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Slowdown or shutdown?
CommSec Recession Warning Gauge

Despite the gloom abroad, a key warning indicator for the Australian economy is only pointing to a
slowdown in activity, not a recession.

The CommSec Recession Warning Gauge — a simple measure of manufacturing activity that has closely
tracked movements in the broader economy for over 40 years.

What does it all mean?

e The CommSec Recession Warning Gauge clearly indicates that the economy has softened but is not showing the
sort of weakness associated with past recessions in Australia.

e The CommSec Recession Warning Gauge is deceptively simple — tracking just three, but fundamentally important
manufacturing commodities. Portland cement and pre-mixed concrete are essential to almost all construction
activities — residential, commercial and engineering projects. And electricity production is fundamental to all
household and business activity in the economy.

e Amazingly, an index based on production data for just three manufacturing commodities has an enviable record
of tracking the broader Australian economy for more than 40 years. CommSec compiled production indexes for
each of the three commodities and the annual rate of change was compared with the annual growth of the
Australian economy.

e Arecession hasn't occurred in Australia without the CommSec Recession Warning Gauge slumping into negative
territory. However, the converse is not true. The CommSec Recession Warning Gauge has fallen below the zero
line in the past and the economy has managed to avoid recession (going backwards for two straight quarters).
Examples include the 2001 slowdown and the “growth recession” of 1995/96.

e The correlation, or measure of the relationship, between the CommSec Recession Warning Gauge and GDP
(economic growth) over the past 45 years is around 65 per cent. That is a R squared ratio of 0.65 exists between
GDP and the recession warning gauge, where perfect co-movement is defined by a ratio of 1.0.

e Data on Portland cement and electricity production extends back to March 1956 while figures on pre-mixed
concrete date back to June 1976.

e To better assess longer-run trends, annual averages were used to ‘smooth’ the series. To gauge short-term
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activity and turning points the raw production data was used.

e In the year to December quarter 2008, production of Portland Cement fell by 7.4 per cent — the biggest fall in 2%
years. Similarly production of pre-mixed concrete was down 6.1 per cent — the biggest fall since the last major
slowdown in the Australian economy in 2001. By contrast electricity production rose by 5.5 per cent over the past
year — the strongest gain in 4% years. Other manufacturing indicators (not part of the CommSec Recession
Warning Gauge) were beer (up 3.2 per cent on a year ago), clay bricks (up 1.9 per cent) and gas, down 1.5 per
cent.

Past recessions

e In the 1990/91 recession, the CommSec Recession Warning Gauge fell for eight straight quarters, at its trough
down 8.6 per cent on a year ago. In the 1982/83 recession, the warning gauge fell for six straight quarters, at its
trough slumping by 11.4 per cent.

e In the 2001 slowdown, the CommSec Recession Warning Gauge fell for four straight quarter, down 7.6 per cent
at the lowest point.

e While every recession has been associated with a slump in the Warning Gauge, not every downturn in the
Warning Gauge has led to a recession.

e Currently the raw CommSec Recession Warning Gauge is down just 2.0 per cent on a year ago, the biggest drop
since September quarter 2001. But the smoothed Warning Gauge (measuring rolling annual averages) still shows
growth of 2.4 per cent.

Longer-term measure

e A longer-term measure of the CommSec Recession Warning Gauge has been calculated to 1958 using just
cement and electricity production. Amazingly the smoothed growth measures show a correlation of 0.60, where a
perfect relationship equals 1.0.

Targeted stimulus to avoid recession

e Given the dependency of the economy on the construction sector, it is understandable that interest rate cuts, first
home owner grants, government handouts to councils and infrastructure spending have been at the heart of
Australian stimulus efforts.

e While production of both concrete and cement have fallen over the past year, a revival is likely over 2009, driven
by Government and Reserve Bank efforts to boost housing and engineering activity.

e In light of its simple foundations, the close relationship of the CommSec Recession Warning Gauge with GDP
over a long period is quite staggering. However the old adage is that ‘the simple things in life are always the best'.
But clearly the Australian economy has a long road to travel before anyone claims that recession will be avoided.
With most western nations in or close to recession, it would be a remarkable feat if Australia avoids a similar fate.

e Sitill, the Government and Reserve Bank are applying significant stimulus to the economy and Australia has the
advantage of a more balanced housing market, debt-free government and massive boost provided by the terms
of trade over many years.
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