AUSTRALIA: COMMENTARY

1999 in review

1999 was another strong year for the Australian economy. Real GDP increased by more than four per cent for the fourth successive year. The unemployment rate fell, and though inflation increased, it remained below the Reserve Bank's target level. 

Policy debate in 1999 focussed on taxation reform, particularly the Goods and Services Tax (GST) which will be introduced in July 2000. Implementation of the GST will involve large changes in the mix of indirect tax rates, with a compensatory cut in income tax. 

Real GDP and its components

In 1999 real private consumption grew by 4.4 per cent, compared with 4.1 per cent in 1998. Reasons for strong consumption growth can be traced through to a number of factors, including low real interest rates and a wealth effect arising from large capital gains on equity holdings.
Growth in household and business investment slowed in 1999. Recent forward indicators for the housing market, however, indicate that household investment will rise substantially in the lead up to the GST (it is estimated that the GST will raise the price of building or renovating by over five per cent). The slowdown in business investment has been most marked in the area of non-dwelling construction. Activity in this area has slowed as projects finish off ahead of the Olympics and as some large mining projects near completion.
Balance on current account

In 1999 the volume of exports increased by 3.9 per cent compared with a rise of 7.7 per cent in the volume of imports. This deterioration in the balance between export and import volumes has seriously eroded the balance on trade account. In 1998 Australia had a trade deficit worth about 2.5 per cent of GDP. In 1999 this had widened to over four per cent. 

As a per cent of GDP, the deficit on current account increased from 4.9 per cent in 1998 to 5.6 per cent in 1999. All of this increase can be attributed to the deterioration in the trade-account balance.
Productivity, employment and inflation
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The unemployment rate fell through 1999, finishing the year at 6.7 per cent. CPI-inflation, while remaining low, increased from its level in 1998 due mainly to strong growth in housing and petrol prices. In 1999 CPI-inflation averaged 1.5 per cent, compared with 0.9 per cent in 1998.

The recent period of low inflation in Australia is a reflection of low wage growth and strong growth in productivity (real GDP per hour worked). Chart 1 shows annual rates of growth in the GDP price deflator, the average wage rate (nominal unit labour costs) and productivity over the last ten years. In this period productivity grew at an average annual rate of 2.2 per cent, while nominal wages grew by only 2.0 per cent. This implies a 0.2 per cent average annual decline in unit labour costs. Over the same period, the GDP deflator increased at an average annual rate of 1.7 per cent.
Monetary policy

Official interest rates remained steady throughout 1999. This brought to an end the series of official cuts that had started in the second half of 1996 and which has seen real short-term interest rates falling to their lowest level since the end of the 1960s. In January 2000, official interest rates were increased by 0.5 of a percentage point.


Outlook for 2000 and 2001 


We think that GDP growth in 2000 will fall to 3.4 per cent. The major factors underlying the forecast of a decline in GDP growth are:

· a reduction in 
· dwelling investment growth (growth of 1.4 per cent, compared with 4.2. per cent growth in 1999). The GST-induced surge in dwelling investment in the first half of the year is forecast to be reversed in the second half of the year. 
· a decline in real business investment (a fall of 3.0 per cent in 2000 compared to growth of 2.5 per cent in 1999). This is consistent with the latest data from the Australian Bureau of Statistics’ survey of business investment intentions. 
Partly offsetting these negative factors, we expect:

· higher private consumption growth (5.1 per cent in 2000 compared to 4.4 per cent in 1999). This largely reflects the boost to disposable income afforded by the income tax cuts in July. Almost $13 billion of income tax cuts will come into effect at this time, producing a fall in the average rate of labour income tax from about 24 per cent to just over 20 per cent. 
· an improvement in the balance between export and import volumes. Agricultural export volumes are forecast to continue to grow strongly in 2000, with very good prospects existing for service exports (including tourism) due to a more positive outlook in Asia and to the Olympics. 

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

Our forecast for CPI-inflation in 2000 is 4.4 per cent. The consensus among forecasters is that the GST will add between 2.5 and 3.0 per cent to consumer prices in 2000. 

For 2001, we are forecasting a further decrease in real GDP growth (to 2.9 per cent), little improvement in the current account deficit (to remain at 4.4 per cent of GDP), and a fall back in CPI-inflation (to 2.5 per cent).

Uncertainties

· The GST and inflation. Recent analysis by the Centre of Policy Studies (COPS) suggests that in the twelve months following implementation: the CPI will increase by 2.5 per cent relative to the level it would otherwise have been; employment will increase by 0.4 per cent and real GDP by 0.3 per cent. This analysis assumes that in making wage bargains workers think in terms of real after-tax wage rates, meaning that their wage demands would be moderated by the income tax cuts which are part of the GST package. However, what if workers bargain in real before-tax terms? This would make income tax cuts irrelevant to short-run wage negotiations. Under these circumstances, implementation of the GST would generate a short-run jump in wage rates in line with the GST-induced jump in consumer prices. In response, interest rates would rise, leading to much less optimistic outcomes than indicated by the COPS' analysis.
· Oil prices. $US crude oil prices doubled through 1999. In our forecasts we have assumed that the price of oil will remain steady through to the middle of 2000, before declining. This is an optimistic view. If oil prices were to continue to rise in 2000, interest rates here and overseas would rise above forecast levels, with negative implications for investment, employment and real GDP.
Australia: Forecasts for 1999 and 2000 and other data(a)

Variable
1998


1999
2000


2001

Increase in real GDP
4.8
4.4
3.4
3.2


Increase in real private consumption
4.1
4.4
5.1
2.7


Increase in real private dwelling investment
10.8
4.2
1.4
0.0


Increase in real private business investment
6.4
2.5
-3.0
10.2


Increase in real public final demand
0.2
5.3
-0.5
5.5







Increase in consumer prices
0.9
1.5
4.4
2.5







Increase in real exports
-0.1
3.9
11.5
7.1







Increase in real imports
6.0
7.7
3.6
9.8







Current Account balance ($US Billions)
-18.1
-21.8
-19.7
-22.1







Current Account balance as per cent of GDP
-4.9
-5.6
-4.6
-4.6







Contributions to real GDP growth












Increase in real GDP
4.8
4.3
3.4
3.2


Private consumption


3.0
1.5


Private investment


-0.3
1.2


Government (incl. stocks and stat. disc.)


0.0
0.1


Net exports


0.7
0.1







Supplementary data












Short interest rate (year-ave)
4.9
4.7




Long interest rate (year-ave)
5.6
5.8




Population growth 
1.1
1.2




Fertility rate 
1.8
1.8




Labour supply
1.3
1.4









Stance of monetary and fiscal policies






Monetary policy


deflationary
neutral


Fiscal policy


inflationary
neutral







(a) Some of these forecasts are based on forecasts in ACCESS Economics Five Year Business Outlook, December quarter 1999.

Time series for real GDP per person employed over the 1990s


1990
1991
1992
1993
1994
1995
1996
1997
1998
1999

Level of ratio*
0.0563
0.0570
0.0587
0.0607
0.0619
0.0616
0.0635
0.0656
0.0674
0.0687

Percentage change
2.0
1.2
3.1
3.3
2.0
-0.4
3.1
3.3
2.7
1.9

* Ratio is in units of $million/000 persons.
� EMBED Excel.Sheet.8  ���
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Sheet1

				1990		1991		1992		1993		1994		1995		1996		1997		1998		1999

		Productivity		1.4		1.3		3.0		3.0		1.7		0.3		2.1		3.2		3.6		2.5		2.2052675832

		Unit labour costs		7.4		2.3		1.3		0.2		0.4		2.7		2.5		1.2		0.6		1.5		1.9912616046

		GDP deflator		4.5		2.3		1.6		1.5		0.8		2.0		1.6		1.4		0.6		1.0		1.7246816912
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