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The top six reasons the RBA should not cut rates
[bookmark: _GoBack]In this Weekly, we set out six reasons why the RBA should not cut rates.  Before that, it’s worthwhile to review Friday’s US payrolls report that was one out of the box, softer than expected in almost all respects.  Not only was there a downside surprise on the headline payroll number (142k vs. 201k expected) both July and August were revised down not up as many expected, August’s by 37k to 136k and July’s by 22k to 223k.  
That is the final payrolls report before the upcoming October 29 FOMC, this payrolls report now virtually ruling out Fed rate lift-off then.  The next day sees the release of the first estimate of US Q3 GDP, the Atlanta Fed’s GDPNow latest estimate dialled back to +0.9% from 1.8% on the back of recently weaker goods trade data for August, US net exports now estimated to detract 0.9% points from Q3 GDP growth, down from -0.2% points.  
So far, the fallout for the AUD has been quite benign with the AUD up a modest 0.21% to 0.7045 from lower US yields and a softer USD on Friday night, the AUD trading at around 0.7050 in early morning trade today.  
Six reasons the RBA should not cut rates
The RBA Board is likely to leave the cash rate at 2% tomorrow and the accompanying Statement is likely to again signal only a modest easing bias - one which suggests that if economic conditions were to deteriorate that the Bank could further support growth, but also, which suggests little inclination to lower rates further at this point in time. 
What follows then is our top six reasons why we think the Bank should not cut interest rates again anytime soon, but also consider what circumstances could bring the Bank back to the table.
1. The non-mining economy is improving. 
Perhaps this is stating the obvious, but the case for a further cut in interest rates will remain weak in the near-term, while the data continue to suggest that the non-mining economy is strengthening, especially at a pace that is sufficient to offset the impact on the labour market from the weakness in mining investment and lower commodity prices. 
[image: ]
The changed growth mix is evidenced by improving trends in business conditions and capacity utilisation in the NAB business survey and in rising job advertising, and indeed the trends for business conditions and job advertising are both currently more consistent historically with rates tilting higher than being lowered further. 
Chart 1: Capacity utilisation improving


2. Mining investment, business investment and commodity prices are not interest sensitive.  
We think it’s also important to recognise that monetary policy cannot directly address the main sources of weakness or restraint on Australia’s economic growth at the current time. Irrespective of the level of interest rates, major mining investment projects will complete over the next 18 months. And commodity prices are also insensitive to interest rates, although a lower $A may offset some part of weaker US$ commodity prices. While the Bank would like to see stronger non-mining investment – and while interest rates are part of any business case – any significant business investment will consider a broad range of factors of which interest rates are only one variable – and where small changes are not significant to the outcome of the business case.
3. Still lower interest rates would boost the rate sensitive sectors of the economy and increase financial risks.
Third, the interest rate sensitive sectors of the economy – predominantly housing and admittedly with a significant Chinese tailwind – are responding well to lower interest rates, with a significant upswing in housing construction underway. Indeed, the strength of the upswing in investor lending has led to action from the regulator and also to continued warnings from the RBA about potential risks to financial stability. Cutting interest rates further, without a significant negative development in the outlook for the Australian economy, would counteract the intent of these macroprudential policy moves and risk renewed house price rises and borrowers becoming over-stretched.
4. Rates are already very low and the full impact of the cuts to 2% in H1 2015 is still to flow through.
It’s also hard to argue that the current level of interest rates is proving a hindrance to the economy or unduly rationing the availability of credit. Indeed, in the NAB June quarter business survey, only 2.5% of firms cited interest rates as a constraint on profitability, whereas just over 50% of firms cited demand as a constraint on profitability. Some of the impact of the two rate cuts in the first half of 2015 is still flowing through to the economy, as is the benefit to growth from the lower $A of recent months. The RBA must be (and usually is) very cognisant of the lags that operate both with changes in interest rates and the exchange rate.
5. The $A is now more clearly supporting growth.
Fifth, the $A has now fallen to a level where it is more clearly supporting growth. Anecdotes of stronger domestic tourism abound. The lower $A would also be offsetting some of the weakness in US$ commodity prices. And importantly, the $A has fallen recently independently of US and Australian interest rate developments, which is a break from the situation a few months back, when the Aussie was stubbornly high in the face of declining commodity price fundamentals.
6. The RBA only has 200bps of rate cuts left
Our final argument incorporates many of the top five arguments. Given the above conjunction whereby the economy appears to be strengthening, the interest rate sensitive sectors are strong (and in some aspects, too strong), the currency has fallen, there is still some further boost coming through from previous rate cuts and the weakness in the economy cannot be addressed with rate cuts, it would seem irresponsible for the RBA to use part of its remaining monetary policy arsenal for what would likely be little benefit at the present time (and which conceivably might add to medium-term problems for the economy). Until there is a clear case for lower rates, the remaining policy ammunition should be conserved in case a significant shock was to hit the economy.
So what could bring the RBA back to the table?
So what events or developments would need to occur to cause the RBA to reassess monetary policy and decide to cut rates? For us, there are three to four issues that deserve consideration:
· The most obvious catalyst would be a significant deterioration in the global growth outlook. This argument deserves further explanation however. Already, a slowdown in Chinese housing construction and other indicators of industrial activity, in conjunction with substantially increased commodity supply, has resulted in a significant weakening in the mining sector, which is arguably in recession. With the RBA’s rate cuts and the currency fall out of sync with these developments, that weakness has not been mirrored in Australia’s non-mining economy, while to date, the US economy has continued to improve in spite of China’s woes. Currently, we are monitoring whether recent developments in China significantly impact either US or European growth or the parts of Chinese demand that have still been providing strong support for Australian growth, namely, tourism and housing investment. Evidence of any such development would likely show up in renewed deterioration in business conditions, weaker job advertising and a renewed rise in unemployment. It has yet to do so.
· Relatedly, another financial crisis would likely see the RBA spring quickly to action. This could have its genesis either in China, or as a result of the Fed finally raising interest rates. But again this has not happened and the RBA is not likely to pre-empt something that may not happen.
· Third and perhaps the most likely scenario to upset our forecast that the RBA has finished cutting rates for this cycle, is the possibility that in 6-12 months’ time, if the unemployment rate had stabilised but had shown little decline and was not forecast to decline soon, the Bank may decide that it has scope to try to reduce the unemployment rate more quickly. This would particularly be the case, should the housing market have cooled further due to recent policy moves.
· Finally, and also something of a longer term possibility rather than a current reality, it’s possible that if the Fed were to remain on hold for an extended period that the conditions could emerge whereby 2% cash rates again look very attractive on a global basis, attracting significant capital to Australia resulting in renewed appreciation in the $A that runs counter to our economic fundamentals. That could again prompt the RBA to think about lowering interest rates.
Market implications
The market is pricing 37bps of cuts over the year ahead. Given our view on the RBA detailed above, our rate strategists see the short end as getting close to sell levels.

The week ahead
The main focus points for the market in the week ahead are ANZ Job Ads on Monday – which is also a public holiday in NSW, ACT, Qld and SA – and the RBA’s meeting on Tuesday. We’ll also be watching the trade balance on Tuesday (where we look for a modest improvement to $2.3bn, on the back of slightly lower imports and stronger iron ore exports – note that to date, iron ore shipments continue to breach new records). Housing finance data on Friday should show a decent 5-6% m/m bounce. Most interest will be on the words issued by the RBA. Also please note that Australia switched to daily savings time on Sunday morning (GMT/UTC+11).
ivan.colhoun@nab.com.au
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CountryEconomic Indicator Period Forecast Consensus Actual Previous GMT AEST

AU AiG PSI Services Sep 55.6 23.30 9.30

AU TD-MI CPI gauge MoM/YoY Sep 0.1/1.7 0.30 10.30

AU ANZ Job Advertisements MoM Sep 1 1.30 11.30

JN Nikkei Services/Composite PMIs Sep 53.7/52.9 2.35 12.35

GE Markit Services/Composite PMIs Sep F 54.3 54.3/54.3 8.55 18.55

EZ Markit Services/Composite PMIs Sep F 54 54/53.9 9.00 19.00

EZ Sentix Economic Indices Euro A Oct 11.8 13.6 9.30 19.30

UK Markit/CIPS Services/Composite PMIs Sep 56 55.6/55.1 9.30 19.30

EZ Retail sales MoM/YoY Aug 0 0.4/2.7 10.00 20.00

EZ Eurostat Retail Sales Eurozone Aug 1.7 2.7/55.6 10.00 20.00

US Markit Services/Composite PMIs Sep F 55.6 55.6/55.3 14.45 0.45

US Markit Us Composite Pmi Sa Sep F 55.3 14.45 0.45

US ISM Non-Manufacturing  Sep 57.5 59 15.00 1.00

US Labour Market Conditions Index change Sep 1.4 2.1 15.00 1.00

NZ NZIER Business Opinion Survey 3Q 5 22.00 8.00

AU ANZ Roy Morgan Weekly Consumer Confidence Index Oct 4 110.6 23.30 9.30

AU Trade balance Aug -2300 -2400 -2460 1.30 11.30

AU RBA cash rate target Oct 6 2 2 2 4.30 14.30

GE Manufacturing orders MoM/YoY Aug 0.5 -1.4/-0.6 7.00 17.00

CA Merchandise trade Aug -1.07 -0.59 13.30 23.30

US Trade balance Aug -47.1 -41.86 13.30 23.30

CA Ivey Purchasing Managers Index Sep 54 58 15.00 1.00

EC ECB's Draghi Speaks in Frankfurt 18.00 4.00

US Fed's Williams Gives Outlook Speech in San Francisco 22.30 8.30

AU AiG PCI Construction Sep 53.8 23.30 9.30

JN Bank of Japan Policy Meeting 4.00 14.00

JN Leading Index Aug P 103.4 105 6.00 16.00

GE Industrial production MoM/YoY Aug 0.2 0.7/0.5 7.00 17.00

AU RBA's Debelle gives address to the Australian Financial Markets Report 8.05 18.05

UK Industrial production MoM/YoY Aug 0.3 -0.4/0.8 9.30 19.30

NZ Anz Truckometer Heavy Traffic Sep -0.6 22.00 8.00

UK Rics England & Wales Housing M Sep 55 53 0.10 10.10

JN Machinery orders MoM/YoY Aug 3 -3.6/2.8 0.50 10.50

JN Japan Balance Of Payments Curr Aug 1226.9 1808.6 0.50 10.50

JN Balance of Payments Curernt account, sa ¥bn Aug 1291.1 1321.8 0.50 10.50

AU RBA's Simon Gives Speech in Sydney 4.05 14.05

JN Japan Bankruptcies Cases With Sep -13.06 5.30 15.30

AU Australia Official Reserve Ass Sep 71.2 6.30 16.30

UK BoE Bank rate Oct 8 0.5 12.00 22.00

EC ECB's Praet Speaks in Mannheim, Germany 14.00 0.00

EC ECB account of the monetary policy meeting 14.00 0.00

CA Canada Mortgage And Housing Co Sep 202.5 216.924 13.15 23.15

US Us Initial Jobless Claims Sa Oct 3 274 277 13.30 23.30

CA New Housing prices MoM/YoY Aug 0.2 0.1/1.3 13.30 23.30

US Fed's Bullard to Give Welcome at Symposium on Savings 14.30 0.30

US Fed's Kocherlakota Gives Welcoming Remarks in Mankato, MN 18.00 4.00

US U.S. Fed Releases Minutes from Sept. 16-17 FOMC Meeting 19.00 5.00

US Fed's Williams Gives Outlook Speech in Spokane 20.30 6.30

NZ Credit card spending MoM/YoY Sep 0.5/0.1 22.45 8.45

NZ Nz Debit Credit Card Total Spe Sep 0.1 22.45 8.45

AU Owner-occupied loans, MoM # Aug 6 4.7 0.3 1.30 11.30

UK Trade balance Aug -2150 -3371 9.30 19.30

CA Unemployment rate Sep 6.9 7 13.30 23.30

CA Employment Change Sep 10 12 13.30 23.30

US Import prices, MoM/YoY Sep -0.5 -1.8/-11.4 13.30 23.30

US Us Import Price Index By End U Sep -11.2 -11.4 13.30 23.30

US Fed's Lockhart Speaks on Economy in New York 14.10 0.10

US Wholesale Inventories MoM Aug -0.1 15.00 1.00

CA Business Outlook Future Sales 3Q 8 15.30 1.30

CA BoC Senior Loan Officer Survey 3Q 1.4 15.30 1.30

US Fed's Evans Speaks on Monetary Policy 0 0 18.30 4.30

CH China Monthly Money Supply M1 Sep 9.3

CH China Cny Monthly New Loan Sep 900 809.6

Upcoming Central Bank Interest Rate Announcements

Australia, RBA 6-Oct 2.00% 2.00% 2.00%

Japan, BoJ 7-Oct 0.0%-0.1% 0.0%-0.1% 0.0%-0.1%

UK BOE 8-Oct 0.50%

Europe ECB 22-Oct 0.05%

Canada, BoC 22-Oct 0.50%

US Federal Reserve 29-Oct 0-0.25%

New Zealand, RBNZ 29-Oct 2.50% 2.50% 2.75%

GMT: Greenwich Mean Time; AEST: Australian Eastern Standard Time

Monday, 5 October 2015

Tuesday, 6 October 2015

Wednesday, 7 October 2015

Thursday, 8 October 2015

Friday, 9 October 2015
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Economic Forecasts

Quarterly % change

2014 2015

2016

Australia Forecasts 2014 2015 2016 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4

  Household Consumption 2.4 2.5 2.6 0.5 0.6 0.5 0.8 0.6 0.5 0.6 0.7 0.6 0.7 0.6 0.7

  Underlying Business Investment -6.1 -8.5 -8.5 -1.9 -0.8 -1.4 -1.9 -3.8 -0.3 -3.6 -2.0 -2.6 -1.6 -2.1 -1.9

  Residential Construction 8.0 11.0 10.1 4.3 1.7 -1.1 4.0 5.6 -1.1 4.5 3.1 2.3 2.8 1.6 1.1

  Underlying Public Spending 0.7 2.0 1.8 0.5 -0.2 -1.4 0.8 0.3 2.7 -0.5 0.4 0.4 0.4 0.4 0.5

  Exports 6.7 5.4 7.3 3.3 -0.6 2.9 1.3 3.7 -3.3 3.0 1.9 1.9 1.9 2.2 2.3

  Imports -1.7 1.4 1.5 -2.3 2.9 -1.3 -1.8 3.2 -0.7 -0.1 0.7 0.3 0.8 0.4 0.5

  Net Exports (a) 1.7 0.9 1.3 1.2 -0.7 0.9 0.6 0.2 -0.6 0.6 0.3 0.3 0.3 0.4 0.4

  Inventories (a) 0.0 0.1 0.0 -0.3 0.7 0.2 -0.7 0.5 -0.2 -0.1 0.1 0.0 0.0 0.0 0.0

  Domestic Demand - qtr% 0.4 0.4 -0.5 0.6 0.3 0.8 0.1 0.5 0.3 0.5 0.3 0.4

  Dom Demand - ann % 1.1 1.4 1.6 1.3 1.5 0.6 1.0 0.9 1.2 1.8 1.6 1.6 1.4 1.6 1.6

  Real GDP - qtr % 0.9 0.6 0.4 0.5 0.9 0.2 0.6 0.8 0.6 0.8 0.7 0.8

  Real GDP - ann % 2.7 2.3 2.7 2.9 2.8 2.8 2.5 2.5 2.0 2.2 2.5 2.2 2.8 3.0 2.9

  CPI headline  - qtr % 0.6 0.5 0.5 0.2 0.2 0.7 0.8 0.9 0.8 0.7 0.7 0.8

  CPI headline - ann % 2.5 1.8 3.1 2.9 3.0 2.3 1.7 1.3 1.5 1.8 2.6 3.2 3.2 3.1 2.9

  CPI underlying - qtr % 0.6 0.6 0.4 0.6 0.7 0.5 0.6 0.7 0.7 0.6 0.6 0.6

  CPI underlying - ann % 2.5 2.4 2.6 2.7 2.7 2.5 2.2 2.4 2.3 2.5 2.5 2.5 2.6 2.7 2.6

  Wages (Pvte WPI  -ann %) 2.5 2.2 2.2 2.6 2.4 2.4 2.5 2.3 2.2 2.2 2.2 2.3 2.2 2.2 2.2

  Unemployment Rate (%) 6.0 6.1 6.1 5.8 6.1 6.2 6.1 6.2 6.0 6.2 6.1 6.2 6.0 6.2 6.1

  Terms of trade -7.5 -9.2 -0.1 -1.5 -4.6 -3.2 -1.8 -2.6 -3.5 -1.3 1.8 0.8 -0.1 -0.7 -0.9

  G&S trade balance, $Abn -9.4 -29.0 -11.9 2.1 -4.7 -3.9 -2.9 -4.8 -9.6 -8.5 -6.2 -4.3 -3.4 -2.5 -1.7

         % of GDP -0.6 -1.8 -0.7 0.5 -1.2 -1.0 -0.7 -1.2 -2.4 -2.1 -1.5 -1.0 -0.8 -0.6 -0.4

  Current Account (% GDP) -3.0 -4.0 -2.9 -2.4 -3.6 -3.3 -2.9 -3.3 -4.7 -4.4 -3.8 -3.3 -3.1 -2.8 -2.6

   Source: NAB Group Economics; (a) Contributions to GDP growth

Exchange Rate Forecasts Global GDP 

5-Oct Dec-15 Mar-16 Jun-16 Sep-16 Dec-16 Dec year 2013 2014 2015 2016

20 Yr 

Avge

Majors   Australia 0.0 2.7 2.3 2.7 3.4

AUD/USD 0.7052 0.70 0.68 0.69 0.70 0.70   US 2.2 2.4 2.5 2.5 2.6

NZD/USD 0.6441 0.62 0.60 0.60 0.61 0.62   Eurozone -0.3 0.9 1.3 1.7 1.5

USD/JPY 119.95 125 126 126 127 127   UK 1.7 3.0 2.6 2.4 2.4

EUR/USD 1.1220 1.05 1.03 1.03 1.04 1.06   Japan 1.6 -0.1 0.7 1.2 0.8

GBP/USD 1.5184 1.52 1.51 1.51 1.53 1.54   China 7.7 7.4 7.1 6.9 9.2

USD/CNY 6.3531 6.55 6.60 6.62 6.65 6.70   India 6.4 7.1 7.4 7.5 6.6

USD/CAD 1.3170 1.35 1.37 1.36 1.34 1.34   New Zealand 2.2 3.3 2.4 1.9 3.0

  World 3.4 3.3 3.1 3.2 3.5

Australian Cross Rates

AUD/JPY 84.6 88 86 87 89 89

Commodity prices ($US)

AUD/EUR 0.6285 0.67 0.66 0.67 0.67 0.66 5-Oct Sep-15Dec-15Jun-16Dec-16

AUD/GBP 0.4644 0.46 0.45 0.46 0.46 0.45 WTI oil 45.54 46 49 54 58

AUD/NZD 1.0949 1.13 1.13 1.15 1.15 1.13 Gold 1137 1090 1050 990 970

AUD/CNY 4.4802 4.59 4.49 4.57 4.66 4.69 Iron ore 53 55 54 53 50

AUD/CAD 0.9287 0.95 0.93 0.94 0.94 0.94 Hard cok. coal 112 88 90 94 99

AUD/CHF 0.6852 0.69 0.69 0.72 0.73 0.00 Thermal coal 62 68 68 62 62

Copper 5114 5360 5330 5280 5330

Interest Rate Forecasts

Japan LNG 8.4 10.1 10.2 11.1 11.3

5-Oct Dec-15 Mar-16 Jun-16 Sep-16 Dec-16

Aust rates

RBA Cash rate 2.00 2.00 2.00 2.00 2.00 2.50

3 month bill rate 2.17 2.15 2.15 2.20 2.40 2.83

3 Year Swap Rate 2.00 2.1 2.4 2.4 2.6 2.9

10 Year Swap Rate 2.93 3.1 3.5 3.5 3.5 3.7

Offshore Policy Rates

US Fed funds 0.25 0.50 0.75 1.00 1.25 1.50

ECB refi rate 0.05 0.05 0.05 0.05 0.05 0.05

BoE repo rate 0.50 0.50 0.75 1.00 1.25 1.50

BoJ overnight call rate 0.10 0.10 0.10 0.10 0.10 0.10

RBNZ OCR 2.75 2.50 2.50 2.50 2.50 2.50

China 1yr  lending rate 4.60 4.35 4.35 4.35 4.35 4.35

China Reserve Ratio 18.0 17.5 17.0 17.0 17.0 17.0

10 Year Benchmark Bond Yields

Australia 2.62 3.1 3.1 3.1 3.3 3.3

United States 1.99 2.5 2.5 2.5 2.8 2.8

Europe/Germany 0.51 0.8 0.9 1.1 1.2 1.2

UK 1.70 2.1 2.3 2.4 2.6 2.6

New Zealand 3.32 3.4 3.5 3.6 3.7 3.7

   Sources: NAB Global Markets Research; Bloomberg; ABS



               Annual % change
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Last

% chg 

week

Last

bp / % 

chg week

AUD 0.7053 0.9 RBA cash 2.00 0

AUD/CNY 4.48 0.4 3y swap 2.00 -9

AUD/JPY 84.6 0.6 ASX 200 5,082 -0.6

AUD/EUR 0.629 0.3 Iron ore 53.1 -6.7

AUD/NZD 1.095 -0.6 WTI oil 45.2 1.8

Source: Bloomberg

Key markets over the past week
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