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Dual Mandate, Double Trouble?

Key points

» The two goals of the RBA’s dual mandate — price stability
and full employment - may become a challenge for the
central bank as inflation is trending higher while the labour
market looks to be unravelling quicker than expected.

»  While the central bank will ultimately need to weigh the
risks associated with its dual mandate, we believe that
labour market conditions will take precedence over any
moderate upside surprises in the September quarter
inflation data.

> We still expect further rate cuts from the RBA, with the next
move a 25 basis point cut in November, to 3.35%.

Introduction

The two primary goals for the Reserve Bank of Australia are price stability
and full employment, otherwise known as the “dual mandate”. But recent
inflation figures have surprised higher and labour force data has
weakened, showing that the two policy goals may be moving in the wrong
direction. We unpack this further in this edition of Econosights.

The dual mandate - a long-standing RBA objective

Price stability means low and stable inflation, with the RBA having a flexible
2-3% target band (as measured by the annual change in the consumer
price index), ultimately targeting the midpoint of the target. Full
employment means having the maximum level of employment that is
consistent with low and stable inflation, and this is determined by a range
of labour market indicators. Usually, these two goals are complementary
over the long-term. For example, usually elevated inflation occurs when
the labour market has strengthened, so the response from monetary
policy would be to increase interest rates, which would weaken labour
market conditions and reduce inflation (and vice versa).

Over 2022 — 2024 Australia had high inflation (running well above the 2.5%
midpoint target) and a very low unemployment rate (see the chart below).
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The interest rate hikes over 2022—-2023 played a key role in bringing
inflation down, but they also contributed to a softening in the labour
market, with the unemployment rate edging slightly higher.

Housing and market services inflation has been
surprising higher

The monthly inflation indicator for July and August surprised to the upside,
particularly in new dwelling construction costs and market services prices.
Services inflation has been sticky in Australia, but this has (so far) been
somewhat offset by lower goods inflation (see the chart below). But now
goods inflation has been trending up again, particularly for food. The
headline CPI (on the monthly figures) is at up by 3% over the year to
August (mostly due to bounce back in electricity prices) and the trimmed
mean is at 2.6%. For the September quarter, we expect headline CPI to rise
by 0.9% (or 2.8% over the year) with the trimmed mean up by 0.7% or
2.6%. But the risk is with a higher inflation reading. As the RBA was
forecasting trimmed mean to be up 0.6% over the quarter (2.5% year on
year), actual September quarter inflation is going to beat the RBA’s
forecasts and could cause the RBA to question its assumption that longer-
term inflation is headed back to the mid-point.
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The labour market is no longer “tight”

Full employment (or more technically the Non-Accelerating Inflation Rate
of Unemployment or NAIRU) is the maximum level of employment that is
consistent with low and stable inflation. The unemployment rate does not
necessarily equal zero when full employment is reached because there will
always be “frictions” in the labour market which includes seasonal
workers, people in between jobs, skills of candidates not matching
requirements.

At full employment, it will be harder for businesses to find staff so they
may start offering workers higher wages to retain them and may offer
higher wages to attract new workers. This tends to put upward pressure
on wages growth and therefore inflation. When the economy is operating
below full employment (i.e. operating with spare capacity), businesses can



easily find other staff, so there is downwards pressure on wages growth, as
employees are not trying to bargain between each other.

There are economic models that can be used to estimate the NAIRU, but
there tends to be large variability around these estimates because the
actual level of NAIRU is not observed directly, it has to be inferred by how
the labour market is behaving and the level of wages growth. The RBA had
been assuming that Australia’s current NAIRU was around 4.5% or just
under, and the Commonwealth Treasury was assuming around 4%% on its
latest estimates.

However, our view is that NAIRU is around 4% or even just under mostly
due to the factors of globalisation, better matching of skills due to working
from home and training programs (see more here) and the ease of finding
suitable work thanks to technology. We think the “evidence” of a lower
NAIRU is in the slowing of wages growth since its 2023 peak (see the chart
below).

The RBA’s newly preferred measure of wages “Average Earnings National
Accounts” is a proxy for the wages bill of the economy and is running at
4.4% over the year to June, down from its highs of 5.6% in 2022. The wage
price index, a measure pf pure changes in wages that exclude
compositional labour market changes is at 3.4% over the year to June,
from a peak of 4.2%.
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The RBA has a long list of “full employment” indicators which are in the
table below. Most indicators have moderated back into the 80% historical
average band which is also another sign that we have moved away from a
“tight” labour market.

Full Employment Indicators

Scale is the z-score from 2000 to the latest observations of the respective series. It is then rebased to the highest
obersation of the fime period.
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The dynamics between labour demand and supply show that labour supply
continues to propel higher, while demand is moderating.
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Labour supply is elevated from continued high levels of net migration, with
growth in the working age population still running at 35-40K persons per
month in recent periods.

Demand for labour is slowing. The leading indicators of employment
growth like the stock of job vacancies, job advertisements, online job ads
are flat to down — see the chart below. Lower employment growth is most
likely due to softer demand in non-market services, as public sector
employment growth looks to have peaked after being the key contributor
to jobs growth in the last 2 years.

Australia Job Openings as a Share of Labour Force

220
Indexed to 2019 Average = 100
200 +
—ABS Job Vacancies (stock)
180 1 _ ANZ-Indeed Total Job Ads (stock)
160 - —Online Job Ads - Job & Skills Australia (flow)

140
120
100
80
60

40

10 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25

Source: Bloomberg, AMP

Implications for investors

The September quarter inflation data (released later in October) is likely to
show upside surprises to market services inflation. Australia is not the only
country that has experienced pesky and persistent services inflation. It is
also occurring in other major developed markets like the US and UK,
reflecting some long-term dislocations from Covid. However, a weaker
employment backdrop should see softer services inflation down the track.
So, the RBA'’s goals of getting inflation into the midpoint are not out of
reach, it may just take a bit longer to get there.

While the central bank will ultimately need to weigh the risks associated
with its dual mandate, we believe that labour market conditions will take
precedence over any moderate upside surprises in the September quarter
inflation data. As a result, we expect the RBA to cut the cash rate in
November, which would take the cash rate from 3.6% to 3.35% although
the votes of the Monetary Policy Board are likely to be split, so it’s a close
call.

The other issue is that the market is not yet concerned by “stagflation”
fears (which is high inflation and unemployment at the same time) but this
is still possible. This would make the central bank’s job harder and it would
be negative for GDP growth and company earnings which would spook
sharemarkets. This is not our base case though and both inflation and
unemployment are not high enough to cause this concern.

Diana Mousina, Deputy Chief Economist, AMP
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