Interest Rate Outlook

Friday, 5 August 2022

RBA Statement on Monetary Policy
Inflation to be Higher for Longer

o The Reserve Bank (RBA) has today released its quarterly Statement on Monetary Policy
(SoMP) providing a full breakdown of the Bank’s revised forecasts, some of which were
previewed in the monetary-policy decision earlier this week.

e The RBA upgraded its inflation forecasts for this year and next year. It expects headline
inflation to peak at 73 per cent in the December quarter of this year, up from 5.9 per cent
previously and the 7 per cent suggested in recent speeches.

e The RBA also now expects inflation to be elevated for longer. Indeed, it doesn’t expect
headline inflation to return to the 2-3 per cent target band until the end of 2024.

e The RBA also cut its growth forecasts for this year and 2023. Growth is expectedto remain
above trend this year, but slow considerably in 2023 to just 1% per cent, driven by weaker
consumer spending and slowing growth in public demand.

e The unemployment rate is expectedto trough earlier and lower than previously anticipated,
at 3% per cent by the end of 2022. However, as economic activity begins to slow over 2023
and into 2024 the unemployment rate is expected to rise, albeit only gradually.

o Despite an expected uptick in nominal wages, real wages are projected to go backwards until
at least 2024 as inflation moves higher and remains elevated for longer.

e We continue to expectthe RBA to hike to cash rate to 3.10% by the end of this year. And we
expect the cash rate to peak at 3.35 per centin early 2023, as a stream of weaker data halts
the RBA’s hiking agenda. We expect the RBA will have to turn to cutting rates within twelve
months of the end of its tightening cycle.

Afterdelivering the most aggressive monetary tightening in a four-meeting window since inflation
targeting commencedin 1993, the Reserve Bank (RBA) has today released its quarterly Statement
on Monetary Policy. The statement provides a full breakdown of the Bank’s revised forecasts,
some of which were previewed in the monetary-policy decision earlier this week. The Statement
also provides further details on the RBA’s assessment of global and international economic
conditions, which can sometimes provide us with further clues on the Bank’s assessment of the
likely path of interest rates.

Economic Growth

The RBA cut its growth outlook for this year and next year. The RBA still expectsthe Australian
economy to grow strongly in 2022, albeit less strongly than in May. Growth this year is expected to
be supported by robust household consumption and a recovery in services exports. The economy
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is forecast to grow by 3% per cent in 2022, compared to the RBA’s previous projection of 4% per
cent.

From there, the RBA expects growth will slow to a below trend rate of 1% percent in 2023 and
2024, as a combination of weaker private spending and slowing growth in public demand weigh on
activity. Elevated consumer prices, rising interest rates and declining dwelling prices are expected
to underpin a slowing in private spending, as real incomes erode, and household wealth takes a
hit. Meanwhile, growth in public demand will be curtailed after the recent rapid growth alongside
the COVID-19 response and subsequent recovery.

Our own forecasts for growth are stronger for this year, but notably weakerfor next year and
2024. Itis why we see a real risk the RBA will be cutting the cash rate by 2024.

Table 5.1: Output Growth and Inflation Forecasts(a)

Par cant
Year-ended
Jun Dec Jun Dec Jun Dec
2022 2022 2023 2023 2024 2024
GDP growth 3 3 24 134 134 134
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Labour Market

In June, the unemploymentrate dropped to a near 50-year low of 3% per cent. In its previous
SoMP in May, the RBA did not expect unemploymentto reach such a low level until mid way
through 2023. In addition, the RBA expected the unemploymentrate to bottom out at 3% per
cent, alongside its expectation that no more slack could be extracted from the market.

In light of the recent labour market outperformance and adjustments to its growth profile, the
RBA has revised its unemploymentforecasts. The unemploymentrate is now expected to trough
earlier and lower than previously anticipated at 3% per cent by the end of 2022. The RBA also
expectsthat the record level of labour force participation will be sustained alongside strong
market conditions and the longer-term improvementin participation among femalesand older
Australians.

However, as economic activity begins to slow over 2023 and into 2024, the unemploymentrate is
expectedto rise, albeit only gradually. The RBA expectsthe unemploymentrate will edge up to 3%
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per cent through 2023 and reach 4 per cent by the end of 2024. It’s important to note that the
RBA’s own estimate of full employment is an unemploymentrate betweenthe high 3’s and the
low 4’s. The unemploymentrate is, therefore, expected to remain within the vicinity of full
employment, suggesting the labour market will remain tight despite some easing of employment
conditions.

Consistent with a furthertightening in labour market conditions, the RBA has also upgraded the
near term outlook for nominal wages growth. The wage price index (WPI) is expectedtorise by 3
per centin 2022, 3% per centin 2023 and to reach almost 4 per cent by the end of 2024. If this
were to come to fruition it would representthe fastest growth in the WPI since 2012.

Broader measures of wages are expected torise more rapidly as employers raise non-wage
remuneration to attract and retain talent and employeesincreasingly job-hop for a better deal.
Indeed, around 60% of the firms in the RBA’s liaison program expectthat wages growth will be
higher over the nextyear compared to current rates. This expectation is underpinned by higher
voluntary turnover, higher inflation outcomes being used in wage negotiations and the recent
decision from the Fair Work Commission to raise minimum and award wages.

Despite an expected uptick in nominal wages, real wages are projected to go backwards until at
least 2024 as inflation moves higher and remains elevated for longer.

Inflation

As detailed in the RBA’s monetary policy decision, the RBA has sharply upgraded its expectation
for the peak in headline inflation. Additionally, inflation is now expectedto moderate less quickly,
meaning inflation is forecast to remain above the RBA’s 2-3 per cent target band for longer.
Inflation higher for longer highlights the inflation challenge facing the RBA.

The RBA is expecting headline inflation to peak at 7% per cent in the December quarter of 2022.
This is up from a previously projected peak of 5.9 per cent in May’s SOMP and 7 per cent indicated
in recent speeches. Headline inflation is not expected to return to the top of the 2-3 per cent
target band until the end of 2024, after declining steadily over the course of 2023 and 2024. The
RBA had previously expectedinflation to return to the top of its target band by mid way through
2024,

Higher utilities prices largely account for the RBA’s forecast upgrade. Wholesale electricity and gas
prices have jumped sharply over recent months, as domestic supply disruptions collided with
strong demand and elevated international coal and gas prices. This is expectedto lead to a 10-15%
increase in retail electricity and gas prices in the September quarter. However, much of the
increase in utilities prices will not show up in the consumer price index (CPI) until the December
quarter, as state government rebates will largely offsetthe increases.

Rising energy prices are not the only factor driving the revision to the RBA’s headline inflation
forecasts. The Bank is also expectinginflation to broaden, that is, prices are expectedto rise faster
across a larger range of items. Reflecting this, the RBA has also lifted its forecasts for trimmed
mean inflation. Trimmed meaninflation is expected to peak at 6 per cent at the end of 2022 and
to ease to 3 per cent by the end of 2024. This compares to the RBA’s previous forecasts which
projected a peakin trimmed mean inflation of 4% per cent later this year.

Monetary Policy Outlook

Changes to the RBA’s forecasts mean the Bank’s expectations for the evolution of the Australian
economy are now more closely aligned with our own and reinforce our forecast for the cash rate
profile.
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We continue to expectthe RBA to hike to cash rate to 3.10% by the end of this year in response to
a furtherescalation in inflationary pressures. We expectthe cash rate to peakat 3.35 percentin
early 2023, as a stream of weaker data halts the RBA’s hiking agenda.

As the RBA movesto contractionary monetary-policy settings in coming months, we expect
growth to slow materially in 2023 to an annual pace of just1 per cent. It is on this backdrop and
with evidence that inflation pressuresare starting to ease, that we expectthe RBA to begin cutting
rates. Our group view is for this to begin at the start of 2024, however, there is a growing risk that
rate cuts commence in late 2023.

Jameson Coombs, Economist
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