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Weak Q3 GDP won’t bother RBA

Hoping for an export boom

Meeting Tuesday the board of the Reserve Bank of Australia will rightly decide to leave well
enough alone. After eight successive increases over four years the cash rate is quite close to its
peak in the last decade, and it is having an impact. Mortgage lending growth has slowed, for
example, a trend confirmed in RBA credit numbers published last week. Other than the strength of
profits and wages the only reliable positive in the third quarter Australian GDP numbers
Wednesday will be the weakness of imports. In volume terms they probably fell around 2% in the
quarter, after a sequence of big increases. But most of the other elements of demand were weak
too. In last week’s survey the volume of business investment fell 6% in the quarter. Export
volumes were probably down 1%. Both residential and non residential building work were flat
over the quarter, after a strong June quarter. Retail sales volumes rose only 0.4% in the third
quarter, compared to 0.7% in the previous quarter. Given the decline in retail sales volume growth
it would be surprising if household consumption as a whole matched the 0.6% increase for the

June quarter.

Put all these bits together and it is difficult to expect GDP growth for the quarter to even match the
0.4% result for the same quarter last year. The consensus forecast is for an increase of 0.7%, a
calculation which must depend on a big contribution from inventory accumulation compared to the
June quarter. The consensus may well be right, though the weakness of imports over the period
discourages us from including a big inventory contribution. If we are right annual growth will be
1.8%, less than the quite low outcome of 1.9% for the year to June. Even if inventory
accumulation produces a higher measured output, the point remains that demand over the quarter

was slow.

Given the weak US data in the last few weeks and the strength of the Australian dollar against the
big dollar, the Australian market for short term debt may well rally hard on a weak GDP number.
On the face it, GDP growth below 2% does suggest plenty of room for interest rate cuts —
especially if the November jobs numbers Thursday do not show a big gain after the October fall.
But we doubt that a weak third quarter reading will have much impact on RBA thinking. For one
thing, RBA research head Tony Richards reminded us last week that while headline inflation will
plummet in the first half of next year (as big numbers for the first half of this year drop out of the
series), core inflation will likely be persistently close to the top of the 2% to 3% band for some

quarters to come. For another, the RBA (and we) are still expecting a big increase in export
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volumes to come to the rescue during 2007. The investment phase of the commodity boom may
well be fading, as last week’s capital expenditure numbers confirmed. But export volumes actually
fell in the third quarter and are not much above their level a year ago. Next year, according to the
government forecaster ABARE, gold and oil production will be up instead of down, and
production of other metals and minerals will also be higher than in the year past. The drought will
knock farm exports, but the gains in metals, minerals and energy (and also now in manufacturing

and services) will more than compensate.

There are also other signs that the demand may be on the mend from the mid year weakness.
October retail sales were up 0.8%, twice the rate of growth we expected and markedly above the
trend of recent months. Residential building approvals have been volatile but the trend is markedly
stronger than it was a year ago and is still consistent with a mild expansion of housing construction
next year. With the single exception of October, employment has been vigorously expanding. We
doubt we will see any further tightening but these are not circumstances in which the RBA would
begin to think about cutting the cash rate.
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Tough RBNZ Statement

But probably no change in rate

We wrongly thought RBNZ Governor Alan Bollard would increase the cash rate in October, an
error which leaves us shy of predicting he will do so in Thursday’s Statement on Monetary Policy.
But there is certainly a strong case to do so, if only in terms of the logic of the RBNZ itself. The
trend of the activity numbers has been much stronger than is consistent with RBNZ forecasts, and
therefore with its associated prediction of lower inflation. As we expected, October building
approvals were down compared to the previous month. The fall was less than 2% however and
took the annual increase to just under 19% - a pattern quite inconsistent with the prolonged
housing downturn projected by the central bank. Retail sales have been quite firm, trend exports
are only now beginning to flatten after a rapid increase over the last year, house prices are still
going up, and both business and consumer confidence are at levels quite at odds with the recession
in domestic demand implicit in the RBNZ projections. The importance of the RBNZ projections
for real growth are that the Bank believes they are consistent with lower inflation, while faster

growth in demand and output is not.

This is the case for tightening Thursday, based on the Bank’s operating style. But while
recognising a case for the Bank to tighten given its own forecasting approach, we think a
tightening would be a mistake. Though slowly, inflation is easing. According to the Reserve Bank
of Australia the most reliable measure of core inflation is the average change of the CPI
components, after clipping off the top 20% and the bottom 20% of the components when arranged
from those that fell most to those which rose most. Though the RBNZ does not seem to pay much
attention to it, Statistics New Zealand (and so far not the Australian Bureau of Statistics) publishes
just such a 20% trimmed mean. For the September quarter the annual rate rose to 3.4%, above the
Australian rate and the highest reading in New Zealand in the five years of the series. But the
quarterly rate fell to 0.5%, which is as low as it has been for three years and lower than the
Australian rate for the same quarter. That seems to us a good argument for leaving cash where it
is, though curiously the RBNZ does not draw attention to the series. All up we expect tough

language in the Statement, but no move.

John Edwards
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Weekly Calendar

Week commencing Monday December 04, 2006

Market
F'casts
Cons

Country/
Region

Actual

Event or Economic Release Period HSBC Range Previous

Monday December 04, 2006

AU
AU
AU
AU
AU
NZ
JP

us

TD Securities

Building Approvals

ANZ Job Advertisements

Company Operating Profit
Inventories

ANZ Commodity Price

MoF Corporate Survey (23:50 GMT)

Pending home sales (15:00 GMT)

Tuesday December 05, 2006

Private capital
spending
Month

Q3

Oct

1.0%

3%
0.0%

15.5%

-0.5%

-2.0%

2.4%
0.3%

0.2%

6.1%

3.3%
-0.7%

16.6%

-1.1%

AU
AU
AU
AU
EMU
UK
EMU

UK

us

CAN

us
us

Reserve Bank December Policy-Setting Meeting

AiG Performance of Service ldx
Westpac-ACCI Industrial Survey
Current Account Deficit

PMI services (09:00 GMT)

PMI services (09:30 GMT)
Retail sales (10:00 GMT)

BRC sales monitor (11:00 GMT)
Non-farm productivity (13:30 GMT)
Bank of Canada rate announcement
(14:00 GMT)

Factory orders (15:00 GMT)
ISM non-manufacturing (15:00 GMT)

Wednesday December 06, 2006

AU
AU
UK

GER

RBA rate announcement (22:30 GMT)

Gross Domestic Product
Industrial production (09:30 GMT)

Factory orders (11:00 GMT)

AUDbn

Index

Index

Month

Year
Like-for-like
(%Yr)
Non-farm
productivity
Unit labour cost
Overnight rate

Month
Month

Cash rate target

Industrial
Month

Year
Manufacturing
Month

Year

Month

Year

Nov

Q3, final

Oct
Nov

Dec

3Q
Oct

Oct

1.2
56.9
57.0
0.1%
1.1%
1.0%

0.5%

3.0%
4.25%

-4.5%
55.0

6.25%
0.3%

-0.3%
1.2%

-0.2%
2.6%
1.1%
9.1%

11
56.6
58.5
0.1%
1.1%

0.0%

3.8%
4.25%

-3.0%
56.0

6.25%
0.7%

0.1%
1.5%

0.2%
2.9%
1.2%

1.3
56.5
59.3

-0.6%
1.4%
2.6%

0.0%

3.8%
4.25%

2.1%
57.1

6.25%
0.3%

0.2%
0.5%

0.0%
2.0%
-2.5%
9.6%
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Weekly Calendar (continued)

Week commencing Monday December 04, 2006

Market
Country/ F’casts Actual
Region Event or Economic Release Period Cons Range Previous

Thursday December 07, 2006

AU Unemployment rate Nov 4.7% 4.7% - 4.6%

AU Employment change Nov 10k 15k - -32.1k

NZ RBNZ rate announcement (20:00 Official cash rate Dec 7 7.25% 7.25% - 7.25%
GMT)

UK Bank of England rate announcement Bank rate Dec 5.00% 5.00% - 5.00%

EMU ECB meeting and press conference Repo rate Dec 3.50% 3.50% - 6.25%

(12:45 GMT rate announcement,
13:30 GMT press conference)
us Jobless claims (13:30 GMT) Week (‘000s) Wk 2 330 - - 357

Friday December 08, 2006

AU Home Loans Oct 1.0% 0.0% - -1.2%
AU Investment Lending Oct
JP GDP (23:50 GMT) Quarter Q3, final 0.5% - - 0.5%
Annualised 2.0% - - 2.0%
Year 2.7% - - 2.7%
CH PPI (02:00 GMT) Year Nov 3.0% - - 2.9%
JP Machine orders (05:00 GMT) Month Oct 5.1% -6.8% - -7.4%
Year 1.0% - - -1.5%
GER Industrial production (11:00 GMT) Month Oct 0.2% 0.5% - -0.3%
Year 5.2% 5.5% - 6.1%
us Non-farm payrolls (13:30 GMT) Payrolls Nov 140 123 - 92
(‘000s)
Unemployment 4.5% 4.4% - 4.4%
rate
Avg hourly earnings
Month 0.3% 0.3% - 0.4%
Year 4.2% 4.2% - 3.9%
us University of Michigan confidence Month Dec, 92.0 93.0 - 92.1
(15:00 GMT) prelim

During the Week

UK HBOS house prices Month Nov 0.3% 0.8% - 1.7%
3m/Year 8.7% 8.2% - 8.6%
Source:- Dow Jones, Reuters, Bloomberg

Notes:- p=preliminary, r=revised, n.f.=not forecast, n.s.a.=not seasonally adjusted, ann.=annualised, bn=billion, m=million
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Australia & New Zealand Weekl

Monthly Economic Calendar

Week commencing

Monday December
11, 06

NZ Terms of Trade Index
3Q)

UK PPI (NOV)

UK DCLG UK House
Prices (OCT)

JN Consumer Confidence
(NOV)

Monday December
18, 06

AU Housing Industry
Association November
New Home Sales

NZ NBNZ Business
Confidence (DEC)

JN BoJ Monetary Policy
Meeting

EC Euro-Zone Trade
Balance (OCT)

Monday December
25, 06

JN BSI Large
Manufacturing (4Q)

Tuesday December 12,
06

AU National Australia Bank's
November Business Survey
AU RBA Governor Glenn
Stevens Speaks

UK CPI (NOV)

UK CBI December Industrial
Trends Survey

US Wholesale Inventories
(OCT)

EC ZEW Survey (Econ.
Sentiment) (DEC)

Tuesday December 19,
06

NZ Visitor Arrivals (NOV)

UK RICS House Price Balance
(NOV)

US Current Account Balance
(3Q)

US NAHB Housing Market
Index (DEC)

JN BOJ Target Rate (DEC 19)
JN BoJ Monthly Report

Tuesday December 26,
06

JN Overall Hhold Spending

(NOV)
N Natl SA CPI (NOV)

December 04, 2006

Wednesday
December 13, 06
AU Westpac December
Consumer Confidence
US Trade Balance (OCT)
US Fed's Open Market
Committee Meets on
Interest Rates, Economy
US FOMC Rate Decision
Expected (DEC 13)

US ABC Consumer
Confidence (DEC 11)
JN Current Account Total
(OCT)

JN Capacity Utilization
(OCT F)

Wednesday
December 20, 06

NZ Current Account
Balance (3Q)

UK Bank of England
Minutes

UK CML, BBA & BSA
Mortgage Lending Figures
UK CBI December
Distributive Trades Survey
US Producer Price Index
(NOV)

US Housing Starts (NOV)
US Building Permits (NOV)
US MBA Mortgage
Applications (DEC 16)
Wednesday

December 27, 06

US Richmond Fed
Manufact. Index (DEC)
US S&P/CaseShiller Home
Price (OCT)

US ABC Consumer
Confidence (DEC 26)
US MBA Mortgage
Applications (DEC 23)
JN Vehicle Production
(NOV)

JN Housing Starts (NOV)
JN Construction Orders
(NOV)

Thursday December
14, 06

AU Australia's December
Consumer Inflation
Expectations

AU Dwelling Starts (3Q)
NZ Retail Sales (OCT)
UK Retail Sales (NOV)

UK Retail Sales (NOV)

US Advance Retail Sales
(NOV)

US Business Inventories
(OCT)

JN Machine Tool Orders
(NOV F)

EC ECB Publishes Dec.
Monthly Report
Thursday December
21, 06

NZ Westpac NZ Consumer
Confidence (4Q)

NZ Gross Domestic Product
3Q)

UK GDP (3Q F)

UK Current Account (3Q)
JN Merchnds Trade Balance
Total (NOV)

Thursday December
28, 06

US New Home Sales (NOV)

JN Industrial Production
(NOV P)

Friday December 15,
06

NZ Manufacturing Activity
3Q)

US Initial Jobless Claims
(DEC 10)

US Continuing Claims
(DEC 3)

JN Tankan Lge
Manufacturers Index (4Q)
EC Euro-Zone CPI (NOV)
EC Euro-Zone CPI (NOV)
EC Euro-Zone Ind. Prod. sa
(OCT)

Friday December 22,
06

US GDP Price Index (3Q F)
US Personal Consumption
(BQF)

US GDP Annualized (3Q F)
US Core PCE (3Q F)

US Initial Jobless Claims
(DEC 17)

US Philadelphia Fed. (DEC)
JN BoJ Monetary Policy
Meeting Minutes for
October 31

EC ECB Euro-Zone Current
Account (OCT)

Friday December 29,
(0]5)

AU Private Sector Credit
(NOV)

UK BBA releases November
UK Mortgage Lending
Figures

UK GfK Consumer
Confidence Survey (DEC)
US Initial Jobless Claims
(DEC 24)

US Continuing Claims
(DEC 17)

US Consumer Confidence
(DEC)

US Chicago Purchasing
Manager (DEC)

US Existing Home Sales
(NOV)
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Weekly Calendar (continued)

Week commencing Monday December 04, 2006

Monday January 01, Tuesday January 02,07 Wednesday January  Thursday January 04, Friday January 05, 07

US ISM Manufacturing NZ Trade Balance (NOV) US Initial Jobless Claims

(DEC) UK HBOS House Price (DEC 31)

US Minutes of Dec. 12 3Mths/Year (DEC) US Pending Home Sales

FOMC Meeting UK Mortgage Approvals (Nov)

US MBA Mortgage (NoV) US Factory Orders (NOV)

Applications (DEC 30) UK GfK Consumer US ISM Non-Manufacturing
Confidence Survey (DEC) (DEC)
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