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1996 in review


The Australian economy performed well in 1996:


growth in real GDP increased to 4.0 per cent from 3.5 per cent in 1995;


CPI-inflation fell to 2.6 per cent, two percentage points below its 1995 level; and


the current account deficit narrowed to 3.7 per cent of GDP (5.3 per cent in 1995).


However, some familiar problems remain: high unemployment and (after four years of strong growth) a Federal Government budget deficit.





GDP and its components


The fastest growing element of domestic demand in 1996 was business investment in new equipment and construction. This increased in real terms by 17.7 per cent, following a rise of 10.0 per cent in 1995. The major reason for this strong growth was lower interest rates. Long-term rates have declined through 1995 and 1996, both in real and nominal terms. Business investment is also being driven by the need for productivity gains, deemed necessary to improve competitiveness in local and overseas markets. Private consumption increased by 3.5 per cent in 1996, following a rise of 4.4 per cent in 1995. The outcome for 1996 reflects a combination of fairly strong growth in real household disposable income (HDI), offset by a rise in the savings rate. The latter reverses the downward trend, started in 1990, which has seen household savings as a share of HDI fall from 8 per cent to around 3.5 per cent. The current rate is 4.9 per cent. The rise might reflect a more cautious attitude by consumers, reflecting the unemployment situation.





In contrast to business investment, private investment in dwellings fell by 8.2 per cent in 1996, following a similar fall in 1995. However, housing investment grew strongly in the final quarter of 1996, suggesting that the long-anticipated recovery in housing has started. Housing affordability (a composite indicator based on levels of disposable income, of mortgage interest rates, and of building costs) is currently at a ten year high.





Growth in the volume of exports exceeded growth in the volume of imports in 1996 for the first time since the 1990-1991 recession. Export volumes rose by 10.7 per cent, reflecting, in part, strong growth in grain exports from the drought-affected levels of 1995, and continued strong demand from Asia for Australia’s non-traditional exports (particularly highly transformed manufactures, and financial, business and educational services). Import volumes rose by 8.5 per cent in 1996 due primarily to growth in import-intensive areas of domestic demand.





Balance on current account


The current account deficit/GDP ratio peaked in the first quarter of 1995 at 6.3 per cent. Since then, it has steadily fallen. In 1996, the ratio averaged 3.7 per cent, compared with 5.3 per cent in 1995. The improvement is due entirely to a shift into surplus in the trade account balance. In 1996, all of the current account deficit was due to the net income deficit (net interest payments on overseas debt).





Employment


Unemployment is still a problem. Despite four years of relatively strong growth in real GDP, the unemployment rate remains above 8.5 per cent (c.f. 11.5 per cent in the recession years 1990 and 1991). Unemployment remains high for a number of reasons, including inadequate flexibility in wage setting, and the drive for productivity improvements.





Inflation


CPI-inflation in 1996 was 2.6 per cent, compared with 4.6 per cent in 1995 and 1.9 per cent in 1994. Contributing significantly to the 1996 result was a decline in mortgage interest charges. Inflation has remained low because of wage restraint and a strong commitment by the Reserve Bank to restrain inflationary pressures. Microeconomic reforms in public trading enterprises have also contributed to keeping a lid on price increases..





Financial markets


The value of the Australian dollar increased steadily during 1996. At the end of the year, its value versus the trade weighted index was 59.4, compared with 53.9 a year earlier. This increase was supported by strong commodity prices. On a trade-weighted basis, commodity prices have been on an upward trend since the middle of 1993.





On money markets, short rates fell through the year due to cuts in official cash rates. Long rates, including mortgage rates, followed short rates.





Fiscal policy


The new Liberal/National coalition government’s first budget was delivered in August. In it were announced substantial expenditure cuts totalling over $Aus 7 billion through to the end of June 1998. This is equivalent to about 1.5 per cent of GDP. According to budget forecasts, the Federal budget deficit of $Aus 5 billion in the year to 30 June 1996 should turn to a small surplus in the year ending 30 June 1997, and remain in surplus in the twelve months to 30 June 1998.





Outlook for 1997 and 1998 


GDP-growth is forecast to fall in 1997, to 3.5 per cent. This reflects the balance between: slower growth in private consumption (3.0 per cent) and in business investment (9.8 per cent); a deterioration in net trade volumes (from a surplus equivalent to 0.7 per cent of GDP to a deficit of about 0.1 per cent); and a recovery in housing investment (up 7.0 per cent). Our forecast for private consumption is based, in part, on poor retail sales data for the past three months which has revealed a weakening trend in consumption. Despite the Federal Government’s expenditure cuts for 1997, we expect a positive contribution to growth from government spending due to offsetting increases in state government investment expenditure.





Import volume growth is forecast to rise in 1997 to 9.8 per cent, mainly as a result of an increase in the real exchange rate. Export volume growth is expected to fall for the same reason. The deterioration in net trade volumes coupled with little expected change in the terms of trade is expected to lead to a widening in the current-account deficit, both in US dollars and as a percentage of GDP. 





We are forecasting a further fall in CPI-inflation in 1997 to 1.8 per cent. This is based on the assumption of 4.0 per cent growth in average weekly earnings, keeping real wages adjusted for productivity roughly unchanged. Our optimism on wages reflects the current high level of unemployment which gives unions little scope for negotiating increases in real wage rates.





For 1998, we are forecasting a rise in real GDP growth (to 4.0 per cent), an improvement in the current account deficit (to 3.8 per cent of GDP), and a rise in CPI-inflation.
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