External stability is achieved when a country can pay its way in regards to its overseas
transactions. To achieve this, it is necessary to avoid an unstable exchange rate, maintain
the Current Account Deficit (C.A.D.) at approximately 3% of G.D.P and the Nett Foreign
Debt (N.F.D.) at a low and stable percentage of G.D.P.

Exchange Rate: $A v ¥, U.S.$ and Trade Weighted Index (T.W.I.)1
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Between 1985/86 and 1989/90, there has been a general increase in the value of the $A in
relation to the ¥, US$ and T.W.1. (average of Australia's overall performance). The $A
then dramatically fell until 1994/95, falling to 1/2 its 1989/90 value. Since, the $A has
begun to improve, rising to ¥86.48, US$0.789 and an index number of 58.1. Overall, the
$A has performed poorly in relation to the rest of the world due to our failure to maintain
the exchange rate at a stable figure.
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C.A.D. as %G.D.P.2
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Since 1985/86, Australia's C.A.D. has followed a cyclical pattern, decreasing between
1985/86 and 1987/88 where it fell to 3.4% before rising to 5.8%. Between 1989/90 and
1991/92 it fell to 3.0%, before rising to 6.1% by 1994/95. Currently (year ending March
1996) the C.A.D. is at 4.5% of G.D.P. Overall, our C.A.D. has performed very poorly,
achieving the objective of 3% in 1991/92 only.

N.F.D. as %G.D.P.3
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Fig2.2
Since 1985/86, the N.F.D. has increased steadily, peaking at 41.3% in 1992/93, before
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falling to 39.2% in 1995/96, indicating an improvement in external stability. This indicated
that we have performed relatively well as the N.F.D. remained stable, however,
considering that between 1980/81 and 1985/86, the N.F.D. rose from 6.1% to 31.5% our
performance has been deplorable.

Excessively strong rates of domestic activity inhibit the achievement of external stability
as, during booms consumer spending increases, leading to an increase in the GN.E. and,
hence, an increase in import spending. This is evident from the boom of the late 1980s, in
which the C.A.D. peaked due to a vastly higher level of imports (increasing from 10.2% in
1987/88 to 23.9% in 1988/89). ThlS led to the outstripping of the nations productlve
capacity as G.N.E. increased by 6. 4%% in 1988/89 while G.D P, grew by 4. 4%°. A period
of excessive growth can also result in high domestic interest rates, leading to investors
seeking funds overseas, hence worsening the N.F.D.

Another major factor is when domestic inflation exceeds overseas inflation. High internal
inflation leads to a decrease in export competitiveness due to increased production costs,
therefore leading to increased imports and decreased exports. This is evident in the late
1980s boom in which Australia's inflation rate averaged at 7.3%, while the OECD's
averaged at 4.1% and exports increased by only 1.4%. The reverse also applies in
recessions, with Australia's 1nﬂat10n at 1.0% in the early 1990s and the OECD's at 2.8%
while exports increased by 10. 0%.0

Other factors affecting the achievement of external stability include the lack of an export
culture, the failure to encourage value added exports, seasonal factors and badly invested
overseas borrowing’s, leading to a slow increase in exports and a rapld increase in
imports.

Microeconomic reform (MER) policy refers to a wide range of measures designed to
improve the way particular industries, enterprises and sectors within the economy organise
and undertake their production of G&S. These policies are primarily aimed at increasing
productivity/efficiency, decreasing production costs (thus the price of G&S), increasing
product quality, promoting Australian G&S, thus increasing international competitiveness.

The textile, clothing and footwear plan aims to reduce tariffs between 1986 and 1992 in
order to force manufacturers to improve efficiency, quality and innovation, and increase
specialisation in production. In March 1991, another plan was introduced to cover the
period up to 2000 including increased tariff removal. However, in 1992, the government
announced that, due to hardship from tariff cuts, $51M would be spent on the industry in
order to increase international competitiveness. This rose to $130M by 1994/95. These

Word Count: 390,

4 op Cit. Pg 5
3 Op Cit, Pg 3
6 Op Cit, Pg 33




2313606/3KE

plans will allow our industries to become more internationally competitive, causing
increased exports and decreased imports.

Since 1993/94 ML.E.R. policies have succeeded in all Microeconomic reform areas.
M.ER. policies have led to the deregulation of the airline system (24% reduction in
domestic airfares), an increase in competition and productivity and a decrease of prices in
the telecommunications area (16% price reduction), the removal of the Australia Post
monopoly (12% price decrease), improved efficiency of electricity (~ 6% price reduction)
and a decrease in terminal facility costs on the waterfront (30% price reduction) up to
1996. These reductions lead to lower production costs, allowing businesses to increase
their quality and productivity as well as decreasing price, leading to increased
competitiveness making their products more viable as exports and import-replacements.

Privitisation has been a strength of the new M.E.R.'s since 1992/93, especially in the case
of the Williamstown ship yards. As a consequence of the government's privitisation of the
shipyards, the new owners (Amecon) proceeded to increase both efficiency and
productivity by removing 86% of unions, 96% of awards, 99% of classifications plus the
removal demarcation, allowances etc, demonstrating another government M.E R. - labour
market reform. This lead to decreased production costs and increased
productivity/competitiveness, allowing them to compete in overseas markets and against
imports in local markets, therefore leading to an increase in exports and a decrease in
imports. To prove their success, Amecon is currently in the process of building 10
frigates, a project worth $5 billion.

Although MERs have led to an increase in productivity, in relation to the rest of the world
our productivity is improving very slowly, demonstrating that our M.E R s cannot keep up
with other countries. This is evident as Australia's productivity growth is almost 1/2 that
of the OECD.

Country Productivity Growih7
Australia 1.1%
G7 1.6 %
OECD 2.0%
Asian Tigers 52%

Another weakness of M.E.R. policies are the time lags between drafting the programme,
implementing it and waiting for results to occur. For example, the car plan was
implemented in 1983, however tariff reductions will not be complete until 2000.
Therefore, it can be an extensive period of time before any results occur, consequently
allowing our competitors to further gain larger shares of the world market due to higher
competitiveness.
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External policy refers to federal government measures, designed primarily to affect our
C.AD., NF.D. and our exchange rate.

Trade agreements are a major strength of external policy as they encourage the export of
our G&S. The General Agreement on Tariffs and Trade (GATT) agreement made in 1994
works to remove tariffs and other forms of protection in order to increase the volume of
international trade. The Closer Economic Relations (CER) agreement between New
Zealand and Australia works towards abolishing all trade barriers between the two
countries. The Asia-Pacific Economic Co-operation (APEC) agreement seeks to improve
non-discriminatory trade and increase international co-operation in such areas as foreign
investment and infrastructure development, in order to improve international relations
between different nations. These trade agreements lead to increased international
relations, thereby allowing us access to overseas markets, leading to an increase in
exports.

Financial assistance (eg. tax concessions and government grants) for our export and
import-replacement industries have also worked toward increased availability to compete
in the world market and against imports here in Australia. By providing these businesses
with such financial incentives as offering a tax concession of 150% it encourages local
businesses to start looking towards overseas markets and encourages them to begin
exporting, as well as encouraging companies to become more efficient in order to compete
against imports. AUSTRADE also assists export and import-replacement companies by
providing them with assistance in breaking into the overseas markets using such tools as
overseas advertising on behalf of the company. This allows for the increase of exports and
the decrease of imports, leading to a strengthening of the exchange rate, an improvement
on the C.A.D. and, hence, and improvement of the N.F.D.

Tariff cuts, in the short term, worsen external stability by encouraging imports into the
country, as well as encouraging consumers to purchase them due to their low prices. As
can be seen from fig.5.1, imports have dramatically increased (rising to 17.5% increase by
1994/95) due to decreasing tariffs which encourage imports. This, therefore, causes local

producers (especially import-replacement producers) to lose business and, possibly, go
bankrupt.
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Fig 6.1

Financial and marketing assistance has helped to increase our exports by encouraging local
companies to export and informing other world nations of that which we have to offer.
This is performed through such institutions as AUSTRADE who promote our G&S, as
well a government grants for companies wishing to manufacture export or
import-replacement G&S. This, therefore, increases our imports, leading to an improved
C.A.D. and avoiding an increase in our N.F.D.

Overseas constraints, however, inhibit our external stability as they often interfere with the
policies put forward by our government. For example, some foreign governments placed
protection upon their primary industries by offering government grants in order for the
goods to be sold cheaper, or by placing tariffs on our goods being sold in their country.
This leads to a dramatic decline of Australia's export sales due to the artificially deflated
prices. This may, in turn lead to us importing foreign goods and, therefore, worsening of
our CAD, NF.D. and exchange rate.

Similarly, political constraints can inhibit the achievement of external stability, especially if
an election is nearby and a strong majority is not held by government. This can lead to
only minor alterations, especially concerning such policies as tariff cuts (which are not
beneficial in the short term) in order to still retain public support.

The two policies, micro-economic reform and external policy work together in order to
achieve the goal of external stability. M.E.R.s place Australia in the position to compete
in overseas markets by making us more competitive through such changes as increased
productivity/efficiency due to decreased production costs. They also encourage
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Australian businesses to start looking toward overseas markets in order to sell their G&S,
rather than simply targeting the local markets. In essence, M.E.Rs act as the training for
businesses in exporting, their G&S by restructuring the workplace in order to decrease
production costs and increase efficiency using such tools as privatisation and labour
market reforms. External policy is used to assist exporters to break into the overseas
markets and market their G&S in those markets using such tools as trade agreements (eg.
APEC) and financial assistance (eg. tax concessions and AUSTRADE).

An example of how external and micro-economic reform policies have worked together is
the car industry. Using the M.E R. policies, the government car plan was put into action,
in which tariffs were reduced (down by more than 63%) and labour market reforms were
introduced (including award restructuring, multi-skilling and union amalgamation). These
techniques all led toward increased competitiveness and efficiency in order to make our
products more competitive. Hence, Australia was marketed throughout the world as
being world competitive, thereby encouraging foreign investment into the country. This
lead to the new $1.2b Toyota factory being built in Altona, Melbourne. External policy
then assisted Toyota in their exporting using AUSTRADE promotions (to help promote
their goods overseas), export grants (to ease the burden on Toyota in entering into the
overseas markets) and trade agreements (eg. GATT and CER agreements, in order to
encourage other countries to purchase Toyota's goods).

Due to the success of these trade policies, Toyota announced export sales of $194M in
1995 and are predicting that sales of $400M in 1996. By 2000, they are targeting $600M.
The Altona plant now exports to overseas countries such as Japan, New Zealand,
Thailand, Malaysia and some Middle-Eastern countries. Between 1992 and 2000, there is
a planned $1.2B to be spent on the Altona plant in order to increase model tooling and
exports.

With this increase in exports, if other countries take Toyota's lead and invest in Australia,
an improvement of our C.A.D., exchange rate and, therefore, the N.F.D. will follow.
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