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RBA’s Fingers Remain ltch Free

The Reserve Bank of Australia (RBA) board met today. As widely expected, the RBA Board left the
cash rate on hold at 1.50%. The cash rate has stayed at this same level for nearly two years and
there is no reason to expect a change any time soon. The accompanying statement suggests that
settings will remain on hold for an extended period of time.

There were only a few changes in the accompanying statement on the domestic economy. These
changes dialled down some of the cautious optimism on the domestic economy.

One of the changes was the removal of the sentence that the projected pick up in GDP growth
“should see some reduction in spare capacity in the economy”. It's possible this reference was
removed because growth now needs to be faster to see a reduction in spare capacity or it might
have been removed due to the stickiness of the unemployment rate in recent months.

On the unemployment rate specifically, the RBA noted that it had been “little changed at around
5.5% for much of the past year”. Further, the RBA removed the line that the unemployment rate
had “declined over the past year”. It also dropped the view that labour market conditions were
“improving”.

Encouragingly, the RBA is still expecting there will be a gradual reduction in the unemployment
rate and a strengthening economy that should see some lift in wages growth over time.

Another change is the RBA’s insertion that “while there may be some further tightening of lending
standards, the average mortgage interest rate on outstanding loans is continuing to decline”.

Perhaps the more substantial changes in the statement were reserved for the discussion on
financial markets. The RBA noted that financial markets have been affected by political
developments in the Eurozone, particularly in Italy. The RBA also flagged that there are concerns
about the direction of international trade policy in the US and economic developments in a few
emerging market economies. The consequence is that long-term bond yields in most major
economies have declined recently and there has been some widening of corporate credit spreads.

While the global economy remains in an upswing with the major economies in the world growing
at the same time, greater risks to the outlook have emerged in the past month. The RBA’s
discussion reflects these risks.

We continue to expect the RBA to leave the cash rate on hold this year and for an extended time.
The RBA’s fingers are not itchy to pull the trigger and start a rate-hike cycle. The balance of risks
continue to move towards the RBA taking longer to change interest-rate settings. Today’s dovish
tweaks in the statement and more worries over the risks in the world economy supports this view.

Interest-rate markets have a probability of 23% attached to an RBA rate hike of 25bp before the
end of this year. This probability rises to 97% for June next year.

Besa Deda, Chief Economist
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