AUSTRALIA: COMMENTARY

1997 in review

Despite the economic upheaval in Asia, the major forces shaping the Australian economy in 1997 wer
e domestic in origin. In 1997
:

real domestic d
emand increased by 3.3 per cent
 and real GDP by 2.8 per cent;

CPI-inflation fell to an historically low 0.2 per cent, almost two and a half percentage points below its 1996 level;

the current account deficit narrowed to 3.5 per cent of GDP (4.1 per cent in 1996); and

at years-end the unemployment rate stood at 8.1 per cent, compared with 8.6 per cent twelve months earlier.

GDP and its components

	Growth in real gross national expenditure (GNE) increased from 3.0 per cent in 1996 to 3.3 per cent in 1997. The fastest growing element of GNE in 1997 was real investment in plant and equipment, which increased by 20.5 per cent (14.0 per cent in 1996). The largest turnaround between 1996 and 1997 occurred in real private dwelling investment. Whereas in 1996 
dwelling investment fell by 7.7
 per cent, in 1997 it
 rose
 by 11.3 per cent. 
A positive factor for all areas of investment in 1997 has been low real interest rates resulting from declines in official interest rates
. 



	
Real
 private consumption, the largest component of GNE, increased by 2.7 per cent in 1997 following a rise of 2.9 per cent in 1996. In both years, real household disposable income increased by 3.6 per cent
. 
Some commentators attribute 
the rising savings rate
 to a cautious attitude by consumers worried by continued high unemployment. Other commentators attribute the rise to
 forced
 increases
 
in 
superannuation contributions.

	In 1997, growth in the volume of imports (12.7 per cent) exceeded growth in the volume of exports (11.6 per cent). Import growth is driven by changes in competitiveness and by growth in domestic demand. A commonly used measure of competitive
ne
ss is the real exchange rate
,
 which
 appreciated (indicating a loss of competitiveness) in 1995 and 1996. The consequent surge in imports reached its peak in the second half of 1997. The most import-intensive area of demand is investment expenditure on plant and equipment. As noted above, this grew strongly in 1997.

	The real appreciation in 1995 and 1996 also hit exports, particularly manufactured exports. However, 
several one-off factors, including the sale of gold by the Reserve Bank and the sale of a frigate to New Zealand, helped maintain export growth in 1997 at about its 1996 level.

Balance on current account

	The balance on current account is equal to the sum 
of the balances on trade and 
income account
s
. The trade-account balance improved in 1997 due to a 4.3 per cent rise in the terms of trade which more than offset the deterioration in the volume of net trade. An increase in net interest payments on overseas debt in 1997 led to an increase in the net income deficit. Overall, the improvement in the trade-account balance offset the deterioration in the income-balance leading to a fall in the deficit on current account from 4.1 per cent of GDP in 1996 to 3.5 per cent in 1997. 

Employment

	Employment grew by 1.4 per cent and 0.8 per cent in 1996 and 1997, well below the growth in real GDP. In 1996, the growth in full-time employment was weak and there was no growth in 1997. A number of factors have contributed to the slow growth in total employment. These include: restructuring (eg, the Federal p
ublic service cut more than 10,
000 jobs in 1997); weak growth in labour-intensive sectors, especially in manufacturing and the public sector; and a rise in real wages as a cost to the producer (average weekly ordinary time earnings increased by 4.1 per cent in 1997, whereas the GDP deflator grew by only 1.7 per cent). At the end of 1997 the unemployment rate stood at 8.1 per cent (8.6 per cent in December 1996). Were it not for a fall in the male participation rate, the unemployment rate would be higher now than at the end of 1995. 

Inflation

	CPI-inflation in 1997 was 0.2 per cent (the Treasury’s underlying rate was 1.6 per cent). Contributing significantly to this result were a decline in mortgage interest charges and an appreciation of the $A against the Asian currencies which has damped the prices of imported consumer goods. Of concern, though, are recent large rises in real wages of the order not seen for over two decades. Although there has been strong growth in labour productivity, real unit labour costs have risen strongly. This will put upward pressure on inflation over the next two years. 

�Financial markets

	Through 1997, the Australian dollar appreciated strongly against most Asian currencies
 and depreciated against the US dollar and 
many
 European currencies
. 
Overall,
 in trade-weighted terms, the val
ue of the Australian dollar 
declined only slightly, starting the year at an index value of 58.5 and finishing the year at 57.1.
 However, 
the different bi
lateral movements have triggered quite 
different
 impacts on our 
‘
export
’
 and 
‘
import
’
 competitiveness. 
O
n an import-weighted basis the Australian doll
ar depreciated 
stingily
, 
while on an export-weighted bas
is the dollar appreciated
.


	On money markets, short rates fell through the year as monetary authorities responded to the situation of falling inflation and stagnant unemployment. Long rates also fell, reflecting falling inflationary expectations and an increased level of foreign investment in Australian bonds.

Fiscal and monetary policies

	Setting of the overnight money market cash rate is the principal tool of monetary policy in Australia. Through the second half of 1996 and in the middle of 1997 monetary policy has been progressively eased to a point where some short-term interest rates are, in real terms, at their lowest levels since the end of the 1960s. This easing has stimulated investment in equipment and has accentuated the cyclical upswing in the housing sector which started early in 1997. 

	Fiscal policy was tight in 1997. Cutbacks in the size of the federal government’s 
w
orkforce
 were the main factor leading to a rise of only 1.6 per cent in real government consumption in 1997. There have also been cutbacks in federal government investment expenditure. Personal income tax rates remained constant through the year but company tax rates implicitly rose due to changes to the tax concessions for R and D and an increase in the superannuation surcharge.

Outlook for 1997 and 1998 

	Growth in 1998 will be driven
 by strong increases in 
p
riva
te consumption and priva
te and public 
investment
.
 The external sector will be weak, with the effects on the Australian economy of the Asian currency crisis peaking later rather than earlier in the year. 

	GDP-g
rowth is forecast to rise to 4.0
 per cent in 1998. This reflects the balance between: 

increased real growth in private consumption (from 3.0 per cent in 1997 to 3.5 per cent) boosted by lower interest rates (year-on-year), 
by 
an increase in jobs growth and 
by increased durable spending related to the 
recovery in housing investment;

faster real growth in dwelling investment (from 11.3. per cent to 
around 13
 per cent) underpinned by a high level of housing affordability and 
increasing
 shortages of supply
;

a rebound in real public investment (from -0.9 per cent to
 more than 10
 per cent) due partly to statistical artefacts associated with the privatisation of public utilities (an equal offsetting adjustment occurs for private investment), and partly to the need for existing public utilities to replace rapidly deteriorating infrastructure; 

reduced real growth in business investment (from 16.4 per cent to
 less than 9
 per cent)
, with growth in equipment investment falling from 20.5 per cent to about 9 per cent and g
rowth in non-dwelling construction picking 
up slightly to 
about
 8 per cent
; and

a deterioration in net trade volumes
,
 with the growth of exp
orts falling more sharply
 
due to 
the Asian c
risis and the absence of one-off
 factors
 
than the growth of imports
 due to the slowdown in equipment investment
 and the recent import-weighted 
depreciation of the Australian dollar
. 

We expect little change in the terms of trade, so that the deterioration in net trade volumes is expected to lead to a widening in the current-account deficit, both in US dollars and as a percentage of GDP. 

	We forecast an increase in CPI-inflation in 1998 to 1.6 per cent. The reasons for this increase are: strong growth in nominal unit labour costs; 
and likely increases in service sector and health insurance costs.
 As inflationar
y pressures build, so will pressure on the Reserve Bank to tighten monetary policy. We exp
ect short rates to rise at the end of 1998.
 


	For 1999
, we are forecasting a fall in real GDP growth (to 3.6 per cent), no improvement in the current account deficit (to remain at 5.0 per cent of GDP), and a further rise in CPI-inflation.

�Australia: Forecasts for 1998 and 1999 and other data
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