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The Reserve Bank of Australia — The A-Z of Interest Rate Policy

e The RBA is navigating a fine line. It seems comfortable
inflation is near its peak but is not confident it is on a
path back to target. Governor Lowe has made it clear
that more insurance needs to be taken out to see this
occur. Implied pricing is for the Bank to raise rates
twice more by mid-year, although this is data
dependent, and it is possible more hikes are coming.
Unfortunately, tightening policy is like stretching a
rubber band — the more it is stretched the closer it is to
breaking.

e Policy transmission is mostly occurring as normal. The
interest rate sensitive sectors such as housing have
felt the pain early and the consumer is starting to show
some weakness. But the goal in the tightening
campaign is to raise the unemployment rate and this is
yet to happen. Only then will the Bank be confident
inflation is tracking back towards target.

e This time around, transmission has been blunted by
the high levels of cash on household balance sheets
(still >$200bn). However, savings is slowing rapidly
because of the increase in interest rates and the rise in
cost of goods and services. Competition in the
mortgage market has also blunted transmission, with
not all interest rate increases (as yet) passed on to
borrowers.

e An RBA pivot is off the agenda for now and equities
are premature to begin pricing this in (or expecting an
RBA “put” to underwrite the market). But we expect the
data to weaken as the year evolves and before year-
end the bank should feel comfortable inflation is
tracking back to target and less restrictive policy will be
appropriate. However, Macquarie does not expect the
start of the rate cut cycle to begin until 2024.

The inflation playbook

Inflation only rises when demand exceeds the ability of the
supply side to meet it. Central banks have the right tool
(control of interest rates) to adjust the demand part of the
equation. But it is only the business sector and
government that can bring about the supply-side
adjustments. Typically, when interest rates rise and
demand slows, the business sector will react to retain
profitability by cutting staff and streamlining business
processes so that firms are more aligned with weaker
demand.

However, when demand is stronger than firms’ ability to
supply goods and services, they will increase prices,
resulting in rising inflation, and this was the situation in
2022.

The global nature of supply chains and the pandemic
meant that last year, the RBA faced similar challenges to
other major central banks.

o Inflation accelerated due to strong demand from
monetary and fiscal stimulus put in place during the
pandemic and economies reopening for business. The
reopening brought not only strong demand from freer
movement of people, but also supply-chain
disruptions, particularly where workers were forced to
isolate after being in contact with someone who had
COVID.

e Initially most central banks thought the sharp increase
in inflation would be temporary, given the global
economy had been through a 10-year period where
many central banks were struggling to bring inflation
up to target. But the issues causing inflation were
persistent and ultimately, they were forced to withdraw
stimulus rapidly. Inflation lags changes in both demand
and supply, so less collateral damage is done when
the central bank can adjust demand prior to it
impacting inflation.

e As we approached the end of last year there were
significant improvements in supply chains and the
work done by the RBA had impacted parts, but not the
economy in aggregate. Nonetheless, the net result by
year-end was signs inflation had peaked. The RBA
reacted to this positive development by reducing the
size of interest rate increases (December and
February).
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The RBA thinks inflation has peaked

RBA forecasts: Trimmed mean inflation
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The path back to the 2-3% target

The RBA’s path back to the 2-3% target will depend on
several factors.

e It needs to be confident that inflation has peaked. The
stronger-than-expected Q4 22 inflation reading raised
some doubts about this and the RBA reacted by not
only raising rates by a further 25bp in February, but
also sending out the message that more will be
required.

e It will monitor how the work already done is impacting
the economy, or the transmission mechanism of
monetary policy.

a.

Interest rate sensitive sectors of the economy
began weakening after the initial increases in the
cash rate and continue to weaken. Highly indebted
households will be more sensitive to rate
increases than those households with a relatively
small mortgage. It is not surprising then that both
Sydney (14%) and Melbourne (9%) have seen the
sharpest house price declines from their peak.

However, not all borrowers have been affected by
policy changes in the same way. Small business
borrowers and households not repaying loan
principal have seen the sharpest rise in interest
rates. But new fixed rate borrowers have not seen
rate increase since July last year and those
borrowers on discounted standard variable loans
have not seen interest rates increase since
October last year. Competition tends to supress
the pass-through of policy tightening and that
appears to be occurring this tightening cycle.

Policy

changes and changes in key interest rates
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One factor that can slow the impact transmission of
policy changes is high levels of household savings
and even though the savings rate is declining as
disposable income is being reduced by rising
interest rates, and the increasing cost of goods and
services, the level of savings is high and continuing
to rise.

Cash on the balance sheet at high levels
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d.

Another factor that the RBA needs to account for in
setting policy is the upcoming reset of fixed rate
mortgages. The Bank is fully aware that a large
number of borrowers (~two-thirds by year end 2023)
will soon see their mortgage payments increase
sharply as fixed term loans set at around 2.2% reset
to between 5-6% (variable and fixed rate terms).
This sharp increase in mortgage payments will
significantly reduce their spending power.

The Bank will be looking for signs that the weakness
in the interest rate sensitive sectors is spreading
throughout the economy. It will want to see
consumer spending weaken. The consumer is
around 55% of the economy and if inflation is to
ease inflation, then consumer spending must
weaken first.
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f. A slowdown in consumer spending should then
signal that policy is beginning to impact the
economy more broadly. However, the end game
will be when the unemployment rate begins to rise.
This will tell the bank that services inflation and
wages should soon begin to ease. This sounds
like a controlled incremental process, butin
practice it’s like stretching a rubber band, pain
is felt and it keeps increasing until households
snap.

Signs the pain is broadening

Household spending growth y/y on goods & services
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Light at the end of the tunnel

In our 2023 outlook (see 2023 Outlook: Better Days

Ahead) we forecast Australia should avoid recession even

though the US and Europe would not. The risk Australia

joins these major economies will depend upon how quickly

pressure is taken off the RBA to raise rates further.

e Australia lagged other major countries in seeing
inflationary pressures and the improvement in supply

chains already seen in other countries haven't yet fully

flowed through. This is clearly a positive development
that can’t happen quick enough.

e Improvements on the supply-side will help the RBA, but

the Bank will still need to see the unemployment rate

rise to a higher level before it becomes comfortable that
inflation is tracking back to target. The Bank’s latest
projections expect the unemployment rate to drift up to
3.9% by year end — a meaningful rise that will ease
wage pressures and help lower inflation somewhat.

e Australia’s two largest cities have already seen

significant dwelling price declines and if the RBA is
forced to raise rates further this will add to the
downward pressure with ultimately flow-on effects to
consumer spending. Other markets such as Brisbane
are starting to see price declines accelerate.

e Markets keep looking for a pivot by central banks.

However, feeling comfortable inflation has peaked is not
enough. Rate cuts are well and truly off the agenda for
the time being. But the trigger for rate cuts will likely
need: 1) the global outlook deteriorating more rapidly
than the bank expects, 2) the unemployment rate rising
more rapidly than the bank expects. A further decline in
house prices of the magnitude we saw last year will not
be enough.

Macquarie Australian economic forecasts

2022 2023 2024
GDP yly 3.6 17 15
CPI yly 6.5 55 3.0
Core CPI yly 5.0 5.0 3.0
Unemployment rate %, sa 35 4.0 4.7
AB/US$ 0.68 0.69 0.70
Cash rate % 3.10 3.35 2.60
10-yr yield % 4.05 2.80 2.75

Source: Macquarie Macro Strategy, February 2023
Please see our “2023 Outlook: Better Days Ahead” for

more detail on our investment views, asset allocation
and key recommendations.

Macquarie WM Investment Strategy Team




The report was finalised on 10 February 2023.
Recommendation definitions (Macquarie Australia/New Zealand)

Outperform — return >3% in excess of benchmark return
Neutral — return within 3% of benchmark return
Underperform — return >3% below benchmark return

The analyst(s) responsible for the preparation of this research receives compensation based on overall revenues of Macquarie Group Limited (ABN 94 122 169 279
AFSL 318062) (“MGL”) and its related entities (the “Macquarie Group”, “MGL”, “We” or “Us”). No part of the compensation of the analyst(s) was, is or will be directly
or indirectly related to the inclusion of specific recommendations or views in this research.

This research has been issued and is distributed in Australia by Macquarie Equities Limited (ABN 41 002 574 923 AFSL 237504) (“MEL” or “We”), a Participant of
the ASX. MEL is not an authorised deposit-taking institution for the purposes of the Banking Act 1959 (Cth), and MEL'’s obligations do not represent deposits or other
liabilities of Macquarie Bank Limited (ABN 46 008 583 542). Macquarie Bank Limited does not guarantee or otherwise provide assurance in respect of the
obligations of MEL.

This research contains general advice and does not take account of your objectives, financial situation or needs. Before acting on this general advice, you should
consider if it is appropriate for you. We recommend you obtain financial, legal and taxation advice before making any financial investment decision. Past
performance is not a reliable indicator of future performance. You should consider all factors and risks before making a decision. Please refer to MEL’s Financial
Services Guide (FSG) for more information at https://www.macquarie.com.au/advisers/financial-services-guide.html.

This research has been prepared for the use of the clients of the Macquarie Group and must not be copied, either in whole or in part, or distributed to any other
person. If you are not the intended recipient, you must not use or disclose this research in any way. If you received it in error, please tell us immediately by return e-
mail and delete the document. We do not guarantee the integrity of any links, e-mails or attached files and are not responsible for any changes made to them by any
other person. Nothing in this research shall be construed as a solicitation to buy or sell any security or product, or to engage in or refrain from engaging in any
transaction. This research is based on information obtained from sources believed to be reliable, but We do not make any representation or warranty that it is
accurate, complete or up to date. We accept no obligation to correct or update the information or opinions in it. Opinions expressed are subject to change without
notice. We accept no liability whatsoever for any direct, indirect, consequential or other loss arising from any use of this research and/or further communication in
relation to this research. The Macquarie Group produces a variety of research products, recommendations contained in one type of research product may differ from
recommendations contained in other types of research.

The Macquarie Group has established and implemented a conflicts policy at group level, which may be revised and updated from time to time, pursuant to regulatory
requirements, which sets out how we must seek to identify and manage all material conflicts of interest. The Macquarie Group, its officers and employees may have
conflicting roles in the financial products referred to in this research and, as such, may affect transactions which are not consistent with the recommendations (if any)
in this research. The Macquarie Group may receive fees, brokerage or commissions for acting in those capacities and the reader should assume that this is the
case. The Macquarie Group’s employees or officers may provide oral or written opinions to its clients which are contrary to the opinions expressed in this research.
Investors should obtain and consider the Product Disclosure Statement (“PDS”) or offer document of the financial product before making any financial investment
decision. You can obtain the relevant PDS or offer document by contacting the issuer of the product, or as identified below:

Important disclosure information regarding the subject companies covered in this report is available at macquarie.com/disclosures.

© 2023 Macquarie Group. All rights reserved


https://www.macquarie.com.au/advisers/financial-services-guide.html
http://macquarie.com/disclosures

