
Australia could be about to lose its AAA rating, and here's why

Written by Ross Guest, Professor of Economics and National Senior Teaching Fellow, Griffith University

Australia’s AAA credit rating was under pressure  even before the election and is now looking
decidedly shaky. Ratings agency Standard & Poors 
has moved Australia&rsquo;s rating outlook
from “stable” to “negative”, due to debt and a poor chance of budget repair.

This follows warnings  from the other major credit rating agencies – Moody’s and Fitch Ratings.
The problem is budget repair will only become harder over the coming years, whatever the final
numbers in the parliament.

On the parties' approach to budget repair, the Coalition and Labor are virtually indistinguishabl
e  as far as the
credit agencies are concerned. The May budget projected a deficit (in underlying cash terms) of
A$37 billion in 2016-17, gradually falling to $6 billion over the four-year forward estimates.

Labor’s plan is to reduce the deficit from $39 billion to $11 billion over that time. Both Coalition
and Labor forecast a return to surplus over the subsequent years and indeed quite large
surpluses ten years from now. Budget repair on this scale was utterly implausible before the
election and is fiction now.

The government’s so-called “zombie” budget measures were baked into its projections over the
forward estimate period. These were mainly the cuts to university funding, family payments and
the Pharmaceutical Benefits Scheme. None of these had any prospect of being legislated with
the past Senate, never mind with a larger, more powerful set of crossbench senators.

The Parliamentary Budget Office estimates  these “zombie” measures to be worth $8 billion in
total over the forward estimates. This accounts for roughly half of the difference between the
total projected deficits of Coalition and Labor over the same period.

In short, there is little or no prospect of achieving the budget repair that is a pre-requisite for
maintaining Australia’s AAA credit rating. Both sides of politics need to spell out to all
Australians what this means. The effect of a credit downgrade is like an income cut to
households, businesses and government.
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https://theconversation.com/fanciful-promises-of-reducing-debt-wont-protect-our-aaa-credit-rating-57804
http://www.afr.com/news/economy/sp-officially-puts-aaa-on-downgrade-watch-20160707-gq0f70?login_token=A0FgHM7TYZPH-F1NvgPRUy34o3YwbOwPX9Vo0bcIBpI__3t3PjiGVbPEfO5LpZQke6pdsf_Efjjk0cqFVKqf6w&amp;expiry=1467857195&amp;single_use_token=_aeMr-_GCtpwJd-67U_8REuvMNcONS8cX4QurJy9jkA9HblFDaThPjj-j0_jPjqXNFp-4-6yJ9O7bbwZSqF_zA
http://www.afr.com/news/politics/election/election-2016-agencies-sound-aaa-warning-but-independents-not-listening-20160704-gpya62
https://cdn.australianlabor.com.au/documents/Labors_Fiscal_Plan.pdf
https://cdn.australianlabor.com.au/documents/Labors_Fiscal_Plan.pdf
http://www.aph.gov.au/About_Parliament/Parliamentary_Departments/Parliamentary_Budget_Office/Chart_packs
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It’s similar to the effect of a decline in the terms of trade (relative prices of our exports), and also
similar to a loss of national productivity. All of these things effectively reduce our national
disposable income. We become poorer as a nation.

Foreign lenders use Australia’s credit rating to set the interest rates that they charge Australian
borrowers, mainly governments and businesses. A lower credit rating triggers a larger foreign
risk premium in the interest rate that they charge borrowers.

This flows through to the general level of interest rates in the economy, so all firms and
households with debts face higher borrowing costs. This can lead to less spending and hiring of
workers by firms, and less disposable income for those households.

The major credit agencies are huge private organisations entrusted with capital of shareholders.
They make calls about credit ratings not for political purposes but on the basis of what is in the
best interests of investors.

The credit agencies are simply making rational assessments. The probability of Australia
eventually defaulting on its debt is extremely low, but it is not zero and it is rising , which is
important.

The slightly higher risk of default would result in a small downgrade from AAA, as occurred in
the 1980s, by the major credit agencies. In turn this would imply higher interest rates, as it did
back in the 1980s.

Higher interest rates are definitely bad news for those borrowing. It’s not necessarily good
news  for those saving
either because rates on saving do not increase as much as rates on borrowing.

Also, when rates on overseas borrowing go up because of a larger foreign risk premium in our
interest rates, the Australian dollar is likely to fall, as it did dramatically in the 1980s , from US
72 cents to 60 cents in the space of three months. When the Australian dollar falls for this
reason our international purchasing power is reduced.
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https://theconversation.com/budget-explainer-debts-and-deficits-is-australia-really-the-worst-40086
https://theconversation.com/fanciful-promises-of-reducing-debt-wont-protect-our-aaa-credit-rating-57804
https://theconversation.com/fanciful-promises-of-reducing-debt-wont-protect-our-aaa-credit-rating-57804
http://www.rba.gov.au/publications/confs/1993/pdf/blundell-wignall-fahrer-heath.pdf
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This is quite different to what happens when the Reserve Bank raises interest rates through its
control over the official interest rate. In that case the Australian dollar is likely to rise, in the short
term at least, which increases our international purchasing power  –  we can buy more from
overseas with our income.

The parliament is like the Roman emperor Nero: “fiddling while Rome burns”, an apt analogy
since Europe is where we are slowly headed economically and that won’t be pretty.

Ross Guest has received ARC funding in the past but does not hold any current ARC funding.
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Read more http://theconversation.com/australia-could-be-about-to-lose-its-aaa-rating-and-her
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