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Monetary Policy Update

. The RBA decided to keep rates at 7.25% following the monthly
Board meeting today. This outcome was expected by the market and
ANZ.

o The Statement released at the time of the announcement
suggests to us that the case for a further policy tightening has
strengthened since the April meeting. We make this assessment on
the basis that the only innovation in this statement was a reference to
wages: “should expectations of high ongoing inflation begin to affect
wage and price setting, that outlook would need to be reviewed”.

. If a wage-price spiral develops it would take a considerable tightening of
monetary policy to purge it from the economy. By introducing this factor
into the statement we believe the RBA is signalling that its patience
around high inflation will not last long.

. The bottom line is that following the shock print on core inflation in Q1
the RBA needs something to happen (domestic demand to slow) and
something not to happen (high inflation expectations to impact wages)
for policy to remain on hold. Now that we have two potential
triggers for a further rate hike we think the balance of risks
around the monetary policy outlook has shifted, albeit modestly.

o ANZ expects rates to remain on hold for the rest of the year.
Largely because we seen a further slowing in domestic demand as our
central case view on the economy but also because we have no
particular insight into whether wage growth will accelerate from here.
We are prepared to wait for Friday’s Statement on Monetary Policy to
garner more information on what the RBA is thinking and then for next
week’s budget and the Q1 Wages Price Index the next day (14th May)
before considering any alterations to our view.

. All the risks are heavily skewed to a rate hike over the months
ahead and with the introduction of wages as a key information factor for
monetary policymakers at present, that move could be as soon as
June.

Some key points to note

. By its (non-)action and its words, the RBA has today sought to sever
the link between quarterly CPIs and changes in the official cash
rate. In the past few years they've tightened when the CPI has been
higher than expected and refrained from tightening when it's been lower
than expected).

. The RBA are making the judgement, at least until evidence suggests
otherwise, that the tightening of financial conditions over the past nine
months will outweigh the effects of the (larger-than-previously-
expected) further increase in the terms of trade, so that domestic
demand will eventually be 'significantly slower than it was in
2007".

. However they acknowledge that there is ‘considerable uncertainty’
around that judgement, which essentially depends on how much
weight is attached to each of these 'opposing forces'.

. The most plausible scenario for monetary policy for the rest of this year
is 'rates on hold'. However, we should be alert to the possibility
that if there is going to be a further tightening of policy, it could
occur in any month, rather than only in August or November.
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Key Quotes

"In order to reduce inflation over time, growth in aggregate demand
needs to be significantly slower than it was in 2007. Evidence is
accumulating that this is occurring."

"The rise in Australia’s terms of trade currently occurring, which is larger
than had been expected a couple of months ago...... will add substantially
to national income and ability to spend”

"Given the opposing forces at work, considerable uncertainty remains
about the outlook for demand and inflation™

"Should demand not slow as expected or should expectations of high
ongoing inflation begin to affect wage and price setting, that outlook
would need to be reviewed."
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