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Reserve Bank Sees the Glass as Half Full 
· The Reserve Bank (RBA) left the cash rate at a record low of 1.50% today, as widely expected.  

The tone of its media statement struck a more optimistic tone compared with its previous 
statement in December.  Indeed, the RBA viewed even weaker parts of the economy as a glass 
half full. 

· The RBA’s take on the global economic outlook was encouraging.  It has expectations of above-
trend growth in a number of the advanced economies. 

· The RBA expects economic growth in Australia of around 3% over the next couple of years.  
Consensus forecasts and our own forecasts for growth are weaker.  So the risk of a rate cut 
down the track cannot be fully dismissed. 

· However, today’s language from the RBA sends a message that rates are on hold this year.  
Unless data on growth and employment continues to deteriorate, the RBA is more likely to sit 
pat on the cash rate this year. 

· Of course, the RBA’s view on inflation is crucial to its interest-rate settings.  It expects inflation 
to remain low for ‘some time’.  Some time might be longer than usual because of the difficult 
juggling act the RBA faces.   

· The RBA must weigh up the benefits of lower rates to growth with the potential risks to 
household balance sheets.  It suggests the RBA might allow inflation to run below the inflation 
target for an extended time without any policy action. 

· Fixed borrowing rates, however, are likely to head higher over this year.  Australian bond and 
swap yields will press higher over this coming year, as US bond and swap yields move higher on 
expectations of firmer growth and inflation in the United States. 

 

The cash rate was left at a record low of 1.50%, as widely expected.  The Reserve Bank (RBA) 
struck a more optimistic tone in its accompanying media statement compared with its previous 
statement in December.  Indeed, the RBA viewed even weaker parts of the economy as a glass half 
full. 

The RBA kicks off its statement with the global economy.  It notes that conditions in the global 
economy have improved over recent months and that above-trend growth is expected in a 
number of advanced economies.  The small and open nature of Australia’s economy means that 
the improvement in the global growth outlook is positive for the traded sector in Australia. 

China remains a key economy for Australia’s ongoing prosperity. Higher spending on infrastructure 
and construction has led to stronger growth in China over the second half of 2016.  However, the 
rapid increase in borrowing means that the RBA sees “medium-term risks to Chinese growth” 
remaining. 
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The most recent GDP figures in Australia showed a contraction in economic activity for the 
September quarter.  The RBA acknowledges this data was weaker than expected, but expects a 
“return to reasonable growth” in the December quarter. 

The RBA expects economic growth of around 3% over the next couple of years, supported by a 
pick up in consumption and some further pick-up in non-mining business investment.  Our 
forecasts for this year and next year are weaker.  Consensus forecasts are also softer, especially 
for this year.  Consensus growth forecasts are for 2.5% this year and 2.8% next year.  As we see the 
risk that growth might miss the RBA forecasts, we cannot completely dismiss some risk of a rate 
cut later this year. 

On the growth front, we see risks that consumption growth will stay sluggish.  But, there have 
been some encouraging signs on non-mining business investment.  Business credit has grown 
strongly in recent months and if this trend continues, we should see a more noticeable 
improvement in spending by businesses outside of the mining sector. 

Unless data on growth and employment continues to deteriorate, the RBA is more likely to sit pat 
on the cash rate this year.   

On the labour market, the RBA maintains the view that labour indicators are mixed.  The RBA 
notes that growth in full-time employment turned positive late in 2016, but the data is still 
nascent.  Full-time jobs grew by 95,000 in the three months ending December, but nearly 110,000 
jobs were shed in the previous three months.  Full-time jobs on an annual basis are still 
contracting.  A further run of data is needed to assure us of a turnaround in full-time jobs. 

The RBA adjusts its interest-rate levers with the 2-3% per annum inflation target in mind.  Inflation 
in both headline and underlying terms is below this target.  The RBA expects inflation to remain 
low for “some time”.  How long is some time is unclear.  However, we might be able to surmise 
that “some time” is longer than usual because of the difficult juggling act the RBA faces.   

The RBA must weigh up the benefits of lower rates to growth with the potential risks to household 
balance sheets.  It suggests the RBA might allow inflation to run below the inflation target for an 
extended time without any policy action from the RBA. 

The RBA determines the cash rate.  But fixed rates for borrowers are priced off the swap yield 
curve.  Swap yields are set to rise further over this year.  The move up in US bond and swap yields 
press Australian yields higher.  US yields are being influenced by expectations that the US Federal 
Reserve will need to raise its benchmark rate, the Federal funds target rate, this year.  The US 
Federal Reserve has already hiked it twice in the past fifteen months. 

The policies of the new US President complicate the outlook.  It is unclear if he will emphasise 
trade restrictions or fiscal stimulus or both.  An emphasis on fiscal stimulus in the form of tax cuts 
and infrastructure spending would give a fiscal boost to the US economy and raise the probability 
that the Federal Reserve will need to hike rates by more. 

The Reserve Bank will release a quarterly update on the economic outlook this Friday, including its 
forecasts for growth and inflation. 

 

 

Besa Deda, Chief Economist 
Ph: 02-8254-3251  

 



Interest Rate Outlook – Tuesday, 7 February 2017 
 

 
 3

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
  

The Detail 
 
The information contained in this report (“the Information”) is provided for, and is only to be used by, persons in Australia. The information may not 
comply with the laws of another jurisdiction. The Information is general in nature and does not take into account the particular investment objectives 
or financial situation of any potential reader. It does not constitute, and should not be relied on as, financial or investment advice or 
recommendations (expressed or implied) and is not an invitation to take up securities or other financial products or services. No decision should be 
made on the basis of the Information without first seeking expert financial advice. For persons with whom Bank of Melbourne has a contract to supply 
Information, the supply of the Information is made under that contract and Bank of Melbourne’s agreed terms of supply apply. Bank of Melbourne 
does not represent or guarantee that the Information is accurate or free from errors or omissions and Bank of Melbourne disclaims any duty of care in 
relation to the Information and liability for any reliance on investment decisions made using the Information. The Information is subject to change. 
Terms, conditions and any fees apply to Bank of Melbourne products and details are available. Bank of Melbourne or its officers, agents or employees 
(including persons involved in preparation of the Information) may have financial interests in the markets discussed in the Information. Bank of 
Melbourne owns copyright in the information unless otherwise indicated. The Information should not be reproduced, distributed, linked or 
transmitted without the written consent of Bank of Melbourne. 
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