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e Overall, the US economy appears to be continuing to
grow at a modest pace. While GDP growth is likely to
slow in the June quarter, this is partly due to an
expected inventory correction.

e We are forecasting GDP growth will strengthen in
second half the year. As a result GDP is expected to
grow by 1.8% in 2013 (previously 2.1%) and 2.7%
(previously 2.9%) in 2014.

e Tapering of QE3 expected to be announced following
the September FOMC meeting (but risk that it will be
delayed to later in the year), with the end of QE not
expected until the September quarter 2014. Fed fund
rate rises are not expected until 2015.

Overall, the US economy appears to be continuing to grow at
a modest pace. While indicators suggest that GDP growth will
slow in the June quarter from its March quarter level, this will
partly reflect a temporary inventory correction. The underlying
pace of growth is still expected to strengthen later in the year.

We have revised down our forecasts for June quarter GDP
from 0.5% goq to 0.3% qoq (or 1.1% on an annualised basis).
This reflects a combination of factors including downward
revisions to past consumption data by the BEA, weak non-
residential construction and trade outcomes for May, and
weak inventory data.

Inventory movements tend to have little impact over time on
GDP growth. The ‘final sales of domestic product’ measure
excludes inventories and can give a better underlying picture
of demand for U.S. goods and services. On this basis, the
June quarter is expected to be similar to the March quarter
(perhaps a bit stronger).

Q2 GDP growth to slow but underlying activity similar to Q1
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Beyond the current quarter, the impact of the tax cuts at the
start of the year will begin to fade, and consumption will also
be supported by the continued growth in household wealth

and employment, still low interest rates and the gradual
easing in lending standards by banks. This later factor will
also aid business investment, which will also be supported by
high corporate profits, notwithstanding a small decline at the
start of 2013. The reversal of the expected June quarter
inventory correction will also provide a one-off boost to GDP
growth in the second half of 2013.

Another factor that should be a positive for consumption and
investment is the improvement in confidence as well as
reduced uncertainty. While bond markets have been getting
excited by QE tapering, the VIX measure of volatility remains
relatively subdued, while the Baker, Bloom, and Davis index*
of policy uncertainty is at its lowest level in five years.

Consumer confidence improving & uncertainty is down
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The rapid growth in housing construction is also expected to
continue, underpinned by low inventory and continued
employment growth which will support household formation.

In contrast, subdued economic conditions in the US’ major
trading partners, together with the rise in the USD (expected
to continue) will constrain the export sector. As a result we
have reduced our expectations for net exports over the rest of
this year and into early 2014. Federal fiscal policy will also be
a drag on growth for some time to come, although conditions
at the state/local government level are improving.

In terms of monetary policy, we expect tapering of the QE
program will probably be announced after the Fed’s
September FOMC meeting, but there is a chance it will be
delayed until later in the year. Once tapering starts, if the
economy turns out as we expect, QE will end by around the
September 2014 quarter. An increase in the Fed Funds rate,
however, is not in prospect until 2015.

! Scott Baker, Nicholas Bloom and Steven J. Davis at
www.PolicyUncertainty.com.
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In summary, we expect that the drawn-out recovery seen to-
date will continue. While GDP growth will likely moderate in
the current quarter it should strengthen in the second half of
the year. GDP growth is forecast to be 1.8% in 2013
(previously 2.1%) and 2.7% (previously 2.9%) in 2014. The
downward revision to GDP growth in 2013 reflects the -

0.2 percentage point revision to March quarter growth and, to
a lesser extent, our downward revision to the June quarter
forecast as discussed above. This latter factor, plus our
revised profile for net exports, explains the 2014 revision.

Consumption

Growth in household consumption has moderated in recent
months, but was a still solid 0.2% mom in May. Moreover,
new car sales rose by 4.2% mom in June possibly indicating
some acceleration in consumption towards the end of the
quarter. For the quarter as whole, however, consumption
growth is likely to be lower than in the March quarter. This in
part reflects the boost to the March quarter result from a
weather related increase in energy consumption.

Recorded income growth was up and down in late 2012/early
2013 due to timing changes brought about by tax changes.
However, growth has settled recently at a modest level and
labour market data for June point to a possible strengthening,
at least for private sector employees.

With income growth only modest, and taxes taking a large bite
out at the start of the year, consumption has been supported
by rising household wealth. As we noted last month, net
household wealth rose 4.5% qgoq in the March quarter, and
strong growth likely occurred again in the June quarter. Equity
prices rose 6.4% in the June quarter and house prices at the
start of the quarter were continuing their upwards trend, and
are 7-12% higher than a year ago. Importantly, consumer
confidence rebounded in May and June to be at post-
recession highs in the University of Michigan/ Thomson
Reuters and Conference Board measures.

Rising wealth a support to consumption
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Business investment

Indicators generally suggest that business fixed investment
has been growing at a modest pace. The outlook is also
generally positive as, notwithstanding a small decline in the
March quarter, profits remain high and credit conditions are
favourable. Inventory data for the current quarter has been
weak and should subtract from June quarter GDP growth.
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Both core capital goods shipments and orders (which exclude
defence and aircraft) rose in May. After some big swings up
and down earlier in the year, orders have now risen in the last
three months and are above the level of shipments suggesting
further growth can be expected for the latter. The decline in
non-residential construction that occurred earlier in the year
has been arrested, notwithstanding a small decline in non-
residential construction in May. Lastly, capex intentions, as
measured by the various Fed regional surveys, have
stabilised recently at a level above that seen in the latter part
of 2012.

Indicators suggest business investment growing modestly
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The spike in interest rates over the last couple of months
represents a downside risk. However, we expect business
investment growth will remain positive. Lending rates are still
low by historical standards and lending standards have been
easing, suggesting increased availability of credibility (even if
at a higher price). Moreover, as we saw last year, when
business investment actually declined in the September
quarter, uncertainty and confidence about the future can also
be important. With fiscal policy discussion relegated to
background noise for now, policy uncertainty, as mentioned
above, has fallen significantly. The VIX measure of financial
market volatility, while up a little in recent months, is at
relatively subdued levels. In addition, still high levels of
corporate profits should continue to underpin business
investment.

Inventory data available for the June quarter is looking weak.
April inventories were revised down and there was a large fall
in wholesale inventories in May. The inventory data is still
fairly incomplete — retail inventories for May are not yet
available — and are in nominal terms (so may reflect lower
prices, e.g. for petrol). Nevertheless, we now expect
inventories to detract from GDP growth, but this will be a
temporary impact, likely to be reversed in the second half of
2013 (probably mainly in the September quarter).

Housing

While housing activity is still growing strongly, there are some
mixed signals emerging on the strength of growth. After
jumping upwards early in the year housing starts have
retraced some of their gains, and monthly growth in private
new residential construction expenditure in May of 0.7% mom
was the slowest in around 1%z years. However, to put this in
perspective, both series are still well above year ago levels
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(by around 30%) and the leading indicator of building activity —
building permits — is still on a strong upwards trend.

Related to this is the issue of whether the recent increase in
mortgage rates will slow down the sector. Mortgage rates
have increased by around 0.9 percentage points since May.
At this stage, the housing market appears to be taking the
increase in its stride with mortgage applications for purchase
holding up. We expect this to continue to be the case as, while
interest rates can affect the market, they are not the sole
determinant and they are still relatively low by historical
standards. As can be seen in the chart below, the housing
market was flat for a long time following the recession despite
falling and record low interest rates. Other factors such as
employment growth (which will support household formation),
house price expectations (rising), household confidence in the
economy (rising) and low inventories of new homes will
continue to support strong growth in the housing sector for a
while to come.

Mortgage purchase applications holding up
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Trade

Both real goods exports and imports rose for the second
consecutive month in May, although exports (0.1% mom)
were far more subdued than imports (+3.1% mom). As a
result trade flows have strengthened in the June quarter to-
date. This has broadly matched the movement in the ISM
trade indices. The ISM export indicators softened noticeably in
May, but in June the manufacturing ISM export indicator
recovered some lost ground, pointing to further export growth.

Rebound in trade
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Exports are expected to come under continued pressure due
to the continued weakness in the global economy and the
recent appreciation of the USD (and which our currency team
expects to continue). Given this, as well as the weak May net
export results and downward revisions to our forecast of
Chinese economic growth (one of the US’ major trading
partners), we have marked down our forecasts of net exports.

Labour market

The U.S. labour market continues its slow, but steady,
improvement. Non-farm employment grew by 195,000, similar
to the average over the last nine months. This pace of growth
is in line with the threshold some Fed members have indicated
in the past would be consistent with ‘substantial’ improvement
in the labour market. Of course, the Fed’s main labour market
indicator is the unemployment rate, and while this was steady
at 7.6%, this was because of the second consecutive monthly
rise in the participation rate, so even this suggests some
further improvement in labour market conditions.

As we have noted previously, non-farm employment growth
has been remarkably steady with annual growth of around

1.5 to 1.8% since late 2011. The recent pace of job gains has
been strong relative to GDP growth. While this can happen for
a period of time, at some point either GDP growth will need to
strengthen or employment growth slow down. We are
forecasting the latter, but normally employment growth lags
changes in GDP growth so some softening in payroll numbers
would not surprise (but not enough to derail the downward
trend in the unemployment rate).

Steady employment growth continues
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Inflation

Inflation continues to remain subdued with both headline and
core (ex energy and food) personal consumption expenditure
(PCE) prices increasing by 0.1% mom in May to be 1.0% and
1.1% higher respectively on the same time last year.
However, since May gasoline prices have moved higher in
seasonally adjusted terms, so the fall in headline inflation is
over for now. However, we expect inflation to remain subdued,
and below the Fed’s 2% objective over this and next year, as
the appreciation of the USD and the still large amounts of
slack in the economy and weakness in the global economy
constrain goods inflation.

In addition to the actual rate of inflation, the Fed closely
monitors longer-term inflation expectations. While there have
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been some declines in some measures recently, they are still
within their recent historical bounds.

Inflation expectations remain ‘anchored’
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Public demand

The focus on fiscal policy has been at the Federal level with
the so-called sequestration — code for automatic budget cuts —
kicking in at the start of March, as well as the tax rises at the
start of the year. Partial indicators such as federal government
construction & defence expenditure and employment have
been moving down consistent with the tightening of federal
fiscal policy.

However, state and local governments represent 60% of total
government consumption and investment spending. At these
levels of government, in aggregate, the end to cut-backs has
been reached. Indeed, both construction expenditure (based
on April and May data) and employment have increased in
recent months. So while Federal fiscal policy is likely to be a
continuing headwind for a while to come, some relief is
coming from the state & local governments.

Federal spending decline but state/local has bottomed out

Government demand indicators
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Following the FOMC June meeting, the Fed Chairman
indicated that, if the economy developed as they expected,
that asset purchases were likely to be scaled back in
‘measured steps’ starting later this year, with the program to
end in mid-2014 when unemployment would be around 7%.
The timings are conditional on the data so we would expect
the end to QE to be in the September quarter 2014 as we
have forecasts which are a little bit weaker than the Fed.

Since the FOMC meeting, there has been another solid
employment report (including upwards revisions to data in
previous months). Given this we expect tapering of QE to start
in September. A number of Fed members are looking not only
for continued labour market improvement but also for signs
that growth is strengthening and inflation has stopped
decelerating and will start moving back towards the Fed’s 2%
objectives. This makes a July meeting start date for tapering
extremely unlikely, but means there is a not insignificant
chance that the start of tapering will be delayed to the final
quarter as it make take a while for the data to provide clear
direction on the employment, growth & inflation trifecta.

As expectations of ‘tapering’ starting in 2013 have increased,
so have interest rates. The rise in interest rates is by itself a
negative for our forecasts, and the impact on housing and
interest sensitive sectors such as autos will need watching. .
However, just as falls in already low interest rates last year
were seen as having diminishing impact, the impact of their
reversal to what are still low levels by historical standards
should not be too significant. Moreover, we had been
expecting a rise in rates over this year and into next, it has just
happened more quickly. While our fixed interest team see
yields moving higher over the rest of the year, consistent with
historié:al experience they expect a downward correction in
2014.

Interest rates expected to rise a further before correcting
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Monetary Policy

Discussion of U.S. monetary policy continues to focus on the
prospect of the Federal Reserve ‘tapering’. ‘Tapering’ in this
context refers to reducing the size of its asset purchases
(QE3) which are currently running at $85b a month.
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antony.kelly@nab.com.au

2 See Aussie & Kiwi Fixed Income Strategy, 3 July 2013 for more
details.
www.wholesale.nabgroup.com/Research/Australia/Pages/Fixedintere
st.aspx#
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US Economic & Financial Forecasts

Year Average Chng % Quarterly Chng %
2012 2013 2014
2011 72012 "2013 " 2014 | @3 Q4 | Q1 Q2 Q3 Q4 | Q1 Q2 Q3 Q4

US GDP and Components

Household Consumption 25 1.9 2.0 25 0.4 0.5 0.6 04 0.6 0.6 0.7 0.7 0.7 0.7
Private fixed investment 6.6 8.7 6.9 8.8 0.2 3.3 0.7 1.9 2.2 2.2 2.2 2.1 2.0 2.0
Government Spending -3.1 -7 -28 -0.7 1.0 -1.8 -1.2 -0.6 -04 -0.2 -0.1 -0.1 -0.1 -0.1
Inventories* -0.2 0.1 0.0 0.1 0.1 -0.3 0.2 -0.1 0.2 0.0 0.0 0.0 0.0 0.0
Net Exports* 0.1 0.1 0.0 -0.2 0.1 0.1 0.0 -0.1 -0.1 -0.1 -0.1 0.0 0.0 0.0
Real GDP 1.8 2.2 1.8 2.7 0.8 0.1 0.4 0.3 0.8 0.6 0.7 0.7 0.7 0.7
US Other Key Indicators (end of period)
PCE deflator-headline (yoy%)
Headline 25 16 0.9 17 04 04 0.2 0.0 0.3 0.3 0.4 04 0.5 0.5
Core 17 15 11 1.9 0.3 0.3 0.3 0.2 0.3 0.3 04 04 0.5 0.5
Unemployment Rate (%) 8.7 7.8 7.4 6.8 8.0 7.8 7.7 7.6 7.5 7.4 7.2 7.1 7.0 6.8
US Key Interest Rates (end of period)
Fed Funds Rate 025 025 025 025 | 025 025 025 025 025 025|025 025 025 0.25
10-year Bond Rate** 198 172 300 275 | 172 172 | 196 230 275 300 | 275 250 250 275

Source: NAB Group Economics
*Contribution to real GDP
** History are quarterly averages, projections are end quarter
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this document has been prepared without taking into account your objectives, financial situation or needs. Before acting on any advice in this document,
NAB recommends that you consider whether the advice is appropriate for your circumstances. NAB recommends that you obtain and consider the
relevant Product Disclosure Statement or other disclosure document, before making any decision about a product including whether to acquire or to
continue to hold it. Products are issued by NAB unless otherwise specified.
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whatsoever may directly or indirectly result from any advice, opinion, information, representation or omission, whether negligent or otherwise, contained
in this publication. National Australia Bank Limited is not a registered bank in New Zealand.

Japan: National Australia Bank Ltd. has no license of securities-related business in Japan. Therefore, this document is only for your information purpose
—and is not intended as an offer or solicitation for the purchase or sale of the securities described herein or for any other action.
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