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Reserve Bank Cash Rate Outlook
Risks Tilt to a Rate Hike on Race Day

In recent weeks and months, we have been speaking to customers and sharing our long-held core
view that the cash rate was on hold until late 2024. But we also highlighted, as part of this
discussion, the extended time it would take the Reserve Bank (RBA) to return inflation to its target
band of 2-3% — late 2025! Further, we flagged the risks to inflation were to the upside because
services inflation had the nasty possibility of being sticky once elevated. In more recent weeks, we
have also been eyeing the march higher in fuel prices. The tensions in the Middle East have added
to the upward move in world oil prices but were not the original catalyst.

Yesterday’s inflation report for the September quarter revealed those upside inflation risks are
materialising. Indeed, inflation could take longer to come down as a result. Headline inflation
showed growth of 1.2% in the quarter, much faster than the 0.9% growth rate that the current
forecasts from the RBA imply. In a recent speech, Bullock emphasised that the RBA would not
tolerate a later return to the target band, which means the higher-than-expected inflation result
has implications for the next policy decision on 7 November.

Bullock, the recently appointed Governor of the RBA, also took to the stand today before the
Senate Legislative Committee. Bullock said services prices were still higher than the RBA was
“comfortable with”.

The inflation report followed an update on the jobs market just last week, which revealed a tick
down in the national unemployment rate to close to a 50 year low of 3.6% in September. Whilst
job vacancies are off their post-covid peaks, they are still elevated and some businesses are still
struggling with shortages. It’s hard to find strong evidence that the unemployment rate is set to
move above the rate consistent with full employment over the coming six months at least.

The low unemployment rate reflects the resilience of the economy. Households are tightening
their belts and consumer spending growth is slowing, leading the weaker activity in the economy.
However, strong population growth is injecting a layer of resilience.

These mix of factors and data leaves the November board meeting as a live decision. In fact, we
are left in no doubt that the Board will need to discuss a rate hike at the meeting. The discussion
will boil down to whether they leave the cash rate unchanged or tap the brakes by 25 basis points
to fine tune policy settings and ensure that inflation returns to the band in a timely manner.

The RBA will need to weigh up the slowdown in consumer spending growth against ongoing
resilience from businesses and determine how much of the surprise outcome in inflation was due
to temporary factors versus permanent drivers. In our opinion, there were more permanent
drivers at play. For example, around 75% of prices economy-wide are growing at an annual rate
that is faster than the midpoint of the RBA’s inflation target band. This share has come down from
the peak, but remains high and progress lower appears to have stalled.
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Since the rate-hike cycle began in May of last year, one variable has ranked consistently high on
the RBA’s watch list. That variable is inflation expectations, especially over the medium term. The
RBA wants to ensure that inflation expectations do not become de-anchored. Higher than
expected prints on inflation can contribute to a flare up in inflation expectations. There is some
evidence in recent weeks that medium-term inflation expectations have begun to tick up,
suggesting the RBA may need to lean in to arrest the trend.

Reflecting the changing balance of risks, our Group view changed earlier today. A rate hike on
Melbourne Cup Day is now anticipated, to take the cash rate to 4.35% after pausing in 5 of the last
7 board meetings. Is this one and done? Quite possibly, but the high uncertainty attached to
forecasts in the current environment means nothing is out of the question. Swaps markets are
partially priced for two more rate hikes before the middle of next year. The incoming data remains
key.

Cash Rate Market Pricing Inflation Sub-Categories
30-Day Interbank Cash Rate Futures % Share Growing Faster than 2.5%
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