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Macroeconomic update: RBA begins long road 
back to neutral 
 This week’s rate hike is the first move in taking monetary policy 

back to a more neutral or normal setting. 

 The first phase is the removal of the 'emergency' policy setting of 
3.00% and is likely to involve three further 25bp rate hikes 
spanning the upcoming summer period. 

 The second phase will be a move in the cash rate back to a 
genuinely neutral setting, above 5.00%. We anticipate the economic 
conditions for this phase will not be in place until 2011. 

 We therefore expect an extended pause in the monetary policy 
tightening cycle throughout much of 2010. 

Chart of the week: jobs growth pace picks up in 
September, but unemployment risks remain 
 Australian labourforce growth has slowed from around 2.5% 

p.a. through 2007 and 2008 to 1.5% p.a. through 2009. The 
participation rate has dropped from 65.5% last year to 65.2% 
today, as is normal through a downturn. 

 Employment growth has fallen even more sharply, from 2.5 to 
3.0% until mid 2008, to flat or sub-zero growth in 2009. September 
saw a small growth spurt in jobs of 0.1% p.a. 

 Unemployment remains under pressure from this ongoing gap 
between labourforce growth (supply) and jobs growth (demand). 
The unemployment rate has stayed steady at around 5.8% for the 
last five months (see figure 3), but this gap is an ongoing risk to 
unemployment, at least until jobs growth gains enough strength to 
counter labour supply growth. 

Figure 1: Labourforce growth is still strongly outpacing jobs growth 
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 This week’s rate hike is the first move in taking monetary policy back to a 
more neutral or normal setting. 

 The first phase is the removal of the 'emergency' policy setting of 3.00% 
and is likely to involve three further 25bp rate hikes spanning the upcoming 
summer period. 

 The second phase will be a move in the cash rate back to a genuinely 
neutral setting, above 5.00%. We anticipate the economic conditions for 
this phase will not be in place until 2011. 

 We therefore expect an extended pause in the monetary policy tightening 
cycle throughout much of 2010. 

Taking rates back to neutral 
Many economists and commentators have described this rate hike as the first 
move in taking monetary policy back to a neutral or normal setting. While that 
may well be the case, we believe that the return to a neutral cash rate will take 
a number of years and is likely to come in two phases.  

In this context it is important to understand what the neutral rate is. Most 
economists, including the RBA, believe a neutral cash rate in Australia is around 
5% to 6%. This static concept may well be relevant over the long-term but at 
any point in time the neutral rate can vary. In our view wider credit spreads and 
high levels of household debt imply that this neutral rate might be towards the 
bottom of this range over the years ahead. On this basis we expect 5.25% to be 
a neutral cash rate in Australia over the next three to five years. 

 

Figure 2: Rate tightening from the current historic low has commenced. 
Rates are still lower than some standard indicators would imply. 
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Rate normalisation to happen in two phases 
The first phase will remove the 'emergency' policy setting and is likely to involve 
three further 25bp rate hikes spanning the upcoming summer period. In our 
estimation a cash rate of around 4% in early 2010 is broadly appropriate. This is 
based on economic growth next year of around 2% and inflation of around 2%. 
While this is still expansionary monetary policy, we view this as appropriate 
given an economy growing below the potential rate (and thus unemployment 
still drifting up slowly) and our forecast for core inflation to be falling next year 
(and in 2011). 
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When the cash rate is along way from neutral the RBA is inherently 
uncomfortable. A policy error is more likely to occur when cash rates a 
substantially different to a long-run average rate. In this sense the RBA move 
this week, and our expectation that the cash rate will rise another 75bp over the 
next six months, can be seen as getting rate closer to a neutral setting in the 
context of an economy than is relatively stable and experiencing support from 
fiscal policy.   

The second phase will be a move in the cash rate back to a genuinely neutral 
setting which we have in the forecasts as 5.25%. The RBA will want to see a 
sustained recovery in the global economy (and an upward trend for global 
interest rates) to be firmly in place; unemployment to have 'peaked' and even 
be falling (particularly if the unemployment rate rises to our forecast peak of 
around 7%) and for the economic outlook to be reasonably strong. We do not 
anticipate these conditions to be in place until 2011. 

We therefore have an extended pause in the monetary policy tightening cycle 
throughout much of 2010.  

Growing risk of a quicker removal of the ‘emergency’ setting 
The latest employment figures highlight a growing risk that the economy is 
returning to a trend rate quicker than anyone had previously thought. The 
employment numbers are highly volatile and we should not read too much into 
one month’s number. That said the unemployment rate has been stable at 
around 5.7% to 5.8% for the past five months. If this continues, the implication 
is that the economy is actually growing at something more like a 3% p.a. 
(trend) rate than the sub-trend rate of 1 to 2% p.a. we are currently 
forecasting. With inflation currently running around 3% and the economy 
growing at 3%, then a 3.25% cash rate looks well out of line with the underlying 
economy. 

The economic data over the months ahead will be critical but continue upside 
surprises may give the RBA a greater urgency in removing the emergency policy 
setting which we define as getting the cash rate back to 4%. This may involve 
25bp rate hikes at each meeting until 4% is reached in February or even a 50bp 
move at the next meeting. Much depends on the next round of monthly data, 
including retail sales, as well as the quarter inflation report due at the end of the 
months. 

 

Figure 3: Unemployment rate has stabilised at around 5.8% for now 
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Source: ABS 

 

Market pricing and term rates 
The market is 'pricing-in' a more aggressive tightening cycle than we expect. 
Our interpretation of yields from 2 to 3 years in maturity is that the market is 
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expecting a cash rate of around 5.5% to 6% by mid 2011.  The market has 
priced in a full normalisation of interest rates over the next 18-months.  

In our view, there still is a greater risk that this expectation will be disappointed 
on the downside than the upside. To fix floating rates out three years or more 
right now involves effectively locking a whole tightening cycle that may not be 
delivered. We would be more inclined to look at short-term fixes out to 12 to 15 
months. 

Figure 4: Market is pricing in a steep rate rise sequence from here 
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Source: RBA and Bloomberg. 

 

Data wrap 
• Employment went up 40.6K in September (+0.4% MoM and +0.1% YoY). 
• The unemployment rate fell to 5.7% in September from 5.8% in August. 
• The participation rate edged up to 65.2% in September from 65.1% in 

August. 
• Aggregate hours worked grew 0.9% in September (but fell 1.4% YoY). 
• Housing finance commitments fell 0.6% in August by number, but 

increased 0.7% by value. Excluding refinancing, the number of new 
approvals grew 1.3%. The proportion of first home buyers seeking approvals 
fell to 24.7%. 

• The RBA cash rate rose to 3.25% from 3.00%. 
• The trade deficit improved to $1.5bn in August, from a revised $1.8bn in 

July.  
• The ANZ Job Advertisement series grew by 4.4% in September, but 

remained 44.9% lower than a year ago. 
• Australian Industry Group’s Performance of Construction Index 

increased to 50.8 points in September, from 42.4 in August. 
• Australian Industry Group’s Performance of Services Index increased to 

49.3 points in September, from 48.0 in August. 
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ANZ economic and financial market forecasts 
Australian economic indicators 2008 2009f 2010f 2011f 

Economic activity (annual % change) 

Private final demand 4.4 -0.1 1.8 3.8 

Household consumption 2.6 1.4 1.7 3.0 

Dwelling investment 2.8 -7.6 5.3 5.9 

Business investment 13.9 -3.0 0.2 5.8 

Public demand 6.2 2.6 7.1 4.4 

Domestic final demand 4.8 0.5 3.0 4.0 

Inventories (contribution to GDP) -0.7 -0.3 0.6 0.0 

Gross National Expenditure (GNE) 4.1 0.1 3.5 4.0 

Exports 3.8 1.1 1.4 4.6 

Imports 11.3 -9.6 6.9 9.5 

Net Exports (contribution to GDP) -1.8 2.6 -1.2 -1.2 

Gross Domestic Product (GDP) 2.4 -0.4 2.0 3.1 

Prices and wages (annual % change) 

Inflation:  Headline CPI 4.4 1.8 2.4 2.1 

              Underlying* 4.4 3.7 2.4 2.1 

Wages 4.2 3.6 2.9 3.3 

Labour market 

Employment (annual % change) -38.4 -133.8 0.4 1.4 

Unemployment rate (%) 4.2 112.9 6.7 6.6 

External sector 

Current account balance: A$ bn -54.5 -48.4 -55.8 -62.1 

              % of GDP -4.6 -4.1 -4.4 -4.6 

*Average of RBA weighted median and trimmed mean statistical measures. 

Australian interest rates Current Dec 09f Mar 10f Jun 10f Sep 10f Dec 10f 

RBA cash rate 3.25 3.50 4.00 4.00 4.00 4.00 

90 day bill 3.64 3.90 4.35 4.25 4.25 4.25 

3 year bond 4.92 4.95 4.95 5.10 5.25 5.40 

10 year bond 5.25 5.25 5.20 5.30 5.45 5.60 

3s10s yield curve 0.34 0.30 0.25 0.20 0.20 0.20 

3 year swap 5.45 5.40 5.40 5.55 5.70 5.85 

10 year swap 5.91 5.85 5.80 5.85 6.00 6.15 

International interest rates 

RBNZ cash rate 2.50 2.50 2.50 2.50 3.00 4.00 

NZ 90 day bill 2.76 2.80 2.80 2.80 3.63 4.47 

US Fed funds note 0.25 0.25 0.25 0.25 0.50 0.75 

US 2 year note 0.87 1.00 1.10 1.50 2.00 2.35 

US 10 year note 3.19 4.00 4.00 4.30 4.50 4.55 

Japan call rate 0.10 0.10 0.10 0.10 0.25 0.25 

ECB refinance rate 1.00 1.00 1.00 1.00 1.00 1.25 

UK repo rate 0.50 0.50 0.50 0.50 0.50 1.00 

For additional information on interest rates please refer to ANZ’s Interest Rate Strategy Weekly. 
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Foreign exchange rates Current Dec 09f Mar 10f Jun 10f Sep 10f Dec 10f 

Australian exchange rates 

A$/US$ 0.90 0.89 0.92 0.91 0.89 0.87 

NZ$/US$ 0.74 0.71 0.72 0.71 0.69 0.68 

A$/¥ 79.6 78.3 79.1 80.1 80.1 80.0 

A$/€ 0.61 0.60 0.61 0.61 0.60 0.59 

A$/₤ 0.56 0.53 0.55 0.55 0.54 0.53 

A$/NZ$ 1.22 1.25 1.28 1.28 1.29 1.28 

A$/CA$ 0.95 0.95 0.95 0.95 0.93 0.91 

A$/CHF 0.93 0.92 0.94 0.96 0.93 0.93 

A$/CNY 6.15 6.08 6.28 6.22 6.07 5.92 

A$ Trade weighted index 69.2 68.1 69.6 69.5 68.5 66.7 

International cross rates 

US$/¥ 88.4 88.0 86.0 88.0 90.0 92.0 

€/US$ 1.48 1.48 1.52 1.50 1.48 1.47 

€/¥ 130 130 131 132 133 135 

₤/US$ 1.60 1.67 1.67 1.65 1.64 1.65 

€/₤ 0.92 0.89 0.91 0.91 0.90 0.89 

US$/CA$ 1.06 1.07 1.03 1.04 1.04 1.05 

US$/CHF 1.03 1.03 1.02 1.05 1.05 1.07 

US$ index 76.1 75.4 73.7 74.7 75.6 76.3 

Asia exchange rates 

US$/CNY 6.83 6.83 6.83 6.83 6.82 6.80 

US$/HKD 7.75 7.75 7.75 7.76 7.77 7.77 

US$/IDR 9366 9500 9500 9625 9500 9250 

US$/INR 46.3 47.0 46.5 46.0 46.0 45.0 

US$/KRW 1169 1125 1100 1150 1175 1050 

US$/MYR 3.40 3.41 3.34 3.37 3.40 3.40 

US$/PHP 46.5 47.0 46.0 46.5 46.0 45.0 

US$/SGD 1.39 1.40 1.39 1.40 1.41 1.41 

US$/THB 33.30 33.00 33.00 33.00 32.50 32.50 

US$/TWD 32.13 31.50 31.00 31.30 31.50 30.30 

US$/VND 17848 18500 18500 18500 18500 19300 

Pacific exchange rates 

PGK/US$ 0.377 0.374 0.392 0.381 0.395 0.386 

FJD/US$ 0.521 0.523 0.534 0.528 0.519 0.512 
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