AUSTRALIAN ECONOMY FEELS
THE HEAT AMIDST SEVERE
DROUGHT AND FIRES
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Australians are no strangers
to
extreme
weather
conditions. Since the late19th century, Australia
has
experienced
three
prolonged,
widespread
droughts, including the
Federation
Drought
(1895–1903), the drought
that coincided with WWII,
and
the
Millennium
Drought
(2001–09).
Likewise, Australians have
suffered through multiple

bushfires, including the Ash
Wednesday Fires in 1983,
the 2006-07 bushfires and
the Black Saturday fires
in 2009. However, the
unprecedented
drought
conditions seen across
Australia in the past 12
months, combined with the
most destructive bushfire
season in Australia’s history,
present a greater challenge
for Australia’s economy than
ever before.
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In 2019, Australia endured the driest and warmest
year on record, with nationally-averaged rainfall
well below the previous record set in 1902, and
temperatures 1.52°C above average . The effects
of these conditions have been felt throughout the
Australian economy, particularly in the agricultural
sector. According to the Australian Bureau of
Agricultural and Resource Economics and Sciences,
farming profits have taken a dive and are down by
a quarter, with output falling by 8%. It is estimated
that this could cut GDP by between 0.5 per cent
and 0.75 per cent, or between $9.5 billion and $14
billion .
One of the main causes of the decrease in Australia’s
agricultural output is the significant reduction
in livestock caused by the droughts. Statistics
from the ABS show that for the first time in 45
years, Australia’s livestock industry recorded two
consecutive months where 58% of female livestock
were killed3. This mass culling was caused by higher
fodder costs and limited water supplies, which have
forced many Australian livestock farmers to send
their cattle for slaughter prematurely. As a result,
Australia’s national cattle levels are at their lowest
level since the 1990’s, and are expected to take
years to recover.
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Furthermore, the extremely dry conditions have
drastically reduced crop production. Last year,
Australia imported grain for the first time since
2007 due to shortages in wheat production. Similar
reductions were seen in Australia’s cotton industry,
where production more than halved between 2018
and 2019. The increasingly high cost of irrigation
water has been a key contributing factor, particularly
in the Murray Darling Basin, where many cotton
farmers were forced to leave crops bare when they
could no longer afford to grow produce. Producers
of rice, almonds, citrus and table grapes along the
Murray River were also affected, with expensive water
eroding their margins.
Given that agriculture is Australia’s third largest
export earner, the impacts of drought on Australia’s
key agricultural commodities have significant flowon effects to the economy. Importantly, droughts
affect livestock and grain exports very differently
overtime. In the short term, livestock exports can rise
as meat production increases, however this shock
to global supply can also decrease prices, offsetting
the benefits of increased export volume. In the long
run, the supply of meat is scarce as farmers rebuild
livestock numbers. Conversely, the volume of crops
falls sharply in the short run and then rebounds after
the conditions have eased4. This means that at some
point in time, both components suffer from limited
supply, causing total exports to fall and net exports
to decrease.

This occurred during the 2007-2008 droughts in the
southern Murray Darling Basin, where the temporary
loss of 6000 jobs was accompanied by a 5.7% loss in
regional GDP6.
In saying this, the economic impact of the droughts is
not isolated to rural Australia alone. Consumers across
the nation are impacted daily by the effect of drought
on domestic food prices. In the past 12 months, prices
for lamb, beef and dairy, and cereals have soared
by 14%, 7% and 6% respectively. Cumulatively,
the droughts are estimated to have increased the
Consumer Price Index by more than 0.4% which,
given the historically low levels of inflation seen in
recent years, is substantial7.
Given the widespread effects of the droughts, there
has been considerable debate amongst policy makers
as to how the government can best address this issue.
During the early stages of assistance, the Government,
with the collaboration of charities and companies,
focused on in-kind transfers by donating hay bales.
Although the in-kind transfers aided farmers in the
short run, the government’s mass purchase of hay
caused distortion of the fodder market by putting
further stress on hay supply and causing prices to rise.
As a result, the in kind transfers negatively impacted
farmers in the long run, as when they went to refill
their supply, they had to purchase fodder at an even
higher market price than before8.

Rural areas are particularly vulnerable to the flowon effects of droughts due to their reliance on the
agricultural industry. In northern NSW and southern
Queensland, 20% of employment comes from the
farming sector5. Due to the flow-on effects that the
loss of local production has on regional employment
levels and other local dependent industries, much
of the GDP cut will be borne by rural communities.
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Due to this unforeseen impact, the government
initiated a shift away from in-kind transfers towards
cash payments and subsidies. Basic economics
suggests that cash transfers will always be equivalent
or superior to in-kind transfers in terms of welfare,
as cash payments allow recipients to purchase the
bundle of goods that maximises their individual utility.
This can be seen in Figure 1. The introduction of inkind transfers shifts the budget constraint from AF to
Ae2F’, allowing farmers to consume more fodder and
reach a higher level curve at point e2. However, if the
farmers are provided with equivalent cash transfers,
they can increase their consumption of other goods
and fodder and reach an even higher level curve at
point e3. In the instance of Australian drought relief,
the use of cash payments meant that farmers could
use some of the funds to support themselves and
avoid the fire sale of their assets during a period of
depressed prices.

equating to a loss of $3 to $13 billion10.
In the long term, one a the key outcomes expected
from these extreme weather events is an increased
desire from Australians for more aggressive policy
action on climate change. The recent shift in public
opinion has already forced Prime Minister Scott
Morrison to consider increasing emission reduction
efforts in conjunction with a proposed federal royal
commission into the preparation and response to
fires. Given the considerable economic impacts of
the droughts and bushfires in Australia, it is likely that
climate change will now be front of mind for policy
makers as they aim to reduce these impacts in the
future.

However, with extreme weather events increasing
in both intensity and frequency in recent years,
government support is being stretched thin. The recent
bushfires have many concerned that the government
will be unable to deliver on its promise of a budget
surplus. So far, the Federal government has pledged
$100 million in income support for victims, and spent
over $30 million on the leasing and operating of four
water bombing aircraft9. Further, there are still many
costs of the fires that are yet to be fully realised.
In a report by Goldman Sachs, analysts expect a
number of industries to be affected by the fires,
including agriculture and tourism. Already struggling
farmers are predicted to suffer further decreases
in farm production and investment, with increased
government spending only slightly offsetting this
impact. The international media attention of the
smoke haze is expected to intensify the drop in
tourism and consumption, placing further strain on
small businesses in affected areas. These near-term
impacts are expected to cause between 0.25% and
1% decrease in Australia’s GDP growth this year,
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Australians are no strangers to extreme
weather conditions. Since the late-19th
century, Australia has experienced three
prolonged, widespread droughts.
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