Australia | Equity research | December 18, 2017

Mmorgans

Michael Knox

T (61) 7 3334 4876
E michael.knox@morgans.com.au

Economic Strategy
Why the RBA won’t hike rates any time soon

m The decline in Australian unemployment is so slow, that it may be 2019 before
wages growth makes the RBA hike rates.

Over the past four years, we have been able to successfully analyse the monetary policy of the
Federal Reserve by looking at unemployment. We found that when the US unemployment rate
fell below the natural rate of unemployment, then the Fed was likely to hike rates. The natural
rate of unemployment is a level below which a tight labour market tends to result in upward
pressure on wages. This in turn increases inflation.

In Figure 1, we use the same approach to analyse Australian monetary policy. In an article
published in the Reserve Bank Bulletin in June, the RBA determined what the Fed calls the
natural rate of unemployment at the level of 5%. Just as in our pieces of the Fed, we also
determine the minimum rate of unemployment. This is determined as the lowest level that
unemployment has fallen to in the last 30 years. In Australia, this minimum level of
unemployment was reached at a level of 4.1% in March 2008. When unemployment falls to that
level, then the excess labour force is exhausted. Employment can only be increased by giving
jobs to new entries into the labour force through population increase.

As in our US analysis, we project the current rate of decline of Australian unemployment to
determine when the level of future unemployment will fall below the natural rate. This tells us
when rate hikes are likely to begin. The problem in Australia is that unemployment is falling at
a glacial pace. Australian unemployment peaked in August 2014 at a high for this cycle of 6.2%.
In November 2017, the level had fallen to 5.4%. Our projection of further declines is shown in
Figure 1 as the red line. Our projected unemployment does not fall to the natural level of
unemployment until June 2019. Only after that, will unemployment fall to such a level that it will
start to put upward pressure on wages and inflation. Until that occurs, there is no need for the
RBA to hike rates.

Why is it that the decline in Australian unemployment is so slow? One reason might be the high
level of under-employment. The ABS tells us that when we include the number of people in
part-time employment who want full-time jobs, then their estimate of underemployment in
November 2017 rises to 8.3%. As employment grows, there is an additional source of supply
of labour from this pool of under-employment. This acts to slow the decline in unemployment.
It also acts to slow the increase in full time wages.

Conclusion

Analysing the Australian labour market in the same way as we have analysed the US labour
market, we conclude that the Australian labour market is only tightening at an extremely slow
pace. At the current decline of unemployment, the Australian level of unemployment will only
fall below the natural rate in the last half of 2019.

This suggests that the kind of wages pressure and inflation pressure that might force the RBA
to hike the cash rate will not emerge before that time. The RBA is not going to hike rates any
time soon.

Figure 1: Australian Unemployment
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IMPORTANT DISCLOSURES REGARDING COMPANIES THAT ARE THE SUBJECT OF THIS REPORT AND AN EXPLANATION OF RECOMMENDATIONS CAN BE
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Disclaimer

The information contained in this report is provided to you by Morgans Financial Limited as general advice only, and is made without consideration of an individual’s
relevant personal circumstances. Morgans Financial Limited ABN 49 010 669 726, its related bodies corporate, directors and officers, employees, authorised
representatives and agents (“Morgans”) do not accept any liability for any loss or damage arising from or in connection with any action taken or not taken on the
basis of information contained in this report, or for any errors or omissions contained within. It is recommended that any persons who wish to act upon this report
consult with their Morgans investment adviser before doing so. Those acting upon such information without advice do so entirely at their own risk.

This report was prepared as private communication to clients of Morgans and is not intended for public circulation, publication or for use by any third party. The
contents of this report may not be reproduced in whole or in part without the prior written consent of Morgans. While this report is based on information from sources
which Morgans believes are reliable, its accuracy and completeness cannot be guaranteed. Any opinions expressed reflect Morgans judgement at this date and are
subject to change. Morgans is under no obligation to provide revised assessments in the event of changed circumstances. This report does not constitute an offer
or invitation to purchase any securities and should not be relied upon in connection with any contract or commitment whatsoever.

Disclosure of interest

Morgans may from time to time hold an interest in any security referred to in this report and may, as principal or agent, sell such interests. Morgans may previously
have acted as manager or co-manager of a public offering of any such securities. Morgans affiliates may provide or have provided banking services or corporate
finance to the companies referred to in the report. The knowledge of affiliates concerning such services may not be reflected in this report. Morgans advises that it
may earn brokerage, commissions, fees or other benefits and advantages, direct or indirect, in connection with the making of a recommendation or a dealing by a
client in these securities. Some or all of Morgans Authorised Representatives may be remunerated wholly or partly by way of commission.

Regulatory disclosures
Analyst owns shares in the following mentioned company(ies): -

Recommendation structure
For a full explanation of the recommendation structure, refer to our website at http://www.morgans.com.au/research_disclaimer

Research team
For analyst qualifications and experience, refer to our website at http://www.morgans.com.au/research-and-markets/our-research-team

Stocks under coverage

For a full list of stocks under coverage, refer to our website at
http://www.morgans.com.au/research-and-markets/company-analysis/ASX100-Companies-under-coverage and
http://www.morgans.com.au/research-and-markets/company-analysis/EX-100-Companies-under-coverage

Stock selection process
For an overview on the stock selection process, refer to our website at http://www.morgans.com.au/research-and-markets/company-analysis
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If you no longer wish to receive Morgans publications please contact your local Morgans branch or write to GPO Box 202 Brisbane QLD 4001 and include your
account details.
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