.

WA has unique endowments of resources. Mining has always been a cyclical business, which
has long been understood. On this occasion, given the size of the boom, you've done a pretty
good job of managing it. As a result, there will be permanently more income and wealth than
there was before.

Conclusion

| expect that, in a few years' time, the Reserve Bank Board will once again meet in Perth. |
imagine that, by then, the current contraction in capital spending will probably have reached
an end. New opportunities for growth will have emerged, resulting from things like the growth
in the middle class of Asia, with all what that means for demand for services as well as for
energy and agricultural production. The growth of India is surely also a potential opportunity
for WA — facing as you do the Indian Ocean, and with the advantage of relative lesser distance.
A mere eight hour flight time! No doubt Western Australians will be looking to seize those
opportunities.

At the same time, this vast part of the Australian continent, endowed by nature with so many
resources, will still be a major player in key commodities. Even if the extraordinary boom in
investment was hard to digest, and even if some of the investments don't pay off quite as
handsomely as hoped, it still seems that Western Australians will be richer for the experience.

4 BIS central bankers’ speeches




<<

  /ASCII85EncodePages false

  /AllowTransparency false

  /AutoPositionEPSFiles true

  /AutoRotatePages /PageByPage

  /Binding /Left

  /CalGrayProfile (Gray Gamma 2.2)

  /CalRGBProfile (sRGB IEC61966-2.1)

  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)

  /sRGBProfile (sRGB IEC61966-2.1)

  /CannotEmbedFontPolicy /Warning

  /CompatibilityLevel 1.6

  /CompressObjects /Tags

  /CompressPages true

  /ConvertImagesToIndexed true

  /PassThroughJPEGImages false

  /CreateJobTicket false

  /DefaultRenderingIntent /Default

  /DetectBlends true

  /DetectCurves 0.1000

  /ColorConversionStrategy /LeaveColorUnchanged

  /DoThumbnails false

  /EmbedAllFonts true

  /EmbedOpenType false

  /ParseICCProfilesInComments true

  /EmbedJobOptions true

  /DSCReportingLevel 0

  /EmitDSCWarnings false

  /EndPage -1

  /ImageMemory 1048576

  /LockDistillerParams true

  /MaxSubsetPct 100

  /Optimize true

  /OPM 1

  /ParseDSCComments true

  /ParseDSCCommentsForDocInfo false

  /PreserveCopyPage false

  /PreserveDICMYKValues true

  /PreserveEPSInfo false

  /PreserveFlatness true

  /PreserveHalftoneInfo false

  /PreserveOPIComments false

  /PreserveOverprintSettings true

  /StartPage 1

  /SubsetFonts true

  /TransferFunctionInfo /Apply

  /UCRandBGInfo /Remove

  /UsePrologue false

  /ColorSettingsFile ()

  /AlwaysEmbed [ true

    /SymbolMT

    /Wingdings-Regular

  ]

  /NeverEmbed [ true

  ]

  /AntiAliasColorImages false

  /CropColorImages true

  /ColorImageMinResolution 150

  /ColorImageMinResolutionPolicy /OK

  /DownsampleColorImages true

  /ColorImageDownsampleType /Bicubic

  /ColorImageResolution 150

  /ColorImageDepth -1

  /ColorImageMinDownsampleDepth 1

  /ColorImageDownsampleThreshold 1.00000

  /EncodeColorImages true

  /ColorImageFilter /DCTEncode

  /AutoFilterColorImages true

  /ColorImageAutoFilterStrategy /JPEG

  /ColorACSImageDict <<

    /QFactor 0.76

    /HSamples [2 1 1 2] /VSamples [2 1 1 2]

  >>

  /ColorImageDict <<

    /QFactor 0.76

    /HSamples [2 1 1 2] /VSamples [2 1 1 2]

  >>

  /JPEG2000ColorACSImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 15

  >>

  /JPEG2000ColorImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 15

  >>

  /AntiAliasGrayImages false

  /CropGrayImages true

  /GrayImageMinResolution 150

  /GrayImageMinResolutionPolicy /OK

  /DownsampleGrayImages true

  /GrayImageDownsampleType /Bicubic

  /GrayImageResolution 150

  /GrayImageDepth -1

  /GrayImageMinDownsampleDepth 2

  /GrayImageDownsampleThreshold 1.00000

  /EncodeGrayImages true

  /GrayImageFilter /DCTEncode

  /AutoFilterGrayImages true

  /GrayImageAutoFilterStrategy /JPEG

  /GrayACSImageDict <<

    /QFactor 0.76

    /HSamples [2 1 1 2] /VSamples [2 1 1 2]

  >>

  /GrayImageDict <<

    /QFactor 0.76

    /HSamples [2 1 1 2] /VSamples [2 1 1 2]

  >>

  /JPEG2000GrayACSImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 15

  >>

  /JPEG2000GrayImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 15

  >>

  /AntiAliasMonoImages false

  /CropMonoImages true

  /MonoImageMinResolution 1200

  /MonoImageMinResolutionPolicy /OK

  /DownsampleMonoImages true

  /MonoImageDownsampleType /Bicubic

  /MonoImageResolution 600

  /MonoImageDepth -1

  /MonoImageDownsampleThreshold 1.00000

  /EncodeMonoImages true

  /MonoImageFilter /CCITTFaxEncode

  /MonoImageDict <<

    /K -1

  >>

  /AllowPSXObjects false

  /CheckCompliance [

    /None

  ]

  /PDFX1aCheck false

  /PDFX3Check false

  /PDFXCompliantPDFOnly false

  /PDFXNoTrimBoxError true

  /PDFXTrimBoxToMediaBoxOffset [

    0.00000

    0.00000

    0.00000

    0.00000

  ]

  /PDFXSetBleedBoxToMediaBox true

  /PDFXBleedBoxToTrimBoxOffset [

    0.00000

    0.00000

    0.00000

    0.00000

  ]

  /PDFXOutputIntentProfile (None)

  /PDFXOutputConditionIdentifier ()

  /PDFXOutputCondition ()

  /PDFXRegistryName ()

  /PDFXTrapped /False



  /CreateJDFFile false

  /Description <<





    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e55464e1a65876863768467e5770b548c62535370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200036002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>

    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc666e901a554652d965874ef6768467e5770b548c52175370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200036002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>

    /CZE <>

    /DAN <>

    /DEU <>

    /ESP <>

    /ETI <>

    /FRA <>







    /HUN <>

    /ITA (Utilizzare queste impostazioni per creare documenti Adobe PDF adatti per visualizzare e stampare documenti aziendali in modo affidabile. I documenti PDF creati possono essere aperti con Acrobat e Adobe Reader 6.0 e versioni successive.)

    /JPN <>

    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020be44c988b2c8c2a40020bb38c11cb97c0020c548c815c801c73cb85c0020bcf4ace00020c778c1c4d558b2940020b3700020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200036002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>

    /LTH <>

    /LVI <>

    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken waarmee zakelijke documenten betrouwbaar kunnen worden weergegeven en afgedrukt. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 6.0 en hoger.)

    /NOR <>

    /POL <>

    /PTB <>





    /SKY <>



    /SUO <>

    /SVE <>

    /TUR <>



    /ENU (Use these settings to create Adobe PDF documents suitable for reliable viewing and printing of business documents.  Created PDF documents can be opened with Acrobat and Adobe Reader 6.0 and later.)

  >>

>> setdistillerparams

<<

  /HWResolution [600 600]

  /PageSize [595.276 841.890]

>> setpagedevice



