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The Economic Outlook� XE "Economic outlook" �


Australia’s economic outlook is for another year of strong growth. The international economy remains supportive, the underlying economic fundamentals continue to be favourable and policy is directed at raising Australia’s long�term growth potential. Of particular importance for the 1996�97 outlook, inflation is subdued, asset prices are stable and business and consumer confidence remain positive, while corporate profits and the net rate of return on investment are both healthy. In addition, the constraining influences of the housing and stock cycles felt through 1995�96 appear to be waning.


It is against this favourable economic backdrop that the longer�term benefits of fiscal consolidation are� XE "Fiscal consolidation" � being sought. Those longer�term benefits of structural improvements in the budget balance are widely accepted. There is less certainty about the net short�term impacts. In the short term, the direct effects of changes in real Commonwealth expenditure and net transfer payments to individuals and other governments are reasonably clear, but the indirect effects on confidence in the business and household sectors and on financial markets are more difficult to assess. To the extent that private sector activity is boosted because confidence is improved, or market interest rates or the exchange rate are lower than they otherwise would be, the indirect effects provide offsetting influences to the direct contractionary impact of the consolidation. The forecasts presented here incorporate an assumption that possible confidence effects, while significant, do not fully offset the direct short�term effects of the measures, resulting in a small net contractionary impact on activity in 1996�97.


Forecasting Assumptions� XE "Economic forecasts:Assumptions" �� XE "Economic forecasts, assumptions" �� XE "Economic outlook:Assumptions" �


The assumptions underlying� XE "Economic forecasts:Assumptions" �� XE "Assumptions, economic forecasts" � the forecasts for 1996�97 are set out in Panel A of � REF _Ref360961146 \* MERGEFORMAT �Table 2�.


In line with usual practice, the exchange rate is assumed� XE "Economic forecasts, Assumptions:Exchange rate" �� XE "Exchange rate" � to remain broadly unchanged from the average level reached in recent months. After the easing of the drought across much of eastern Australia in 1995�96, normal seasonal conditions are assumed to apply to the farm sector� XE "Economic forecasts, Assumptions:Agricultural sector" �� XE "Agricultural sector" � in 1996�97.


International Economy


The international economy is expected� XE "International economy:Economic outlook" �� XE "Economic forecasts:International economy" �� XE "Major trading partners" �� XE "Economic outlook:International economy" � to remain supportive of solid growth in the domestic economy, with growth in Australia’s MTP of 4¼ per cent expected in 1996�97, broadly similar to 1995�96.


Growth in the United States, while strong� XE "United States" � in the first half of 1996, is expected to slow to a trend rate of around 2 to 2½ per cent. Past increases in long�term interest rates and the appreciation of the US dollar should work to that end. In Japan, factors� XE "Japan" � such as accommodative macroeconomic policies and the sharp depreciation of the yen against the US dollar over the past year should support a gradual recovery over the course of 1996, with growth returning to a medium�term trend rate in 1997. Structural factors will be important in constraining the speed of recovery and the longer�term sustainable growth rate, and recovery is likely to be at a more gradual pace than in the past.


Although the economic outlook for Continental Europe� XE "Western Europe" � continues to be subdued, a gradual pick�up in GDP growth is expected through 1996�97. The German economy will be aided by the favourable impact on trade of the depreciation of the deutschmark against the US dollar since the middle of 1995 and the accommodative stance of monetary policy.


Growth in Australia’s East Asian MTP� XE "East Asia" �� XE "International economic developments:East Asia" � (excluding Japan) is expected to ease in 1996�97, although remain high.


MTP inflation is expected to rise slightly to 3¼ per cent in 1996�97 from 3 per cent in 1995�96. East Asian MTP inflation is expected to continue at the same rate, but a slight pick�up is likely in Australia’s OECD MTP. Crude oil prices are expected to ease in 1996�97 as the significant price rises which occurred in late 1995�96 are unwound.


In the short term, a key uncertainty in the international outlook relates to the pace of economic growth in the United States� XE "United States" �. While the strong growth in the first half of 1996 is expected to slow, there are uncertainties about the timing and magnitude of the slowdown. The strength of the economy is reflected in emerging labour market cost pressures. Although these have not yet been reflected in higher rates of inflation, the margin before price increases intensify is small.


In Japan, while there is no question that fiscal and monetary policy will need to be tightened, difficult judgements have to be made about the balance, timing and magnitudes of the tightening. How deftly those adjustments are made — in the face of considerable uncertainty about the strength of private demand and continued pressure on the financial sector — will determine the pace of recovery.


In Continental Europe� XE "Western Europe" �, with the major economies coming out of a period of negative growth, achieving the right balance of macroeconomic policies and meeting the Maastricht objectives will be a continuing challenge.


The difficulties facing the G3 economies in making the appropriate policy choices are not unusual, happening at a time when two of the economies are at turning points. However, the balance of risks points to the possibility of stronger growth in the world economy, at least over the remainder of 1996. Further out, the expected convergence to growth rates in the range of 2 to 3 per cent in the United States� XE "United States" �, Japan and Germany will be beneficial for world activity but could lead to heightened inflationary and associated interest rate pressures.


Policy reactions in the major economies to any signs of such pressures building will be important. The longer�term effects of the late cycle surge in growth and inflation experienced in the most recent period of growth synchronisation in the late 1980s have made policy makers more alert to the dangers of underestimating reinforcement effects. There are grounds for confidence that any signs of overheating will attract a policy reaction more quickly than in the past in order that the hard won gains on inflation can be retained. More generally, economies are in better shape now than in the late 1980s, with imbalances lower and/or abating and with widespread commitments to fiscal consolidation.


Domestic Economy� XE "Domestic economic outlook" �� XE "Economic forecasts:Domestic economy" �� XE "Economic outlook:Domestic economy" �


The domestic economic forecasts for 1996�97 are summarised in Panels B and C of � REF _Ref360961146 \* MERGEFORMAT �Table 2� and in � REF _Ref362842294 \* MERGEFORMAT �Chart 14�.


The forecasts provide a guide to likely developments in the economy based on key assumptions, historical relationships between economic variables and judgements about likely outcomes.� Attention is best directed at the broad profile represented by the forecasts, rather than at the point estimates which are required for preparing budget estimates of outlays and revenues. The forecasts have been prepared after careful assessment of the underlying assumptions and the identifiable risks and uncertainties surrounding the outlook. These uncertainties are always present, but they appear to be evenly balanced, both in aggregate and for major components.� 


The forecasts are based on national accounts data up to and including preliminary outcomes for the June quarter 1996.


Chart � SEQ Chart \* ARABIC �14�: Contributions to GDP(A) Growth


� LINK Excel.Sheet.5 "\\\\VULCAN\\BUD9697$\\BST_2\\PART1\\CONTR.XLS" "Sheet1![CONTR.XLS]Sheet1 Chart 1" \a \p ���


Source: See Appendix.





Demand and Output


GDP� XE "Gross domestic product" � growth is expected to slow a little to 3½ per cent in 1996�97, with non�farm GDP growth remaining steady and gross farm product rising less rapidly than in 1995�96. In contrast, GNE growth is expected to strengthen to around 4¼ per cent. An acceleration in business investment growth and the waning influences of the stock and dwelling cycles are likely to more than offset slower private consumption growth. Public final demand growth is expected to be slightly stronger than in 1995�96, with the impact of fiscal consolidation on general government expenditure more than offset by the effects of short�term costs associated with fiscal consolidation� XE "Fiscal consolidation" � and stronger public enterprise investment. A substantial deterioration in net export volumes is expected to more than offset the strengthening in GNE growth.


Private consumption growth is expected� XE "Domestic economic outlook:Private consumption" �� XE "Private consumption" �� XE "Consumption:Private consumption" � to moderate to 3 per cent in 1996�97, an outcome slightly below the average of the past twenty years. While continuing at a solid rate, real household disposable income growth is expected to slow relative to the 1995�96 experience. In part, this easing reflects the impact of slower growth in transfer payments to individuals, but it is also influenced by a fall in farm incomes, albeit from a relatively high level, and slower employment growth. Continued steady growth in private sector net wealth should also support consumption. In year�average terms, the household saving ratio� XE "Domestic economic outlook:Household saving ratio" �� XE "Household saving ratio" �� XE "Saving: Household saving ratio" � in 1996�97 is forecast to be similar to that recorded in the past two years.


General uncertainties surrounding the outlook for consumption primarily relate to prospects for disposable income, and hence wages and employment (both discussed below). However, a more specific uncertainty concerns likely movements in the household saving ratio� XE "Household saving ratio" �� XE "Saving: Household saving ratio" �. Despite the upward revision in the June quarter 1996 National Accounts, the saving ratio is still at historically low levels. Consequently, it is possible that consumers might start to rebuild savings, leading to lower private consumption growth. As noted earlier, however, this issue is complicated by the propensity for the saving data to be revised.


Table � SEQ Table \* ARABIC �2�: Budget Forecasts and Forecasting Assumptions�  XE "Economic forecasts, table" �� XE "Domestic economic outlook:Forecast table" �� XE "Economic forecasts:Forecast table" �(a)


� LINK Excel.Sheet.5 "\\\\VULCAN\\BUD9697$\\BST_2\\PART1\\TABLE2.XLS" "FCTABLE!R2C1:R68C8" \a \p ���


(a)	Percentage change on preceding year unless otherwise indicated.


(b)	Calculated using annual original data.


(c)	1995�96 outcomes are Treasury estimates.


(d)	Real GDP or gross national product.


(e) 	Average 1989�90 prices.


(f)	Percentage point contribution to growth in GDP (Average measure).


(g)	Average earnings (national accounts basis). Excluding the expected impact of Commonwealth voluntary redundancies, forecast earnings growth in 1996�97 is 4½ per cent.


(h)	Estimate in the final column represents the forecast level in the June quarter 1997.


A slow recovery in dwelling investment� XE "Domestic economic outlook:Dwelling sector" �� XE "Dwelling sector" � is expected to begin during the course of 1996�97, consistent with leading indicators for this sector. There has been some reduction in the large excess supply of dwellings built up during the latest housing upturn. Housing affordability is likely to remain high — mortgage interest rates have fallen, house prices are rising slowly and growth in household income is solid. Continued income growth may also stimulate stronger investment in alterations and additions. 


The pace of the recovery is likely to be restrained by the continuing excess supply of housing and the possibility of a lower level of underlying demand than in previous cycles. However, because desired household formation is not directly measurable, estimates of underlying demand for housing, the current level of oversupply and the speed with which it might be reduced are uncertain. Excess supply at the national level also masks regional and sectoral differences — for example, in some market segments such as medium�density housing in inner�city areas of Sydney and Melbourne, low vacancy rates suggest there may already be excess demand. As a result, the timing and strength of the upturn in activity are likely to vary across States and across market sectors.


Growth in business investment is expected� XE "Domestic economic outlook:Business investment" �� XE "Business investment" �� XE "Investment:Business investment" � to strengthen in 1996�97, consistent with a positive investment environment. Aggregate capacity utilisation remains high, business confidence is positive and profits are expected to continue rising, maintaining the corporate profit share and the net rate of return on the corporate capital stock around current levels.


Surveys of investment intentions for 1996�97 support this positive outlook. The second Capex estimate (taken in April/May 1996) is around 14 per cent higher than the first estimate (taken three months earlier) and is 23 per cent higher than the comparable estimate for 1995�96. While expectations are strong for both construction and equipment investment, the picture varies across the major industry sectors. Mining and service�related sectors are anticipating strong growth in investment, with more modest outcomes expected for manufacturing. This is consistent with the relatively lower levels of capacity utilisation and the more subdued trading outcomes reported in manufacturing. Nevertheless, the prospect of an upturn in the dwelling and stock cycles suggests a more positive outlook for activity in this sector which, in turn, should support investment levels toward the end of the year and beyond.


Non�dwelling construction is expected to grow particularly strongly through 1996�97, supported by continuing solid growth in engineering construction (reflecting a number of major road constructions, mining infrastructure projects and private sector Olympic developments), as well as strength in some components of non�residential building. As a share of GDP, it is likely to remain well below earlier peaks, but in line with average historical experience. Equipment investment will be stimulated by the favourable influences identified above and, as a share of nominal GDP, is expected to rise to a level around the average experienced since the early 1960s.�


The results of the capital expenditure intentions survey have been interpreted conservatively in forming these forecasts. However, as always, the outlook for business investment is susceptible to shifts in business confidence and actual outcomes can differ widely from initial estimates. With the outlook being uneven — concentrated more in the mining and service�related industries — changed perceptions about underlying influences (such as commodity prices) could have a large impact in either direction.


Private non�farm stocks are expected� XE "Domestic economic outlook:Private non-farm stocks" �� XE "Private non-farm stocks" � to make no contribution to growth in 1996�97, while ongoing sales growth is expected to be sufficient to enable a continued moderate decline in the stocks�to�sales ratio. Considerable uncertainty continues to surround likely developments in the stock cycle. Although the stocks�to�sales ratio appears broadly consistent with longer�term trends, surveys generally indicate that businesses have not reduced stock levels to the extent intended, suggesting that there may still be some correction over the course of 1996�97.


Growth in public final demand is forecast� XE "Domestic economic outlook:Public final demand" �� XE "Public final demand" � to strengthen in 1996�97. Public consumption expenditure� XE "Consumption:Public consumption" �� XE "Public consumption" � is expected to rise at a similar rate as in 1995�96. At the Commonwealth level, implementation of election commitments will partially offset the impact of the fiscal consolidation measures on public spending in the short term. Overall, in constant price terms, Commonwealth consumption expenditure is forecast to rise slightly. Other than in 1995�96, when growth was constrained by the deferral of planned expenditure, the forecast growth rate is among the lowest since 1979�80. At the State and local level, some further moderation in consumption growth is in prospect, in line with ongoing fiscal reforms.


The strengthening of overall public final demand growth thus reflects an acceleration in public investment� XE "Investment:Public investment" �� XE "Public investment" � growth. At the Commonwealth level this will predominantly reflect Telstra’s investment programme. State and local public enterprise investment should strengthen from its 1995�96 level which was affected by the sale of large electricity�related assets.�


The farm sector is expected� XE "Domestic economic outlook:Agricultural sector" �� XE "Agricultural sector" � to make only a small contribution to GDP growth in 1996�97 as growth in farm production slows after the rebound in 1995–96. Crop harvests are expected to rise as a result of increases in area sown, but the rate of increase will be well below that of 1995�96. Falling wool clips will be a restraining influence on total farm production. While remaining at a relatively high level, farm income is expected to fall in 1996�97 as lower rural prices and increased costs outweigh the effect of the modest increase in output. 


A sharp acceleration in import volume� XE "Domestic economic outlook:Import volumes" �� XE "Imports:Import volumes" � growth is expected to result from the stronger outlook for import�intensive components of demand and the lagged response to relative price movements in favour of imports. Export volume growth is expected� XE "Domestic economic outlook:Export volumes" �� XE "Exports:Export volumes" � to remain strong, supported by increases in domestic capacity and a favourable international environment. However, some easing in growth is expected relative to 1995�96, reflecting the extent to which exports of some non�rural commodities and elaborately transformed manufactures were boosted by transitory factors in that year. Overall, in contrast to the previous year, net export volumes are expected� XE "Current account deficit:Net exports" �� XE "Domestic economic outlook:Net exports" �� XE "Net exports" �� XE "Exports:Net exports" � to detract from growth in 1996�97.


Wages and Profits


Wage pressures, which� XE "Domestic economic outlook:Average earnings" �� XE "Average earnings" � started to build in the second half of 1994�95, are expected to remain present in 1996�97. While there has been some moderation in the growth in AWOTE for full�time adults in recent quarters, other more forward�looking indicators have been less encouraging. Wage outcomes from enterprise agreements rose steadily during 1995 and have continued to move up in 1996. The Department of Industrial Relations’ Workplace Agreements Database indicated a pick�up in the average annual wage increase per employee for formal Federal wage agreements from around 4 per cent in late 1994 to over 5 per cent in the first half of 1996.


Over the forecast period, wage pressures overall are not expected to intensify but are nonetheless likely to require continued policy vigilance. Influences expected to prevent further acceleration in wage growth are the continuing relatively high level of unemployment, the marked slowing in inflation and the continuing competitive pressures faced by business. Abstracting from the effects of Commonwealth voluntary redundancies, average earnings are forecast to grow by 4½ per cent in 1996�97.


The risks around the wage outlook, though reasonably balanced, are an important area of uncertainty for future employment growth and inflation and for the outlook for the economy more generally. To the extent that lower inflation, continuing high levels of unemployment and competitive business conditions combine to keep wage outcomes lower than forecast, there will be positive effects on inflation and employment growth. On the other hand, if the recent increase in the size of enterprise bargaining claims translates into higher outcomes and — more importantly — spreads, this would boost wage growth with adverse consequences for employment and inflation. The possibility of higher wage outcomes in key sectors (for example, in the metals, construction and transport sectors) spreading more widely and the ACTU’s recent ‘living wage’ claim succeeding in its present form pose the greatest risks to aggregate wage outcomes.


Wages, salaries and supplements income growth is forecast to decelerate from 1995�96, as the slowing in year�average employment growth more than offsets the strengthening of wage growth (after incorporating the effects of Commonwealth redundancies). Corporate profit growth� XE "Domestic economic outlook:Company profits" �� XE "Company profits" � is forecast to strengthen in 1996�97, with growth in productivity exceeding growth in real producer wages. Consequently, the profit share is expected to rise slightly in 1996�97. The net rate of return on capital is expected to rise, as growth in profits is forecast to exceed growth in the net capital stock (in nominal prices).


Employment and Unemployment


With continued non�farm GDP growth and an expected deceleration in real wage growth, employment growth should accelerate� XE "Domestic economic outlook:Employment" �� XE "Employment" � through 1996�97. However, a slowing in employment growth in year�average terms is likely given the weak outcomes in the second half of 1995�96. The current level of job vacancies and the expectations reported in business surveys support a short�term outlook of modest employment growth.� 


Increasing employment opportunities and higher real wages through the course of 1996�97 should encourage people to enter or re�enter the workforce, resulting in modest rises in the participation rate� XE "Domestic economic outlook:Participation rate" �� XE "Participation rate" �. With the labour force expected to grow solidly through 1996�97, the unemployment rate is expected� XE "Unemployment rate" �� XE "Domestic economic outlook:Unemployment rate" � to decline only gradually to around 8¼ per cent in the June quarter 1997, compared with 8.6 per cent in the June quarter 1996.


As always, uncertainties about the labour market outlook relate to those surrounding activity and real wages, and the ongoing impact of social and demographic factors on the participation rate� XE "Participation rate" �.


Prices


The underlying rate of inflation� XE "Domestic economic outlook:Underlying rate of inflation" �� XE "Underlying rate of inflation" �� XE "Inflation:Underlying rate of inflation" � is forecast to be 2¾ per cent in the year to the June quarter 1997, slightly below the outcome in the year to the June quarter 1996.


The pass�through into retail prices of lower import prices was an important moderating influence on underlying inflation during much of 1995�96. Although the extent of pass�through is dependent on demand conditions and competitive pressures, historical relationships suggest that much of the total impact is still to be reflected in retail prices. The stronger exchange rate is thus likely to be an important moderating influence on underlying inflation in the year ahead.


A moderate acceleration in nominal unit labour cost growth through 1996�97 is likely to maintain some upward pressure on prices. Although wage growth (excluding redundancies) is expected to remain similar to that in the previous year, some easing in labour productivity growth — towards its structural rate — is expected through 1996�97 following the cyclical catch�up through 1995�96.


‘Headline’ CPI inflation� XE "Domestic economic outlook:Consumer Price Index" �� XE "Consumer Price Index" �� XE "Inflation:Consumer Price Index" � is expected to be lower than underlying CPI inflation in 1996�97, mainly as a result of falls in mortgage interest charges following recent cuts to mortgage interest rates by financial institutions.


Broader measures of prices, such as the domestic demand and GNE deflators, are also expected to increase only slowly, reflecting low consumer price inflation and falls in the prices of investment goods. The increase in the non�farm GDP deflator is also expected to be low, although slightly higher than the domestic demand deflators because of the forecast improvement in the terms of trade� XE "Current account deficit:Terms of trade" �� XE "Terms of trade" �.


The Current Account


The current account deficit is forecast to fall slightly� XE "Domestic economic outlook:Current account deficit" �� XE "Current account deficit" � in 1996�97, to around 4 per cent of GDP. A rise in the net income deficit� XE "Current account deficit:Net income deficit" �� XE "Net income deficit" � and the deterioration in net export volumes (discussed above) will be offset by a continued improvement in the terms of trade� XE "Current account deficit:Terms of trade" �� XE "Terms of trade" �.


The expected rise in the terms of trade� XE "Current account deficit:Terms of trade" �� XE "Terms of trade" � over the course of 1996�97 is not anticipated to be as strong as in recent years. This deceleration primarily reflects the outlook for commodity prices in foreign currency terms, with weakness in rural prices (resulting from an easing in grain prices from the high levels recorded in 1995�96, and continued weakness in wool and beef markets) offsetting rises in non�rural prices.


�	For a discussion of economic forecasts and their role in the policy decision making process, see the article entitled ‘Macroeconomic Forecasts: Purpose, Methodology and Performance’ in the Autumn 1996 edition of the Treasury Economic Roundup.


�	The risks related to the outlook are discussed throughout the presentation of the forecasts. This consolidated approach differs from the structure of Part I of Statement 2 in the previous two budgets.


� 	Reflecting the impact on constant price estimates of changing price relativities since the last base period (1989�90), particularly in relation to computers, current price ratios are considered to provide a better indication of movements over time than ratios based on constant prices.


�	The sale of physical assets from the public sector to the private sector reduces public investment and raises private investment. Thus, the sale of assets in 1995�96 lowered growth in State and local public enterprise investment in that year but will boost the measured growth rate in 1996�97.


�	For a discussion of employment and job vacancies, see the article entitled ‘The Relationship Between Job Vacancies and Employment Growth’ in the Winter 1996 edition of the Treasury Economic Roundup.
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