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e The Australian economy has hit a speed bump due to a surge in COVID-19 65.6305.8313 (Singapore)
Delta infections; we expect softness in economic activity to prove Scotiabank Economics
temporary, with the economy’s solid growth momentum returning before tuuli.mecully@scotiabank.com
the end of 2021.

e Lockdown-related weakness in the labour market makes consumers
cautious spenders in the near-term. Once restrictions are eased, the
labour market and consumer spending are expected to rebound.

e Inflationary pressures have intensified; while some of the pickup is
expected to be transitory, Australia’s inflation is forecasted to remain
within the central bank’s 2-3% target through 2023.

e Monetary policy will remain accommodative for an extended period, Chart1
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The near-term outlook for business investment remains somewhat uncertain on the
back of softer confidence, yet we expect Australia’s supportive policy environment to
underpin a gradual recovery in business outlays over the coming quarters.
Meanwhile, Australia’s external sector prospects remain sound, assisted by
favourable terms of trade (chart 3) and the global economic recovery. Iron ore
shipments to China—Australia’s main export destination—maintain strong growth
momentum, but many other (less economically significant) exports face obstacles
stemming from the ongoing conflict between Australia and China. We expect further
headwinds for the bilateral relationship, particularly as Australia very recently
established a security pact with the US and the UK.

INFLATION, MONETARY POLICY AND AUSTRALIAN DOLLAR OUTLOOK

Australia’s headline inflation accelerated to 3.8% y/y in the second quarter (chart 4)
on the back of year-ago base effects. While the significant pickup is forecast to be
temporary, inflation will likely remain consistent with the Reserve Bank of Australia’s
(RBA) 2—-3% target through the foreseeable future as the economy’s spare capacity
diminishes. We expect headline inflation to close 2021, 2022 and 2023 at 2.7% yly,
2.3% and 2.5%, respectively.

The trajectory of wages will be an important contributor to the RBA’s monetary policy
decisions over the coming quarters. The RBA has said that wage inflation at around
3% yly would keep inflation consistently within the target over the longer term. Wages
increased by 1.7% y/y in mid-2021; we forecast wage inflation to approach the 3%
mark in mid-2022, yet Australia’s border restrictions and associated labour shortages
create significant uncertainties around the forecast.

Australian monetary conditions will remain supportive of economic growth for an
extended period. In September, the RBA tapered its current quantitative easing
program for the first time, reducing the purchases of Australian government securities
from AUDDS billion a week to AUD4 billion. The central bank also announced that the
current level of purchases will be maintained until mid-February on the back of
uncertainties related to the Delta wave of COVID-19 infections. We assess that the
economy’s expected bounce-back in the fourth quarter will allow the RBA to
announce another tapering step in December, with reduced purchases implemented
from February 2022 onwards.

The RBA expects that conditions for monetary tightening will not be met before
2024. While we do not foresee runaway inflation in Australia, we believe that the
RBA is overly dovish in its expectation of the benchmark interest rate remaining on
hold at 0.10% until 2024, well past most other major central banks’ monetary
normalization timelines. We expect the Australian economy to prove more resilient
than the RBA assumes; therefore, we highlight the risk of a shift in the RBA’s tone
over the course of 2022. We expect the first rate hike—of 15 basis points—to be
implemented in the third quarter of 2023, with the policy rate closing the year at
0.50%.

The Australian dollar (AUD) has depreciated against the US dollar (USD) in recent
months (chart 5), reflecting market participants’ expectation that the US Federal
Reserve is set to announce a plan to start tapering its bond purchases soon.
Moreover, the AUD has weakened on the back of the COVID-19 surge in Australia
and the RBA’s relative dovishness. Nevertheless, as the resilient Australian economy
is expected to rebound in the near term, the AUD will likely regain some strength
against the USD. We expect AUDUSD to close 2021 at 0.78 and 2022 at 0.75.
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contained herein are our own as of the date hereof and are subject to change without notice. The information and opinions contained herein
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for any direct or consequential loss arising from any use of this report or its contents.
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trading strategy involving a swap or any other transaction. The information contained in this report is not intended to be, and does not
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