
 

 

 

Policy Watch 

Australia is running (by recent standards) less easy fiscal policy – close to balance for 

FY18. Rural earnings will also be sharply lower in the current season. This is being 

offset by ultra-loose monetary policy for far longer than even the RBA expected.  

Inflation and Policy Divergences 

Longer term data shows the correlation to commodity cycles. Having built a 25-year track 

record as an independent central bank, the RBA is increasingly able to look through 

short-term commodity events.  

 

Here’s what happens when sector-based stimulus is applied (in Australia, a particular emphasis 

on the construction sector – coinciding with the mining investment boom):  

 

US stimulus has been more broad-based: Cutting taxes, and letting the economy work out 

how to allocate resources. (The correct way.)  

Australia’s late stimulus after 2009 appears very ill-judged, given the data coming in at the 

time – and we spent 2012 in the rare combination of the central bank trying desperately 
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to beat down an economy that the government was trying to stimulate. The result was 

interest rates soaring, and hence a wildly inflated currency (to $US1.10 vs the current $0.74).  

This is where the US finds itself now. The Fed is raising rates quarterly, with no end in 

sight. Meanwhile, tax cuts and a spending bill has provided stimulus – apparently massive 

stimulus, based on Q2 and early Q3 estimates.  

Again, the spending bill already appears ill-judged, with a political necessity to gain 

enough Senate votes outweighing the economic merits.  

The outlook for financial markets depends heavily on how that plays out (it was poorly, for 

Australia). Taking the Australian example, we are looking for: 

 Wages growth, either across the board or in pockets  

 Broad-based CPI and Core CPI moves outside trend 

 Signs of inability to fill skilled positions (and resistance to importing them) 

 Rising $US 

 Impacts of a strong $US on emerging market economies and indices 

Of the 45 Presidents, Trump is the least likely to agree to austerity policies - even if necessary.  

Q2 CPI 

Another quarter of inflation data around the low end of the RBA’s 

target range. And wage inflation is also stuck around 0% real.  

Transport (oil) and health (indexation of insurance premiums 

from April 1st) were the dominant drivers. With May being Budget 

season, that also saw alcohol and tobacco prices impact 

meaningfully.  

However, housing costs are moderating, and there were offsetting 

price reductions. Core CPI remains entrenched below 2%.  

While the RBA has an objective of keeping core inflation at 2-3%, 

it has not met this target since the end of 2015! This is an 

RBA prepared to take literally its “through the cycle” mandate. 

Tariffs 

The EU and USA made peace over their trade dispute. Presidents Trump and Juncker 

announced that previous plans for tariffs would not proceed.  

As usual, the description “short on details” was widely applied. The EU would “buy $billions of 

US gas and soybeans.” (That would be the gas and soybeans not being sold to China, because 

of the retaliatory tariffs applied during their trade dispute.)  

They agreed to “work together towards” lofty goals like eliminating tariffs, non-tariff trade 

barriers and subsidies. They will “work to reform international trade rules.”  

Did Trump win much? No. But it cost him nothing to make the allegation, threats and 

demands. Trump sees any incremental concession as a net gain to the US, and does not care 

about any ill-will created in getting to that point. It was only June 22nd when he threatened 

20% tariffs against European car exports. 35 days later, Europe caved. (Those monitoring 

the countdown know that 819 days remain until the election.)  

The objective of zero tariffs is now on the record, and that creates the leverage for next 

time. Expect a chorus of “What’s taking so long?” and “Why haven’t you done it yet?” for the 

next 819 days.  
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Leading Markets 
The MSCI World ex-AUS surged +3.19% 

in a broad-based rally after the EU and 
US apparently made peace over their 

tariffs. Emerging markets rose +1.7%. 

The Dow Jones and S&P500 finished 
+4.83% and +3.72% higher respectively. 

NASDAQ finished +2.19% despite 
Facebook, Twitter and Tesla plunging.  

US 10-year bonds suffered, with yields 
+11bp higher to 2.96% - credit rallied. 

Other Highlights 

US President Trump and EU President 
Juncker agreed to EU concessions, 

averting plans for additional US tariffs on 
European goods and lifting currently 
imposed tariffs.  

Trump criticised the Fed’s latest rate rise. 

US pending home sales suffered its sixth 

consecutive month of annual declines 
after it shrank -2.5% YoY to June. 

US GDP Growth soared to an annualised 

4.1% in Q2 2018 (vs a revised +2.2% 
Q1), the highest reading since Q3 2014. 

Another strong quarter is forecast by 
GDPNow. Strong soybean exports may 
have been an attempt to beat tariffs.  

US headline CPI was 2.9% in June, a 
6-year high.  

US Nonfarm payrolls strengthened with 
+213,000 jobs in June; unemployment of 
4% (+0.2%) reflected higher 

participation.  

US retail sales rose +0.5% in June, vs 

+1.30% in May. 

UK consumer confidence weakened 

further in July, with a GfK index reading 
of -10. The May government faces a 
Cabinet revolt over the minimalist EU exit 

proposed. 

The Facebook data mining scandal 

alongside poor Q2 guidance saw the 
company suffer the biggest one-day loss 
in US corporate history, losing $120bn 

(-19%) in market cap.  

China charged its former top internet 

regulator with corruption, including 
bribery and abuse of power. 

Growth in China’s services industry 

slipped as the non-manufacturing PMI fell 
-1 to 54.   

Domestic 
The ASX200 finished +1.39%, setting a 

10-year high. Solid earnings in mining, 
financial and health care contributed. 

Smallcaps slipped -1.01%.  

Australian 10-year bonds widened +2bp 
to 2.65%. 

The RBA kept the cash rate at 1.5%, 
citing a positive labour market and a 

boost to national income from higher 
commodity prices.  

Australia, US and Japan agreed to invest 

in Indo-Pacific infrastructure projects 
competing with Chinese influence.  

Inflationary expectations in Australia 
decreased to +3.9% in July (-0.3%). 
June CPI rose 2.1% (+0.2%) YoY on 

higher fuel, electricity and health costs. 
Core inflation was flat at +1.9%. Final 

stage PPI was +1.5%. 

Building approvals rose +6.4% in June, 
including the first house approval gain 

since November 2017. Construction PMI 
fell to 50.6 in June (vs 54), the lower 

since Jan 2017. 

Business confidence declined to 6 in June 
(vs a revised 7), while consumer 

confidence gained +3.9% in July. Retail 
sales rose +0.4% in May.  

Unemployment remained at 5.4% in 
June, on +50,900 jobs and participation 
of 65.7% (+0.2%). The trend set a 

5-year low.  

The trade surplus widened +158% to 

+$1.87bn in June. Exports were at an all-
time high of $36.44bn (+3% MoM). 

By-election flops cast doubt on tax policy. 

Commodities and Currency 
OPEC reported their highest output for 

2018 in July following a prod by Pres 
Trump to raise oil production.  

WTI oil fell to $68.76/bbl (-7.27%) while 
Gold fell slightly to $1,223.5 (-1.89%).  

Iron Ore finished higher at $67.67/t 

(+4.54%).  

The $A finished at US74.31c (+0.5%).  

Base metals were affected by concern 
over China and trade as Nickel (-7.75%), 
Aluminium (-5.59%), Copper (-6.51%) 

and Zinc (-10.77%) fell. Tin (+2.29%) 
was the exception.  
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KEY FINANCIAL MARKET DATA – AS AT 31ST JULY 2018 (UNLESS SPECIFIED) 
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        1 Growth Assets   0% - 20% 
        2 Growth Assets 21% - 40% 
        3 Growth Assets 41% - 60% 
        4 Growth Assets 61% - 80% 
        5 Growth Assets 80%+ 
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