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Leading index points to moderating growth pulse

• The six month annualised growth rate in the
Westpac-Melbourne Institute Leading Index, which
indicates the likely pace of economic activity relative
to trend three to nine months into the future, eased
from 1.01% in April to 0.62% in May.

The index is pointing to a clear slowing in momentum.
While the growth rate remains comfortably above trend,
the pace has eased markedly since the start of the year.
The shift mainly reflects a less supportive backdrop
for Australia’s commodity prices and in global financial
markets.
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The Leading Index growth rate has slowed from 1.59% in
December to 0.62% in May. Two components have driven
the slowdown: commodity prices and the yield spread.
After surging 44% between June and February, Australia’s
commodity prices have declined 10% over the last three
months. The turnaround has taken 1.17ppts off the Leading
index growth rate since end 2016. Some of this reflects the
unwind of temporary policy and weather-related spikes
in coal prices. However, a strong rally in iron ore prices
through much of last year has also moved into reverse
since early 2017. Both moves look likely to be sustained.

Domestic components have boosted the Index growth
rate between December and May although individual
contributions have varied widely. The positive signals have
been from dwelling approvals (adding +0.29ppts); and
aggregate hours worked (+0.17ppts), partially offset by
weaker reads from the S&P/ASX 200; Westpac-MI UE index
and Westpac-MI CSI expectations index (a combined drag
of –0.13ppts).

The yield spread – the difference between the short
and long term interest rates – captures financial market
assessments of the economic outlook both locally
and abroad (long term rates are heavily influenced by
benchmark rates abroad). After widening significantly over
the second half of 2016, the yield gap has narrowed sharply
in 2017, led by lower 10yr bond rates as markets have pared
back expectations for growth stimulus policies in the US.
The move has taken 0.42ppts off the Index growth rate
since December.

The Reserve Bank Board next meets on July 4. Recent
comments indicate that policy is firmly on hold with the
Bank expecting growth to increase gradually to an above
trend pace. The Leading Index has been pointing to above
trend momentum since late last year but the latest updates
suggest the growth pulse is moderating heading into the
second half of 2017 highlighting downside risks to the
2018 growth outlook. We expect the Bank to leave rates
unchanged over the rest of 2017 and throughout 2018.

Matthew Hassan, Senior Economist

The other international component – US industrial
production – has provided some offset over the same
period, a lift in activity adding +0.28ppts to the Leading
Index growth rate.

Past performance is not a reliable indicator of future performance. The forecasts given above are predictive in character. Whilst every effort has been taken to ensure that the
assumptions on which the forecasts are based are reasonable, the forecasts may be affected by incorrect assumptions or by known or unknown risks and uncertainties. The results
ultimately achieved may differ substantially from these forecasts.
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