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Statement on Monetary Policy
Dude. Where’s My Inflation?

o Today's Statement on Monetary Policy highlighted the uncertainties facing policymakers. It
singled out China, wages and inflation as key concerns.

e The Statement noted that growth in China had moderated further, that growth in the United
States had eased and that activity in Japan remained weak. The outlook was not off to a good
start! Europe, it appears, is looking better with growth of 0.6% in the March quarter.

e A key uncertainty is the global outlook for China. Like Australia, China is in transition. In the case
of China it’s away from reliance on heavy industry and investment and towards services and
consumption. We believe that China will slowly work through its issues but that the path will
not be smooth. It is unlikely to lead to a further significant uplift in commodity prices. And this
has implication for the AUD.

e The RBA’s growth forecasts were unchanged from the previous Statement but the inflation
forecasts have been dialled down significantly.

e The RBA remains cautious on global economic growth. Global inflation remains subdued with
little prospect of short-term pick-up.

e Despite an unchanged outlook for domestic economic activity, the risk that wage growth and
inflation will be weak leads us to acknowledge that interest rates in Australia can go lower. We
now expect a further rate cut in August following the June quarter inflation results.

Forecasting is not for the feint hearted. Nor is it for those who cannot imagine different futures.
Where are wages heading? What will happen to wages if the unemployment rate sinks to 5.5%?
Which way will China turn and what will that mean for Australian economic growth?

Today’s Statement on Monetary Policy highlighted the uncertainties facing policymakers. It singled
out China, wages and inflation as key concerns.

The Statement noted that growth in China had moderated further, that growth in the United
States had eased and that activity in Japan remained weak. The outlook was not off to a good
start! Europe, it appears, is looking better with growth of 0.6% in the March quarter.

But a key uncertainty is the outlook for China. Like Australia, China is in transition. In the case of
China it’s transition is away from reliance on heavy industry and investment and towards services
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and consumption. The problem is that stimulation of heavy industry and investment is easier in
the short-term than lifting consumption and services activity and the most recent Chinese stimulus
package was aimed at the older industries rather than the new industries. Will it work or will it
lead to simply more debt and over supply? The answer is important for Australia.

We believe that China will slowly work through its issues but that the path will not be smooth. It is
unlikely to lead to a further significant uplift in commodity prices. And this has implication for the
AUD.

So what about wages? One can almost sense the torment in the Statement. There are so many
possible paths. Which way do we jump? We expect wage growth to remain subdued. Yes the
unemployment rate has declined in recent months but there does appear to be substantial spare
capacity in the labour market. Add to this intense competition in the market place and the
pressure placed on delivering returns, and it is difficult to see wages picking up anytime soon.

That brings us to inflation. The RBA’s Statement forecasts inflation at or below its target of 2-3%
for the remainder of 2016 and possibly remaining below the target band into 2018. This is despite
the outlook for domestic economic looking reasonably positive. We appear to be set for
reasonable economic growth but with low inflation. And that, in our view, is a call to action.

Australia’s interest rate structure sits above those of other developed nations. Our economic
outlook is good and we sit next to a region that continues to grow and develop. However, where is
the inflation? Maybe it is time for rates to come down further.

Cash Rate Outlook

The RBA remains cautious on global economic growth. Global inflation remains subdued with little
prospect of short-term pick-up.

Despite an unchanged outlook for domestic economic activity, the risk that wage growth and
inflation will be weak leads us to acknowledge that interest rates in Australia can go lower. We
now expect a further rate cut in August following the June quarter inflation results.

Hans Kunnen, Chief Economist
Ph: 02-82534-8322

The forecasts in full are detailed on the following page.
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CURRENT FORECASTS FROM THE RBA, May 2016 SoMP

Table 6.1: Output Growth and Inflation Forecasts®

Per cent
Year-ended

Dec 2015 Jun2016 Dec2016 Jun2017 Dec2017 Jun2018

GDP growth 3 23 2¥%h-3% 215-3V 231 3-4
CPlinflation 1.7 1 1-2 115-2V5 11-2Va 15-2V5
Underlying inflation 2 1 1-2 115-2V5 11-2Va 15-2V5

Year-average
2015 2015/16 2016  2016/17 2017 2017/18
GDP growth 2% 2% 2%-3% 2Y%-3% 2¥-3V4 212-3

(a) Technical assumptions include AS at US50.75, TWI at 62.5 and Brent crude oil price at US$47 per barrel; shaded regions are
historical data
Sources: ABS; RBA

PREVIOUS FORECASTS FROM THE RBA, February 2016 SoMP

Table 6.1: Output Growth and Inflation Forecasts®

Per cent
Year-ended

Dec 2015 Jun 2016 Dec2016 Jun2017 Dec2017 Jun2018
GDP growth 2V 2-3 2V2-3, 21h-3 2¥-3V4 3-4
CPlinflation 1.7 15 2-3 2-3 2-3 2-3
Underlying inflation 2 2 2-3 2-3 2-3 2-3

Year-average
2015 2015/16 2016  2016/17 2017 2017/18
GDP growth 2V 2-3 2-3 212-3 22312 23

(a) Technical assumptions include A$ at US50.72, TWI at 62 and Brent crude oil price at US$35 per barrel; shaded regions are historical data
Sources: ABS; RBA
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Contact Listing

Chief Economist Senior Economist Senior Economist
Hans Kunnen Josephine Horton Janu Chan
kunnenh@bankofmelbourne.com.au hortonj@bankofmelbourne.com.au chanj@bankofmelbourne.:
u
(02) 8254 8322 (02) 8253 6696 (02) 8253 0898
The Detail

The information contained in this report (“the Information”) is provided for, and is only to be used by, persons in Australia. The information may not
comply with the laws of another jurisdiction. The Information is general in nature and does not take into account the particular investment objectives
or financial situation of any potential reader. It does not constitute, and should not be relied on as, financial or investment advice or
recommendations (expressed or implied) and is not an invitation to take up securities or other financial products or services. No decision should be
made on the basis of the Information without first seeking expert financial advice. For persons with whom Bank of Melbourne has a contract to supply
Information, the supply of the Information is made under that contract and Bank of Melbourne’s agreed terms of supply apply. Bank of Melbourne
does not represent or guarantee that the Information is accurate or free from errors or omissions and Bank of Melbourne disclaims any duty of care in
relation to the Information and liability for any reliance on investment decisions made using the Information. The Information is subject to change.
Terms, conditions and any fees apply to Bank of Melbourne products and details are available. Bank of Melbourne or its officers, agents or employees
(including persons involved in preparation of the Information) may have financial interests in the markets discussed in the Information. Bank of
Melbourne owns copyright in the information unless otherwise indicated. The Information should not be reproduced, distributed, linked or
transmitted without the written consent of Bank of Melbourne.

Any unauthorized use or dissemination is prohibited. Neither Bank of Melbourne- A Division of Westpac Banking Corporation ABN 33 007 457 141
AFSL 233714 ACL 233714, nor any of Westpac’s subsidiaries or affiliates shall be liable for the message if altered, changed or falsified.
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