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In this issue e The pace and extent of the reduction in unemployment and underemployment plus
the progress of inflation back to the RBA’s 2-3% target band are key for when the
The Labour Market and RBA begins to normalise Australian interest rates. This is unlikely to be this year
Monetary Policy 1 unless unemployment begins to fall sharply soon.
Week ahead 5> ° RBA Deputy-Governor confirms discussion of neutral rate was of no significance
to current monetary policy decision. What is significant is that (i) the RBA’s view
Calendar of of the economy continues to shift more favourably; and (ii) from a longer-term
economic releases 3 perspective, the current 1.5% cash rate is 200bps below the RBA’s view of neutral..
e This week’s key events include: (i) Fed meeting (no change in rates expected);
Forecasts 4

(i) Q2 CPI (core inflation expected to have bottomed at around 0.4/0.5% q/q);
and (iii) RBA Governor’s speech on “The Labour Market and Monetary Policy:”
which is likely to underline the importance of a reduction in unemployment and
underemployment for the normalisation of Australian interest rates. A good guide
post may be when the unemployment rates is at 5.25% headed towards 5.0%,
however inroads into underemployment are also likely to be important given this
measure has been more elevated relative to unemployment in this cycle.

The Labour Market and Monetary Policy

RBA Governor Phil Lowe speaks on Wednesday at the NAB-ABE-Anika Foundation
lunch on “The Labour Market and Monetary Policy”. The speech will likely offer further
clues that will help inform the market about the likely course of Australian short-term
interest rates after a volatile week at the short end of Australian interest rate markets.
In this weekly, we review our thinking on the importance of recent developments and
comments by the Bank.

The release of the July Board Minutes last Tuesday set the monetary policy hares
running for an earlier-than-expected rate hike, largely as a result of the Board’s
discussion of the neutral rate being 1% real in Australia (or 3.5% nominal). This was
read as possibly signalling a change in monetary policy intentions by the RBA, although
a subsequent speech by Deputy Governor Debelle revealed that the discussion had no
Ask the Economists significance to the current monetary policy decision, but was simply one of a number
of regular deep-dives undertaken by the Board on medium-term issues relevant to the
setting of policy.

To contact NAB’s market
experts, please click on
one of the following links:

Ask the FX Strategists

Ask the Interest That said, the Minutes again reveal a more positive outlook by the RBA on the
Rate Strateqgists economy, suggesting the monetary policy pendulum continues to shift away from
further easing and toward the next move in rates being upward.
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The Deputy-Governor also provided a number of other
important inputs into the monetary policy discussion
noting that: (i) Australia did not have to automatically
follow foreign central banks in tightening interest rates
because the RBA had not taken interest rates as low as
foreign central banks in the aftermath of the Global
Financial Crisis; and (ii) Australian monetary policy is
primarily focused on domestic policy requirements,
though elsewhere the Deputy Governor did note that
currency developments had played a role in Australian
economic and policy developments.

Thinking about the domestic policy priorities of the
Bank and the current stance of policy should give some
important guidelines as to how Australian monetary
policy may evolve. The domestic policy priorities are
clearly: (i) to return inflation to the RBA’s 2-3% inflation
target across time; (ii) to reduce unemployment and
underemployment (something that can arguably receive
“greater focus” while inflation is below target); and

(iii) to ensure that policy settings do not contribute to
medium-term distortions or a build-up in financial risks,
though macro-prudential policy has of course been used
to complement monetary policy in this regard given the
overall requirement for looser Australian policy.

This week’s Q2 CPI is likely to support the view that

core inflation in Australia has bottomed at around

the 0.4/0.5% q/q rate, which will be pleasing for the
RBA.These core rates may well rise a little in coming
quarters given sharply higher energy prices from Q3.
However, a sustainable rise in wages and therefore core
inflation is likely to require a reduction in unemployment
and more importantly in underemployment as the latter
has been elevated relative to unemployment in this cycle
(see Chart of the Week on the front page).

NAB suspects that the pace and extent of reduction

in unemployment and underemployment will likely
prove important in assessing when the RBA will

begin to remove monetary policy accommodation.

As reported in a recent AMW, IMF Research found

that underemployment had accounted for much of the
moderation in wages growth in this cycle]. Last week’s
employment data reports employment growth of around
26,000 per month in trend terms. If sustained, this should
be sufficient to reduce the unemployment rate across
time, especially if population ageing reduces the
participation rate a little each year as we suspect.

The degree of accommodation is also a relevant
consideration. As inflation moves back towards

target and underemployment falls, the RBA, like other
central banks, will want to shift interest rates back to a
more neutral setting. The July Minutes provided the
information that the RBA currently sees policy around
2% accommodative (being the difference between the
Bank’s nominated 3.5% neutral nominal cash rate and
the current 1.5% cash rate). [NAB would see the neutral
rate a little lower than this and therefore assess policy as
a little less accommodative, but acknowledges that these
estimates are not precise] (see Chart 1).

Two important conclusions then: (i) it seems increasingly
likely that the next move in interest rates will be an
increase; (ii) the pace and extent of the reduction in
unemployment and underemployment — along with the
progress of core inflation back in to the 2-3% target band
—are likely to be key in assessing when the RBA will
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begin to normalise Australian interest rates. This seems
most unlikely to be this year unless the unemployment
rate begins to fall sharply soon and clear signs wages
growth has bottomed.

Week ahead: CPI, Lowe speaks, Fed meets, US and UK GDP

There’s yet more RBA focus this week with Governor
Lowe speaking on the labour market and monetary
policy on Wednesday at the NAB-ABE-Anika Foundation
lunch in Sydney. Very policy relevant. Australia’s Q2 CPI
is also due on Wednesday.

The CPl is expected to be close to both last quarter’s
year-to readings and also within close sight of the

RBA’s May Statement on Monetary Policy forecasts.

NAB estimates headline inflation of 0.4%/2.1%, the same
as market expectations, with core inflation expected to
print at 0.5% q/q/1.6% y/y, again right in line with the
consensus and the RBA’s May forecast of 1.75%.

Holding back headline inflation has been a 2.6% decline
in automotive fuel prices, still subdued growth in rents
(though these are higher than previous quarters which
reduces the risk of a downside core surprise), flat to
declining Recreation and Culture prices with cuts to audio
visual, computing, and domestic holiday travel. Against
those drags, Food prices are expected to have risen 0.8%
overall, fruit and vegetable prices sharply higher on the
back of lower post-Cyclone Debbie supplies.

Second on Wednesday is the speech from RBA Governor
Lowe, speaking on “The Labour Market and Monetary
Policy” at the NAB-ABE-Anika Foundation lunch in
Sydney. This is presumably another opportunity to draw
out the RBA’s assessment of how much slack there is in
the labour market and hence the medium-term outlook
for policy, wages and inflation.

Offshore, the US and UK both release first looks at

Q2 GDP. While the FOMC is almost certain to leave
rates on hold, there is going to be interest in whether
the post-meeting statement makes explicit that the
beginning of the normalisation of the balance sheet is
expected to be “relatively soon” (the phrase Fed Chair
Yellen used at here press conference) or even “soon”
as opposed to “this year”, the phrase in the formal
June Statement. This will not only indicate likely timing
(at the 20 September meeting) but also the Fed’s reading
of the economy’s progress and outlook. Its summary
of inflation and characterisation of its medium term
outlook will also be important aspects to follow.
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CALENDAR OF ECONOMIC RELEASES
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Nikkei Japan PMI Mfg

IMF releases World Economic Outlook forecasts for IMF Spring meetings held in Kuala Lumpur, Malaysia

Leading Index CI
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ECB's Director General for Economics Frank Smets Speaks in Munich on the ECB's Monetary Policy since 2014

ANZ Roy Morgan Weekly Consumer Confidence Index
BOJ Minutes of June 15-16 Meeting
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RBA's Lowe Speech in Sydney: "The Labour Market and Monetary Policy"
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onomic Forecasts

Annual % change

Quarterly % change

Australia Forecasts
Household Consumption
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ge Rate Forecasts
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2016
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57
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Q1
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1.0
25

0.2
13
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2.4
22
6.1
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11
3.2

24-Jul  Sep-17 Dec-17  Mar-18 Jun-18 Sep-18
Majors
AUD/USD 07919 073 0.70 0.70 0.70 0.70
NzD/USD 0.7442 0.71 0.68 0.68 0.68 0.69
usD/IPY 110.99 114 118 120 120 122
EUR/USD 1.1670 117 1.15 117 218  1.20
GBP/USD 1.3009 1.28 127 1.28 1.28 1.26
USD/CNY 6.7643 6.81 6.82 6.81 6.81 6.80
USD/CAD 1.2544 1.33 137 1.35 1.34 1.33
USD/CHF 0.9463 0.97 0.96 1.06 1.01 097
Australian Cross Rates
AUD/NZD 1.0641 .03 1.03 1.03 1.03 1.01
AUD/IPY 87.9 83 83 84 84 85
AUD/EUR 0.6786 0.62 0.61 0.60 0.59 058
AUD/GBP 0.6087 057 0.55 0.55 0.55 0.56
AUD/CNY 5.3566 4.97 4.77 4.77 4.77 4.76
AUD/CAD 0.9934 0.97 0.96 0.95 0.94 0.93
AUD/CHF 0.7494 0.71 0.67 0.74 071 0.68

Interest Rate Forecasts

24-Jul  Sep-17 Dec-17 Mar-18 Jun-18 Sep-18
Australia Rates
RBA Cash rate 1.50 1.50 1.50 1.50 1.50 1.50
3 month bill rate 1.69 1.75 1.75 1.75 1.75 1.75
3 Year Swap Rate 2.09 2.0 2.3 2.6 2.6 25
10 Year Swap Rate 2.87 29 3.1 34 34 3.3
Offshore Policy Rates
US Fed funds 1.25 1.25 1.50 1.75 2.00 2.00
ECB deposit rate -0.40 -0.40 -0.40 -0.40 0.40 0.30
BOE repo rate 0.25 0.25 0.25 0.50 0.50 0.50
BoJ excess reserves rate -0.10 0.10 -0.10 -0.10 -0.10 0.90
RBNZ OCR 175 .75 1.75 1.75 2.00 2.25
China 1yr lending rate 4.35 4.10 4.10 4.10 4.10 4.10
China Reserve Ratio 17.0 165 16.5 16.5 16.5 16.5
10-year Benchmark Bond Yields
Australia 2.67 2.65 2.85 3.10 3.05 2.95
United States 2.23 2.50 2.75 3.00 3.00 3.00
New Zealand 291 2.90 3.10 335 3.40 3.50

Sources: NAB Global Markets Research; Bloomberg; ABS
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Dec year 2013 2014 2015 2016 2017 2018 | Avge
Australia 2.1 2.8 2.4 2.5 2.3 2.7 3.4
us 17 2.4 2.6 1.6 2.1 2.3 2.6
Eurozone 0.2 13 1.9 17 2.0 19 15
UK 1.9 3.1 2.2 1.8 1.6 1.6 24
Japan 2.0 0.2 1.1 1.0 1.2 1.0 08
China 7.7 7.3 6.9 67 65 63 92
India 6.1 7.0 7.5 7.9 7.3 7.2 6.6
New Zealand 2.2 3.4 25 3.1 2.5 3.1 3.0
World 3.4 3.5 3.2 3.1 33 35 35
MTPTop 5 4.1 3.9 4.0 3.8 3.8 37 5.0

Commodity prices ($US)

WTI oil
Gold
Iron ore

Hard cok. coal
Thermal coal

Copper

Aust LNG (*)

24-Jul Jun-17 Sep-17 Dec-17 Mar-18 Jun-18
45.73 54 56 58 59 60
1254 1210 1220 1230 1240 1260
67.1 65 61 60 58 60
164 210 160 140 120 110
86 81 81 81 81 65
5983 5610 5550 5550 5550 5550
6.99 7.9 83 85 89 9.2

(*) Implied Australian LNG export prices.
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