AUSTRALIA: COMMENTARY

1998 in review

Overview


Despite the economic upheaval in parts of Asia, the Australian economy performed strongly in 1998. Real GDP increased by 4.7 per cent, with strong contributions to growth coming from all areas of investment and consumer spending. Inflation fell and the unemployment rate improved. The balance on current account deteriorated. However, this was mitigated somewhat by the ability of Australian exporters to switch markets away from the collapsing Asian economies. 

GDP and its components


In 1998 real private consumption grew by 4.1 per cent, double the rate of growth of real household disposable income. This increase in the average propensity to consume has been attributed to a number of factors:

· a wealth effect, reflecting strong growth in equity prices which has resulted in capital gains (not accounted for in the household income calculation) accruing to an increasing number of Australian households directly owning shares;

· low real interest rates that have led to an increase in the proportion of consumption financed by borrowing; and 

· strong growth in housing investment, which carries with it increased demand for consumer durables such as carpets, curtains and whitegoods. 


Although the growth rates of household and business investment slowed in 1998 they remained strong. Private dwelling investment increased by around nine per cent, reflecting the beneficial impact of interest rate cuts on housing affordability. Real business investment in 1998 grew by around eight per cent. This is the fifth consecutive year of strong growth and brings the ratio of business investment to GDP back to its most recent peak recorded in the late 1980s. Growth in private sector investment has been strongest in infrastructure and communications industries and in Olympic-related activities. Large segments of the infrastructure and communications industries have been privatised over the past three years and with this privatisation has come a surge in investment in new technologies.

Balance on current account


Deterioration in the balance between export and import volumes and a fall in the terms of trade have eroded the balance on trade account. In 1997 Australia had a trade surplus of 0.5 per cent of GDP. In 1998 the surplus had turned into a deficit worth about 2.5 per cent of GDP. Although this is a large turnaround, it is smaller than most analysts had predicted at the start of the year. There have been two major mitigating factors. First, most forecasters underestimated the ability of Australia’s commodity exporters to switch markets away from the collapsing Asian economies in favour of Europe and North America. A switch in export markets was assisted by real devaluation of the Australian dollar versus the European and North American currencies. Second, the grain harvest was larger than had been expected and most of the additional production was exported.


As a per cent of GDP, the deficit on current account increased from 3.1 per cent in 1997 to 5.1 per cent in 1998. All of this increase can be attributed to the deterioration in the trade-account balance. The other major component of the current account, the net-income balance, improved slightly in 1998. This was due to falls in both local and overseas interest rates, which reduced interest payments on Australia’s net foreign debt. 

Employment


The unemployment rate started to respond to strong GDP growth in 1998, with the rate falling below eight per cent for the first time in nearly a decade. For the year as a whole, the unemployment rate averaged 8.1 per cent. The current (January 1999) rate is 7.6 per cent. Other statistics confirm that significant progress is being made in reducing unemployment: surveys of skilled vacancies in 1998 indicate that they are around 15 per cent higher than in 1997; and the average number of hours per week worked as overtime has increased by nearly 6 per cent. 

Inflation


CPI-inflation in 1998 was 0.9 per cent (the Treasury’s underlying rate was 1.6 per cent). Contributing significantly to this result were a decline in mortgage interest charges, further falls in petrol prices; and strong productivity growth that has been accompanied by a subdued rise in nominal unit labour costs. Another contributing factor has been an apparent squeeze on the profit margins of importers - devaluation of the Australian currency has caused CIF prices for imported consumption goods to rise, but this has not been reflected in retail prices. This squeeze on the profit margins of importers is unlikely to be maintained in the medium term and importers are likely to start rebuilding their margins in 1999. 

Financial markets


On money markets, the Reserve Bank followed the US Fed’s lead by cutting short-term interest rates. However, in 1998 the Reserve Bank only cut rates once while the US Fed cut its rates three times. The apparent cautious attitude of the Reserve Bank reflects continued robust growth in the Australian economy, a perception that the Australian dollar may still be open to speculative attack, and fears that inflationary pressures may emerge.


The Australian dollar depreciated against the US dollar and most European currencies during the first half of 1998, but recovered somewhat during the second half of the year. In January 1998, the $US/$AUS rate was 0.67 US cents. In August it had fallen to 55 US cents due to a downturn in commodity prices. Thereafter, cuts in US interest rates relative to Australian interest rates resulted in a modest recovery. Currently the rate is around 63 US cents. In trade-weighted terms, the value of the Australian dollar declined through the year, from an opening index value of 61.9 to a current value of around 54.5. 

Fiscal and monetary policies


Setting of the overnight money market cash rate is the principal tool of monetary policy in Australia. There was only one move in official interest rates in 1998. This occurred in early December, when rates were cut by one quarter of a percentage point. With the progressive easing in rates since the second half of 1996, real short-term interest rates are now at their lowest level in real terms since the end of the 1960s. This easing has stimulated business investment in interest-sensitive areas such as equipment and has accentuated the cyclical upswing in the housing sector which had started early in 1997. 


The Liberal-National Party government led by Prime Minister John Howard was re-elected on 3 October. Fiscal policy during the ten months to October could best be described as neutral. Tax and benefit rates were largely unchanged and cutbacks in the size of the federal government’s workforce continued as planned. The key election proposals of the new government are an introduction of a goods and services tax (GST) with offsetting cuts in income tax rates and privatisation of the remaining two-thirds of the tele-communications group, Telstra. 

Outlook for 1999 and 2000 


We expect GDP growth in 1999 to fall to 2.8 per cent. The major factors underlying this forecast of a decline in GDP growth are:

· lower private consumption growth (3.0 per cent in 1999 compared to 4.1 per cent in 1998) resulting from an increased savings rate. The average savings rate has fallen significantly over the past two years for the reasons outlined in our review of 1998. We expect this to be reversed in 1999 as real interest rates stabilise and growth in dwelling investment declines. A positive factor for consumption growth in 1999 is our forecast of increased growth in employment, which will feed into consumer incomes. 

· zero real growth in dwelling investment (compared with 8.8. per cent growth in 1998). Recent data on housing starts and mortgage approvals indicate that housing investment is now on the downswing phase of its cycle. In our forecasts we assume one further interest rate cut in the first half of 1999. Without this cut we would be forecasting a reduction in dwelling investment for 1999.

· a fall in real business investment (we are forecasting growth of -1.0 per cent in 1999 compared to growth of 7.5 per cent in 1998). This forecast is consistent with the latest data from the Australian Bureau of Statistics’ survey of business investment intentions. The private sector forecaster Access Economics also runs a survey of investor intentions and their survey covers manufacturing, mining and infrastructure projects. Data from the Access Economics survey show that there is a heavy bunching of large resource projects with completion dates in 1999.

Partly offsetting these negative factors we expect an improvement in the balance between export volumes and import volumes (export volumes are expected to grow by 5.5 per cent compared to -0.9 per cent in 1998, while import volumes are forecast to grow by 3.0 per cent compared to 5.3 per cent in 1998). Agricultural export volumes are forecast to grow strongly in 1999 due to good seasonal conditions and good prospects exist for service exports due to a more positive outlook in Asia. The forecast slowdown in import growth is in line with the slowdown in import-intensive areas of demand such as equipment investment.


Our forecasts suggest little change in the terms of trade. Thus the forecast improvement in net trade volumes is expected to lead to a slight narrowing in the current-account deficit, both in US dollars and as a percentage of GDP. 


The forecast for CPI-inflation in 1999 is 2.0 per cent. This represents a small rise from the 1998 rate of inflation, reflecting expectations of increased growth in nominal unit labour costs and in service sector and health insurance costs. Although inflationary pressures are forecast to build, we see little likelihood of the Reserve Bank tightening monetary policy. 


In generating our forecasts for 2000 we have had to make an assumption about the timing of the introduction of the GST. Our assumption for the present forecasts is that the GST and the associated cuts in income tax rates will not take effect before the end of 2000 (the earliest that they can take effect is 1 July 2000). For 2000, we are forecasting an increase in real GDP growth (to 3.5 per cent), a small improvement in the current account deficit (to remain steady at 4.1 per cent of GDP), and a further rise in CPI-inflation (to 2.7 per cent).

Uncertainties

· The GST package. The forecasts reported here assume that the GST package of taxation reforms including income tax cuts does not take effect before the end of 2000. If the GST package were to be implemented at the earliest possible date (1 July 2000), what would be the impacts on the economy? Recent analysis by the Centre of Policy Studies suggests that in the twelve months following implementation: the CPI will increase by 2.5 per cent relative to control (i.e. relative to the level it would otherwise have been); employment will increase by 0.4 per cent, real GDP by 0.3 per cent and real private consumption by about one per cent.
· Japan collapses further, followed by China, resulting in a second round of upheaval in South East Asia. If this were to occur, then Australia’s current account deficit would move further into deficit in both 1999 and 2000 than is currently forecast. The impact on real GDP, employment etc. would depend on the extent that the Asian collapse impacted on our terms of trade and on required rates of return in Australia. If the effects on these variables were mild, as was the case for the most recent Asian crisis, then Australia will come out largely unscathed. However, more severe effects could lead to a recession.
· Greater than expected falls in business investment. We are currently forecasting no growth in real business investment between 1998 and 2000. Given the very strong investment growth since 1993 and the typical experience following such a boom, our forecast is fairly optimistic. If business investment were to fall, this would have a negative impact on employment and GDP growth. 

Australia: Forecasts for 1999 and 2000 and other data(a)

Variable
1997


1998
1999


2000

Increase in real GDP
3.3
4.7
2.8
3.5


Increase in real private consumption
3.1
4.1
3.0
2.2


Increase in real private dwelling investment
13.8
8.8
0.0
1.5


Increase in real private business investment
12.6
7.5
-1.0
1.0


Increase in real public final demand
3.1
3.0
1.1
1.2







Increase in consumer prices
0.3
0.9
2.0
2.7







Increase in real exports
11.3
-0.9
5.5
9.5







Increase in real imports
10.0
5.3
3.0
5.5







Current Account balance ($US Billions)
13.0
18.7
17.8
17.5







Current Account balance as per cent of GDP
-3.1
-5.1
-4.5
-4.1







Contributions to real GDP growth












Increase in real GDP
3.3
4.7
2.8
3.5


Private consumption


2.3
1.6


Private investment


-0.3
0.2


Government (incl. stocks and stat. disc.)


0.0
-0.3


Net exports


0.8
2.0







Supplementary data












Short interest rate (year-end)
5.1
4.8




Short interest rate (year-ave)
5.4
5.0




Long interest rate (year-end)
6.1
5.0




Long interest rate (year-ave)
6.9
5.5




Population growth 
1.1
na.




Fertility rate 
1.8
na.




Labour supply
1.0
1.5




Female participation rate
54.0
54.0









Stance of monetary and fiscal policies






Monetary policy


Easing
Easing


Fiscal policy


Neutral
Stimulatory







(a) Some of these forecasts are based on forecasts in ACCESS Economics Five Year Business Outlook, December quarter 1998.
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