Interest Rate Outlook

Tuesday, 2 March 2021

Reserve Bank Board Meeting
RBA Sticking to its Guns

e There was little fresh news out of the meeting today. The Bank reiterated that it does not
expect it will lift the cash rate until 2024 at the earliest and left the parameters of the yield
curve control and bond purchase programs unchanged.

e There has been speculation amongst investors over recent weeks that the Reserve Bank of
Australia (RBA) could increase the cash rate sooner than 2024 but Governor Lowe hosed
down any such prospects in his statement.

e The Governor’s statement reaffirmed the Bank’s commitment to the three-year yield target
and quantitative easing program. The statement noted the RBA is prepared to make further
adjustments to its purchases in response to market conditions.

e The market reaction was muted overall although suggests investors were after a stronger
commitment from the RBA.

e The insertion of the sentence around the importance of “sound lending standards” indicates
that housing is on the radar of regulators. It is possible that a review of lending standards
could occur down the track.

e The RBA continues to stress that the recovery will be bumpy and uneven. And while
prospects for a sustained recovery have improved relative to a few months ago, the outlook
remains dependent on the evolution of COVID-19 and significant fiscal and monetary
support.

There was little fresh news out of the meeting today. The Bank reiterated that it does not expect it
will lift the cash rate until 2024 at the earliest and left the parameters of the yield curve control
and bond purchase programs unchanged.

There has been speculation amongst investors over recent weeks that the RBA could increase the
cash rate sooner than 2024 but Governor Lowe hosed down any such prospects in his statement.
It reaffirmed the cash rate will not be increased until inflation is sustainably within the 2% to 3%
per annum target range. The RBA still expects this won’t happen until at least 2024.

In order for this to occur, wage growth will need to increase significantly. And this doesn’t look to
be happening any time soon. There needs to be a sustained and significant decline in the
unemployment rate to generate wage growth. In addition, there are a number of structural
headwinds to wage growth including globalisation and technological change, and limited
bargaining power of organised labour.

The insertion of the sentence around the importance of “sound lending standards” indicates that
housing is on the radar of regulators. If the housing market were to show signs of overheating, we
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expect this could be handled with macroprudential policy, not by hiking interest rates. It is
possible that a review of lending standards could occur down the track.

Markets were looking to the RBA for their thoughts on yield curve control and quantitative easing
given the recent volatility in the bond market. The Governor’s statement reinforced the Bank’s
commitment to the three-year yield target. It also noted that recent unscheduled bond purchases,
under the bond purchase program, were a bring-forward of weekly purchases (not additional
stimulus) in order to smooth the functioning of the market. The statement noted the RBA is
prepared to make further adjustments to its purchases in response to market conditions.

The Bank reaffirmed that price pressures are expected to remain subdued. The statement flags
that inflation is expected to rise temporarily due to the reversal of some COVID-related price cuts.

The market reaction was muted overall although suggests investors were after a stronger
commitment from the RBA. The yield on 10-year Australian government bonds spiked 7 basis
points. The 3-year yield also popped 2 basis points higher, touching 0.14%, before retracing. The
RBA’s efforts to keep borrowing costs low in the face of the economic recovery, and market
expectations for an increase in inflation, will no doubt remain in focus going forward.

The RBA continues to stress that the recovery will be bumpy and uneven. And while prospects for
a sustained recovery have improved relative to a few months ago, the outlook remains dependent
on the evolution of COVID-19 and significant fiscal and monetary support.
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