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Australia’s Economy Maintains
Momentum Despite Headwinds

The Australian economy continues to
demonstrate underlying momentum,
even though interest rates have been
tightened by 175 basis points in the
space of just 4 months.

According to the national accounts, the
economy grew by an above-trend 0.8%
in the first quarter (3.3% YoY), despite
the drag from another Omicron outbreak
and the impact of flooding in New South
Wales (NSW) and Queensland. More
timely indicators of economic conditions
(e.g., the NAB business survey) suggest
the economy has continued to grow

at an above-trend pace in the second
quarter and through July in spite of the
sharp rise in interest rates.

Figure 1: Australia's economy is growing solidly
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Figure 2: The business sector is still reporting better than average conditions
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Unemployment Pushing
50-year Lows

A notable feature of the economy at
present is the tightness of the labour
market. Unemployment has fallen to a
48-year low of 3.5%. Even more striking,
the job vacancy rate to unemployment
ratio is at an all-time high. Strong
employment conditions are undoubtedly
bolstering consumer spending, despite
reported levels of consumer confidence
being very low. With job vacancies at
high levels, along with elevated job ads,
we think the labour market is likely to stay
strong over the rest of the year.

Australia’s (Global)

Inflation Problem

Alongside a tight labour market,
Australia is also experiencing an elevated
inflation rate, albeit one that is currently
well below the prevailing rate in the US
and Europe. Headline consumer price
index (CPI) increased by 1.7 %(sa) in the
June quarter and by 6.1% over the year.
Fuel and fruit and vegetable prices (flood
related) were the strongest contributors,
though the inflation pulse is fairly broad
in terms of the factors driving it. Around
three quarters of the CPI basket grew
faster than 3% in the June quarter.

Inflation is now the highest it has been
since the early 1990s, and is expected to
rise even further through the balance of
the year. The Reserve Bank of Australia
(RBA) has significantly upgraded its
forecast for peak inflation to reach 7.75%
by Q422.

Figure 3: Unemployment has fallen to almost 50-year lows
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Figure 4: Job vacancies are at record levels
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Figure 5: Australian inflation has already surged and is expected to peak above
7% in Q422
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We think the peak may end up

being a bit lower than RBA forecasts,
though inflation with a 7 handle is likely.
Australia looks to be lagging the
inflation cycle playing out overseas, in
part due to government controls in some
key categories, e.g., fuel excise

and childcare.

The RBA is expecting only a gradual
decline in inflation in CY23, with
expectations that the rate will still be
4.25% by the end of 2023.

With evidence that inflation is now
peaking in the US, we think the balance
of risk is that inflation declines a bit
more quickly than the RBA is currently
forecasting, but it is likely to stay well
above the Bank’s 2-3% target over the
coming year. This is likely to keep the
RBA in a somewhat hawkish mood.

After its uber-dovish rhetoric last year, the
RBA has swung into line with the chorus
of global central bankers scrambling to
tighten policy. The RBA finally lifted the
cash rate from 0.1% to 0.35% in early
May, and has followed this up with 3
quick-fire hikes of 50 basis points, taking
the cash rate to 1.85%.

Figure 6: The key impact of tighter monetary policy so far has been on
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Figure 7: Reported consumer confidence is low
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Economy Resilient to
Rate Hikes (so far) but
House Prices Were

Quick to Soften

While the economy is so far holding up
well, the RBA estimates the neutral cash
rate is 2.5%, so policy is prima facie still in
easy mode. A stiffer test will come as the
RBA hits neutral and potentially moves
above neutral later in the year.

While domestic demand and labour
market conditions remain robust, house
prices are perhaps the canary in the coal
mine. National house prices have fallen
for 3 consecutive months, while Sydney
and Melbourne prices have declined 4
months in a row. The National series is
3% off the peak but is still up 8% Yo,
having risen 25% from 2 years ago. So,
home buyers/owners (apart from very
recent buyers) are still feeling happy,
although we expect higher rates to
continue to push prices lower over the
coming year (with a double-digit peak
to trough fall), with the potential for
negative wealth effects.



Figure 8: Retail spending has been strong (despite low confidence readings),

though the monthly pace is slowing
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Figure 9: The household savings rate is still very high
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Households Have Debt and Cash

On the positive side, the household
savings ratio is still very high and many
mortgage holders are several months
ahead on their repayments, but the
marginal buyer of the past 12 months
bears watching for signs of stress.

We believe a peak cash rate of around
3% is likely to cause a significant amount
of slowing in consumer spending in
CY23. A 3% cash rate peak is still below
the futures market expectations (3.6%
peak), although these expectations have
moderated significantly over the past 2
months, in line with global trends.

While consumer spending should slow
significantly over the coming year, other
areas of the economy should continue to
contribute to growth. Consequently, the
outlook for business investment remains
reasonably positive.

A large pipeline of residential and
non-residential projects should sustain
construction activity for at least the next
year. The pipeline of private
non-residential construction work yet to
be done is also quite large, despite the
recent decline in new approvals.

Higher rates and lower house prices
alongside a continued high cost of

living (inflation) should combine to slow
consumer spending in CY23. Wage
growth appears to be picking up with the
economy essentially at full employment.
Wages look set to pick up to around 3-4
% growth. This is well below the current
(or expected) rate of inflation, so real
purchasing power is (and will continue to
be) crimped.

Demand for new detached dwellings
should soften further due to the decline
in established housing prices, and
because high construction costs reduce
the incentive to build new dwellings,
even if there remains a pipeline of work
to complete. Prospects for higher density
residential projects are better, as rental
vacancy rates in Sydney and Melbourne
have declined and as population growth
recovers following the reopening of the
international border.



Australia the
Lucky (Commodity)
Economy yet again

Resource sector investment is expected
to increase over coming years after
running at moderate levels for several
years now. Elevated commodity prices
and recent strong growth in profits for
Australia’s main commodities should
encourage at least a moderate lift in
investment. The near-term outlook for
the terms of trade has been boosted by
high global energy prices, particularly
liquefied natural gas (LNG) and thermal
coal, reflecting ongoing disruptions in
energy markets due to Russia’s invasion
of Ukraine. The terms of trade reached
a record high level in the June quarter.
Commodity prices are projected to
decline over the next year or 2, but to
remain high nonetheless. The trade
balance is currently at record levels,
which is supporting growth, although

it should moderate with the expected
decline in commodity prices.

Public investment is still likely to grow
solidly. The large pipeline of public
engineering work should support a high
level of public capital expenditure for
several years. In contrast to investment,
public consumption growth should
ease as the deficit is gradually reined

in, though we do not expect fiscal
tightening to be overly dramatic.

Figure 10: Strong commodity prices have seen the trade surplus boom to

record levels
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Resilient for Now but a
Tougher Grind in 2023

Overall, the Australian economy should
grow solidly over the balance 2022, as
household consumption is supported
by a strong labour market and residual
savings. GDP growth is likely to slow
significantly in 2023 (under 2%) to below
most estimates of trend growth (~2.5%).
The slowing is likely to be broadly
based, with slower growth in household
consumption, weaker dwelling
investment as housing prices decline, a
stabilisation of public demand at high
levels after recent rapid growth, and
slower growth in exports.

Employment should grow strongly
during 2022 before moderating as
growth in activity slows next year.
Unemployment may edge a touch lower
in the near-term before stabilising at

very low levels, where it will stay well into
2023, before ultimately edging up toward
the back end of 2023 and into 2024.
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However, it is hard to see a significant
rise in unemployment over the next 2
years. While growth is likely to be below
trend in 2023, the tight labour market
suggests recession risks are fairly low,
even with elevated house prices and high
household gearing.

A cash rate peak of 3% or a touch lower
looks likely in our view. The RBA is likely
to hit its peak cash rate by year end,
with potential for modest easing later

in 2023 as growth slows below trend,
unemployment starts to edge up from
very low levels, and inflation comes back
toward the upper end of the target band.
Australia’s economic resilience should
continue for a while yet, but growth will
likely be lacklustre next year. In saying
that, a hard landing anytime soon looks
unlikely in our view.
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