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Just like Brazil, Australia is a major producer and exporter of mineral commodities. With a population of
approximately 25 million and a GDP of USD 1.3 trillion, Australia fits the definition of a small and open
economy, despite being the 13th largest economy in the world. Australia’s last recession (using the traditional
definition of two consecutive quarters of GDP contraction) happened 26 years ago, back in 1991.

Australia’s economy has been dominated by commodities over the last few decades, not only in terms of the
impact of price fluctuations on the country’s terms of trade, income and asset prices, but also on a more
structural level, as a result of the mining investment boom in the early 2010s. As seen in chart 1, investments
by mining corporations reached a peak of just over 6% of the GDP before dropping back down to the historical
average.

As mining investments returned to the historical average, other sectors failed to make up for such decline. In
other words, overall investments settled at a lower level than before the boom. In addition, Australia also
witnessed a drop in household spending, and its housing market has lost significant value in recent years. The
combination of such events indicates that Australia may be showing some symptoms of the Dutch disease.

The term “Dutch disease” was coined by The Economist magazine in the late 1970s and was formalized in
economic literature in the early 1980s1, used to describe the negative impact on Dutch manufacturing (and a
subsequent downturn in the nation’s economy) after the discovery of large reserves of natural gas off the North
Sea in the late 1950s.
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Chart 1 – Australia: Investment by Corporations (% of GDP)

Source: Australian Bureau of Statistics, Bradesco

1 Corden, Max and Neary J. Peter (1982): Booming Sector and De-industrialization in a Small Open Economy - The Economic Journal 92 (December). As
curios fact about the term is that, even though the paper was written to describe the state of the Dutch economy, its author, Max Corden, is an
Australian.
Corden himself identifies some aspects of Dutch disease in current-day Australia, and makes monetary policy recommendations in Corden, Max (2012):
The Dutch Disease in Australia: Policy Options for the Three-Speed Economy – Melbourne Institute Working Paper
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In short, Dutch disease is manifested when the discovery of a new natural resource triggers an investment
boom, while causing the real exchange rate to appreciate due to an increase in natural resource exports. This
process leads to a decrease in competitiveness for other tradable good sectors and creates incentives for
capital allocation in the industry exploring the new natural resource and in non-tradable goods. Depending on
factors such as the amount of labor absorbed by the industry exploring the new natural resource, how the
income generated by this industry is distributed, and changes to the economy’s average productivity due to the
reallocation of factors, the phenomenon may result in reduced economic growth, confirming the onset of Dutch
disease, which may eventually be mitigated by economic policy measures.

Australia did not exactly discover a new natural resource, since its mining industry is diversified and has been
well established for more than a century. The most important mining sectors are iron ore and coal, but the
country is also one of the world’s leading exporters of aluminum, copper, nickel, zinc, gold, silver and uranium,
among other minerals. Rather than discovering a major new reserve, the mining industry benefited from a
surge in Chinese demand for raw materials. China became Australia’s main trading partner, and the increased
trade between both countries was important in triggering the mining investment boom.

Australia was not the only country to benefit from Chinese demand, and even though it is considered a low-
cost producer, investments in mining operations around the world will eventually increase the supply of
commodities. Combined with the expected soft landing of the Chinese economy, this could exert some
downward pressure on the price of minerals. Thus, at some point, falling commodity prices may lead to
declining terms of trade and a depreciation of the currency, and even reverse the effects of Dutch disease. For
the time being, however, these symptoms pose a major challenge to Australian economic policy.

Signs of Dutch Disease

The first sign of Dutch disease in Australia is the sharp improvement in terms of trade associated with the rise
in commodity prices (and to a lesser extent, the increase in the share of commodities in total exports).
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Chart 2 – Australia: Terms of Trade Index (4th qtr 2007 = 100)

Source: Australian Bureau of Statistics, Bradesco
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As a result, the Australian dollar has been on an upward trend for most of the past few years. The chart
below shows the Australian dollar index, calculated by the Central Bank, which represents a basket of
currencies of the country’s main trading partners. The exchange rate appreciated significantly since the early
2000s, with the first leg of the commodity super-cycle. After a brief period of adjustment due to the global
financial crisis, the Australian dollar again appreciated until 2012-13. The commodity downturn of 2013-2015
led to a depreciated exchange rate, but the recent price increase has driven the currency back up.

Like Australia, the Brazilian economy has also been influenced by commodity prices, with a subsequent
impact on the exchange rate (see chart below). For Brazil, the appreciation of local currency from 2002 onward
was due not only to the terms-of-trade gains associated with higher commodity prices, but also to the decline in
risk premiums associated with a stronger macroeconomic policy, which ultimately led to credit rating agencies
lifting Brazil’s sovereign rating to investment grade. Not surprisingly, the Brazilian real appreciated much more
than the Australian dollar during this period.

Source: Reserve Bank of Australia, Bradesco
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Chart 4 – Real Exchange Rate:  Australia and Brazil (currency basket, Aug-1994 = 100)
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Symmetrically, the loss of investment grade status and the deterioration of the country’s fiscal indicators in
the recent past have also impacted Brazil’s real exchange rate, which depreciated much more than the
Australian dollar. In general, investors’ perceptions about economic policy and structural issues played a more
important role in determining the real exchange rate in Brazil than in Australia, which indicates that it is more
difficult to classify the Brazilian experience as a case of Dutch disease. The expansion of the commodity market
and its subsequent impact on relative prices was relevant but does not seem to be the only or even best
explanation for the performance of the Brazilian economy over the last decade.

In Australia, on the other hand, the effects of the expansion of the mining industry and its impacts on
relative prices seem to be more closely related to economic performance. An assessment of the Australian
labor market would confirm that assumption. The table below shows labor market data, broken down by
industry, for both the total number of people employed (in each industry as of May 2017) and the relative
growth of each industry since the end of 2007 (i.e., just before the global financial crisis of 2008). There are
12.2 million people employed in Australia today. Approximately two-thirds of them work in the service industry
(including retail). Since 2008, the number of employed people grew 15% (or 1.6 million people), with the
service sector accounting for roughly 95% of this growth. The healthcare industry (including social assistance
and elderly care) employed by far the greatest number of people during this period.

Note that despite all the investment in mining, the industry has been only a minor contributor to job growth.
Meanwhile, manufacturing lost nearly 15% of its jobs since the end of 2007.

Table 1 – Australian Labor Market

Source: Australian Bureau of Statistics, Bradesco

Total Jobs 

(May 2017)
Share

Cumulative 

Change (2008-17)

Agriculture 298 2% -42
Mining 229 2% 92
Processing Industry 904 7% -143
Industrial Public Utilities 122 1% 12
Construction 1,1 9% 158
Commerce (wholesale) 397 3% 26
Commerce (retail) 1,234 10% 0
Hotels and Restaurants 884 7% 197
Logistics 623 5% 74
IT 214 2% -22
Financial Services 433 4% 25
Real Estate Services 213 2% 17
Professional and Technical Services 1,031 8% 263
Administrative Services 407 3% 68
Public Sector 799 7% 165
Education 973 8% 195
Healthcare 1,579 13% 491
Entertainment 223 2% 19
Other Services 493 4% 14
Total 12,156 1,618
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Job growth in the service industry, declining employment in manufacturing, and low job growth in mining
(despite all the investment in the sector) are all symptoms of the Dutch disease. In and of itself, the simple
shifting of capital and labor from one industry to another in response to the change in relative prices is not a
negative event. It only becomes a problem when overall growth declines as a result.

Like most of the world, Australia’s average real GDP growth of the past few years has stayed below the levels
seen before the international financial crisis (and therefore before the mining investment boom), but it has
managed to stay at a reasonable level of 2 to 3% per year, thanks to positive contributions from investment and
net exports. It should be noted that cyclone Debbie struck the country’s largest coal producing region in March
2017, and may have had a temporary negative effect on coal exports and growth.

One particularly worrying indicator for the Australian economy has been the slowdown in consumer
spending since early 2016. As seen in the chart below, real retail sales have slowed significantly in the past few
years. This slowdown cannot be attributed to terms of trade, which on average have improved during the
period, nor can it be explained by a labor market downturn, since the unemployment rate has been on the
decline since 2015. However, unemployment never fully recovered from the high levels since just after the
global financial crisis of 2008, despite all the investment in the mining industry.
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Chart 5 – Australia: Cumulative GDP Growth Over 4 Quarters

Source: Australian Bureau of Statistics, Bradesco
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Macroeconomic Research Department 6

DEPEC Highlight – Bradesco

The Reserve Bank of Australia (RBA) pursues an inflation target of 2-3% per year. As seen in the following
chart, consumer inflation stayed below that range over the course of 2015 and 2016, before finally rising above
2% in early 2017. The RBA reacted by cutting the policy rate to its lowest level since this monetary policy
instrument was created in 1990. The policy rate at 1.5% (and a negative real interest rate) suggests that excess
interest is not to blame for the appreciation of the currency or the slowdown in spending. Nonetheless, below-
target inflation and decelerating spending suggest that there is room for further interest rate cuts, or even for
unconventional monetary policies, such as negative interest rate, asset purchases by the Central Bank, etc.

Chart 7 – Australia: Unemployment Rate (% - seasonally adjusted)
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Chart 8 – Australia: Annual Consumer Inflation (%)
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However, low interest rates and the commodity boom ended up contributing to the rising demand for real
estate (particularly residential properties). The chart below shows the average change of housing prices in all
eight capital cities. The capitals of the states where the mining activity is concentrated saw real estate prices
rise significantly early in the commodity boom. Nowhere was that more evident than Perth, the capital of
Western Australia (where iron ore extraction and other mining activities are concentrated), where at one point
in 2006 prices rose at a rate of 50% a year. Lately, while prices have been down in capital cities where mining
plays a bigger role (-3.5% p.a. in Perth and -5.9% p.a. in Darwin in the first quarter of 2017), prices have
remained on an upward trend in the country’s largest metropolitan areas, such as Sidney (+14.4%) and
Melbourne (+11.3%).

The risk is that additional interest rate cuts could end up fueling a real estate bubble, possibly generating
financial instability in a market where bank loans are already at 150% of GDP, and household debt currently
stands at over 180% of annual income (even though the average net worth of Australian households has
fluctuated between 600% and 700% of their annual income).

Source: Reserve Bank of Australia, Bradesco

Chart 9 – Australia: Policy Rate (Cash Rate) - %
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Chart 10 – Australia: Housing Price Index (year-over-year, %)
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Australia currently has a sound fiscal scenario, and perhaps this is the most appropriate monetary policy
mechanism to boost household spending. At the onset of the global financial crisis, the general government’s
net debt was negative (in other words, the public sector was a net creditor to the private sector), and the
central government’s total debt was only 5% of GDP. The general government still generated a fiscal surplus of
approximately 1.5% per year.

As a result, Australia had room to ramp up public spending (despite a drop in revenues) in response to the
crisis. Currently, the net debt of the public sector stands at approximately 18% of GDP, while bond debt ended
the last fiscal year at 25.5% of GDP. Currently, Australia’s total interest expense is only 0.9% of GDP. The
government’s budget plan is to go back to running a surplus as of the 2020/21 fiscal year.

If the economy continues to shrink, a viable alternative to economic policy would be to lower income taxes,
even if that means postponing the return of fiscal surpluses by a couple of years. One advantage of using
fiscal policy in this sense is that the government could choose to focus on households that are more likely to
spend, or at least avoid fueling imbalances such as excess demand for real estate. Even temporary tax cuts –
which, according to the economic literature, increases household savings but not necessarily spending – could
be useful, as it would assist in reducing household debt levels.

In conclusion, there is evidence that in addition to an economic slowdown caused by the end of the mining
investment boom, Australia also suffers from a moderate case of Dutch disease, with negative impacts on
competitiveness and the manufacturing industry, growth of the services sector, and signs of slowing economic
growth overall.

Source: Final Budget Outcome – Government of Australia, Bradesco

Chart 11 – Australia: General Government’s Budget Outcome and Federal Government’s Bond Debt (% of 
GDP, annual data) 
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Australia has little room to use monetary policy to stimulate the economy, because the housing market is
already under pressure and bubble risks loom. Even though there is still the risk of economic policy mistakes,
the good news is that Australia still has many degrees of freedom because of its solid fiscal situation.

Therefore, we believe that the country will resort to fiscal instruments mostly to meet its economic
challenges. On the other hand, the Australian dollar should continue to fluctuate primarily due to commodity
price expectations, as we do not anticipate changes in monetary policy or risk perceptions.
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