Interest rate outlook

- Friday, 4 February 2022

RBA Statement on Monetary Policy
Turning the Ship Towards Earlier Hikes

e The Reserve Bank (RBA) released its quarterly Statement on Monetary Policy (SoMP) this
morning. The statement is a bookend to a big week for the bank as it slowly turns the ship
and prepares for earlier than previously indicated rate hikes.

e The forecasts are often the clearest signal we get from central banks on their thinking about
the economy, and in turn, the expected path of monetary policy.

e GDPis expected to grow above trend this year, but has been sliced back to 4% per cent, from
5% per cent. This change reflects the stronger growth outcome for 2021 and Omicron,
although the RBA notes Omicron’s impact on spending is relatively small.

e The RBA expects the unemployment rate to fall below full employment to 3% per cent by the
end of 2022 (previously 4% per cent), before remaining at this level.

¢ The biggest shift was in the underlying inflation forecast, which is expected to break above
the upper end of the 2-3% target range. It is expected to hit 3% per cent by the June quarter
of 2022 and then remain in the top half of the band for the foreseeable forecast horizon.

e Even in the RBA’s downside scenario, underlying inflation is forecast to remain within the
band for most of the horizon, adding further weight to our expectations.

e The potent combination of above-trend growth, unemployment below full employment and
underlying inflation above or in the top half of the target band reinforces our expectations
that a rate-hike cycle will start in August.

The Reserve Bank (RBA) released its quarterly Statement on Monetary Policy (SoMP) this morning.
The statement is a bookend to a big week for the bank as it slowly turns the ship and prepares for
earlier than previously indicated rate hikes. It includes an updated set of forecasts following the
Board meeting earlier this week where it dropped its bond-buying program, and a speech from the
Governor Lowe, where he acknowledged rates hikes this year are “plausible”.

The forecasts are often the clearest signal we get from central banks on their thinking about the
economy, and in turn, the expected path of monetary policy. They are particularly important at
critical junctures, such as communicating a change in when the policy rate is expected to move.

Economic Growth

GDP is expected to have grown by 5 per cent over 2021 (previously 3 per cent). The revision up
reflects the stronger rebound from Delta and the robust path of the economy. However, future
growth rates were trimmed, accounting for the stronger starting point. GDP is forecast to grow by
4% per cent in 2022 (previously 5% per cent) and 2 per cent in 2023 (previously 2% per cent).
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On the impact of the Omicron variant, the RBA noted that signs point to the impact on spending
being relatively small. The spread has been “disruptive but is not anticipated to have a large or
sustained impact on growth.” Growth is expected to slow in the March quarter but is forecast to
regain momentum in coming quarters. The impact of Omicron is expected to be smaller than
previous COVID-19 waves.

Output Growth and Inflation Forecasts(2)

Per cent
Year-ended
Dec June Dec June Dec June
2021 2022 2022 2023 2023 2024
GDP growth 5 5 4V 2V 2 2
(previous) (3) 4) (514) (3v4) (214) (n/a)
Unemployment rate(® 4.7 4 3% 3% 3% 3%
(previous) (415) (4V4) (4) (4) (n/a)
CPlinflation 35 3% 3Va 2% 2% 2%
(previous) (234) (2V4) (2Va) (214) (n/a)
Trimmed mean 26 3V 2% 2% 2% 2%
inflation
(previous) (2Va) (2V4) (2Va) (214) (n/a)
Year-average
2021 2021/22 2022 2022/23 2023 2023/24
GDP growth 434 41 514 434 2 2
(previous) (4V4) (3%4) (5) (5) (3) (n/a)

(a) Forecasts finalised on 2 February. The forecasts are conditioned on a path for the cash rate broadly in line with expectations derived from
surveys of prafessional economists and financial market pricing, and assume other elements of the Bank’s monetary stimulus are in line with
the announcement made following the February 2022 Board meeting. Other forecast assumptions (November Statement forecasts in
parenthesis): TWI at 60 (62), A$ at US50.71 (US$0.74) and Brent crude oil price at US$85bbl (US$80bbl). The assumed rate of population
growth is broadly in line with the profile set out in the Australian Government’s 2021/22 Mid-year Economic and Fiscal Outlook. Forecasts
are rounded to the nearest quarter point. Shading indicates historical data, shown to the first decimal point.

(b) Average rate in the quarter.

Source: RBA

Labour Market

The RBA expects the unemployment rate to fall to 3% per cent by the end of 2022 (previously 4%
per cent). Unemployment is then forecast to remain at this level. The Omicron outbreak is
expected to significantly impact hours worked in January and into February. However, it is not
expected to have a large impact on employment.

Governor Lowe previously noted that full employment is when the unemployment rate is in the
low 4s. So, unemployment with a ‘3" in front is beyond full employment. When an economy is
beyond full employment, wage pressures can be expected to grow.

Wages are expected to pick up faster than previously expected. The Wage Price Index (WPI) is
forecast to grow 2% per cent over 2022 (previously 2% per cent) and 3 per cent over 2023
(unchanged). While the pick-up is expected to be gradual, broader measures of earnings (which
include bonuses and other payments) are expected to increase faster than the WPI.

Governor Lowe noted in his speech that broader measures of wages growth, including the bank’s
liaison with businesses, would be watched by the Board in its decision making.
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Inflation

Inflation in the December quarter was higher than the RBA expected. The Governor mentioned in
his speech that supply-chain disruptions and changes in consumption patterns contributed to
increases in inflation. However, the SOMP noted that “There is also some evidence of inflation
pressures recently broadening beyond goods prices into services prices.” This is an indication that
inflation pressures are becoming less transitory than may have been previously expected.

The biggest shift was in the forecast for underlying inflation, which the RBA expects will break
above the upper end of the target range. It is expected to hit 3% per cent by the June quarter of
2022, before returning to 2% per cent to stay in the top half of the band for the foreseeable
future. In November, the RBA expected underlying inflation to hit 2% per cent at the end of 2021
and remain there until the June quarter of 2023.

Another notable change is the RBA’s view on inflation in their upside and downside scenarios. In
the upside scenario, underlying inflation increases above 3% per cent and trends higher
throughout the forecast period. In the downside scenario, inflation falls but remains above 2 per
cent for most of the forecast period.

Monetary Policy Outlook

The potent combination of above-trend growth, unemployment below full employment and
underlying inflation above or in the top half of the target band reinforces our expectations that a
rate-hike cycle will start in August. We expect the cash rate will continue to lift through to 2024. In
our view, the messaging in today’s SOMP backs up this forecast.

A critical line in the SOMP that caught our eyes: “If realised, the staff forecasts imply that the
Bank's policy goals would be achieved sooner than previously envisaged”. In central bank speak,
that is a strong endorsement for bringing forward rate hikes.

It wasn’t long ago the RBA was sticking to its “central scenario” that the cash rate wouldn’t lift
before 2024. But this week we have seen major revisions to the forecasts, the Governor’s
acknowledgement that rate hikes in 2022 are “plausible”, and the above statement in the SOMP.
In combination, these constitute a strong signal from the RBA: get ready for higher rates.

The RBA sensibly wants to see more data before committing to a particular date, as we manage
supply disruptions and ongoing challenges from the pandemic. We already had two quarters with
underlying inflation at 2.1% for the September quarter and 2.6% for the December quarter of last
year. We will receive two more updates in April and July. We also get two more wage prints in
February and May. In amongst all that, the Federal election is shaping up for May, which the RBA
will likely want to steer clear of.

We think that combination of factors leaves June as the first possible “live” date for an RBA rate
hike. But the RBA has continued to emphasise it is prepared to be patient, so we still think an
August lift-off is more likely.
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