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2000 in review

Real GDP increased by 3.7 per cent in 2000. The unemployment rate fell, but inflation increased. The introduction of a Goods and Services Tax (GST) in July, coupled with a weaker currency value, led to a rise in consumer inflation. In year-average terms, the Australian dollar depreciated by around six per cent relative to the US dollar in 2000, and by around five per cent against a trade-weighted basket of currencies. 
Policy debate during the year focussed on a variety of issues, including national competition policy, taxation reform and strategies for reducing greenhouse gas emissions. Also high on the agenda was the appropriateness of monetary and fiscal policy settings as signs of falling economic growth emerged during the second half of the year. 

Real GDP and demand

In 2000, real private consumption increased by 3.6 per cent, compared with 5.2 per cent in 1999. Reasons for reduced consumption growth can be traced through to a number of factors, including high and rising levels of consumer debt. These have more than offset the effects of large income tax cuts in July.
Real investment in dwellings increased strongly in the first half of 2000 as households tried to avoid the GST-rise in house prices. This was reversed in the second half of the year, leaving dwelling investment little changed in year-average terms. 

There was a similar year-average outcome for real business investment. However, the aggregate result masks significantly different outcomes for the two major components. Equipment investment increased by over nine per cent in 2000, reflecting, in part, a very high profit share of national income (the highest recorded in forty years), and the anticipation in the second half of the year that interest rates will soon fall. By contrast, non-dwelling construction fell by over twenty-two per cent, due to a sharp slowdown in mining investment, the completion of some large infrastructure projects (mainly transport related), and the end of Sydney's office and Olympics building boom.
Balance on current account

In 2000, the volume of exports increased by 10.6 per cent and the volume of imports increased by 7.5 per cent. Exports rose strongly due, in part, to a low value for the Australian dollar, which boosted the competitiveness of export industries. Services exports were also assisted by strong tourism growth associated with the Olympics. The improvement in the balance between export and import volumes reduced the deficit on trade account. In 1999, Australia had a trade deficit worth about 2.8 per cent of GDP. In 2000, this had narrowed to a little more than one per cent. 

As a per cent of GDP, the deficit on current account fell from 5.9 per cent in 1999 to 4.5 per cent in 2000. All of this change can be attributed to the trade-account improvement. The deficit on income account, which is much larger than the deficit on trade account, changed little as a percentage of GDP between 1999 and 2000.
Productivity, employment and inflation

The unemployment rate fell through most of 2000, finishing the year at 6.6 per cent after falling to 6.4 per cent in September. The CPI increased by 4.7 per cent. Roughly half of that increase was due to the once-off effects of the GST. In 1999, CPI-inflation averaged 1.5 per cent.

Monetary policy

In August 2000, the official cash rate stood at 6.25 per cent, an increase of 1.5 percentage points since the middle of 1999. The cash rate remained at 6.25 per cent through to February 2001. On 6 February, the rate was cut by 0.5 percentage points, with a further cut of 0.25 percentage points occurring on 6 March. Prior to these cuts, monetary policy could best be described as tight: the cash rate was 0.75 percentage points above the corresponding US rate and nearly one percentage point above the local 10-year bond rate. Monetary policy, now, might best be described as neutral. 


Outlook for 2001 and 2002 

An important factor underlying our forecasts for 2001 is the significant weakening in real investment that began in the third quarter of 2000 and intensified in the fourth quarter. In the fourth quarter, real investment in dwellings fell by 15.4 per cent (following a fall of 23.3 per cent in the third quarter), non-dwelling construction fell by 23.2 per cent and investment in machinery and equipment fell by 5.3 per cent. As a result, real GDP contracted by 0.6 per cent, the first quarter-to-quarter contraction in nearly a decade. 

GDP growth is expected to remain weak in the first half of 2001, but not as weak as the recent data might suggest. As noted earlier, the contraction in dwelling investment in the second half of 2000 was exaggerated by the effects of the GST, while the downturn in non-dwelling construction resulted from the completion of a number of large-scale projects.

Overall, we think that GDP growth in 2001 will fall to 2.4 per cent. The major factors underlying this forecast decline are:

· a fall in 
· dwelling investment (growth of -11.9 per cent, compared with 1.1 per cent growth in 2000).
· lower private consumption growth (2.4 per cent in 2001 compared to 3.6 per cent in 2000). Consumption in 2000 was boosted in 2000 by a number of once-off factors associated with the GST (including income tax cuts in July). Without these, consumption growth will fall in 2001. 
Partly offsetting these negative factors, we expect:

· an increase in real business investment (1.9 per cent in 2001 compared to -0.2 per cent in 2000). This is consistent with the latest data from the Australian Bureau of Statistics’ survey of business investment intentions.
· improvements in the balance between export and import volumes. The weak Australian dollar is generally good news for Australia's trade accounts. We expect the currency to remain weak in the first half of 2001, before strengthening in the second half.

The forecast improvement in net trade volumes is expected to lead to a narrowing in the current-account deficit. 

Our forecast for CPI-inflation in 2001 is 3.2 per cent. The GST added about 2.5 per cent to consumer prices in 2000.

For 2001, we are forecasting an increase in real GDP growth to 3.3 per cent, a deterioration in the current account deficit to 4.0 per cent of GDP, and a fall back in CPI-inflation to 2.2 per cent.

Uncertainties

· A hard landing. Our forecasts suggest that the economy will not enter recession in 2001. For 2001 we are forecasting growth of 2.4 per cent and for 2002 growth of 3.3 per cent. In contrast, during the last recession in 1990 and 1991, GDP rose by 1.0 per cent and fell by 1.9 per cent. Recessions, however, are difficult to forecast. Our optimism is based on the expectation that the current downturn in dwelling and non-dwelling construction will be short-lived, and that the slowdown in the rest of the world will have a minor impact on Australia's overall growth prospects. If either of these expectations is not met, then our growth forecasts for 2001 will prove too optimistic. 
· The exchange rate puzzle. The Australian dollar depreciated by 20 per cent relative to the US dollar between October 1999 and March 2001. In trade-weighted terms, the depreciation was about 13 per cent. Many commentators see the slide in the $A as evidence of fundamental imbalance in Australia's trade accounts or as a reflection of an "old-economy" industrial structure.

Against these views, we note that the current account deficit fell in 2000 as a share of GDP, and investment in Australia as a share of GDP was at its highest level since at the least the mid-1980's. The ratio of Australia's net foreign liabilities to GDP has increased gradually over the last decade and accelerated in 1999 and early 2000. However, the acceleration is not necessarily evidence of weakness in the Australian economy. On the contrary, it reflects mainly valuation effects arising from an increase in value of shares on the Australian stock market relative to those on markets elsewhere.

Other variables, (inflation after adjustment for the GST, interest rates and the terms of trade) usually thought to influence the exchange rate, are either neutral or point to an appreciation rather than depreciation. Australia's inflation and interest rates currently are approximately in line with those of its major trading partners and Australia's terms of trade rose strongly in 2000. 

We conclude that the slide in the $A must be regarded as the outcome of unexplainable speculative forces. In these circumstances, we expect a strong correcting appreciation in the second half of 2001 and in 2002. If we are wrong, then our forecasts for the trade and current account balances may prove pessimistic, while our forecast for consumer inflation may prove too low.

CHART

The most newsworthy recent economic development in Australia is the slide in value of the $A. Is this a transitory phenomenon, or does it signal a fundamental weakness requiring sharp changes in the composition of economic activity? This question needs to be answered before we make forecasts for the economy.  
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Australia: Forecasts for 2001 and 2002 and other data(a)

Variable
1999


2000
2001


2002

Increase in real GDP
4.7
3.7
2.4
3.3


Increase in real private consumption
5.2
3.6
2.4
3.5


Increase in real private dwelling investment
6.9
1.1
-11.9
7.2


Increase in real private business investment
4.6
-0.2
1.9
6.4


Increase in real public final demand
5.4
4.9
1.6
2.8







Increase in consumer prices
1.5
4.5
3.2
2.2







Increase in real exports
4.2
10.6
11.7
8.3







Increase in real imports
9.5
7.5
6.8
8.3







Current Account balance ($US Billions)
-22.9
-16.8
-13.2
-20.3







Current Account balance as per cent of GDP
-5.9
-4.5
-3.1
-4.0







Contributions to real GDP growth












Increase in real GDP
4.7
3.7
2.4
3.3


Private consumption


1.4
2.1


Private investment


-0.2
1.0


Government (incl. stocks and stat. disc.)


0.4
0.4


Net exports


0.8
-0.2







Supplementary data












Short interest rate (year-ave)
4.9
6.1




Long interest rate (year-ave)
5.8
6.4




Population growth 
1.3
1.2




Fertility rate 
1.8
1.8




Labour supply
1.3
2.4









Stance of monetary and fiscal policies






Monetary policy


inflationary/neutral
neutral


Fiscal policy


inflationary/neutral
neutral
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