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Key Points

The RBA cash rate was kept unchanged at 4.1%;

e This was expected given the weaker economic and lower inflation data that has printed in
the past month;

e The domestic and global economic inflation outlook remains uncertain;

o Istill think that some inflation data will surprise with strength in coming months and this
will lead to one more quarter percentage point rate hike before year-end.

The RBA kept the cash rate unchanged

The RBA kept the cash rate at 4.1% following its September meeting. That was widely expected amongst
economists and the financial markets. The economic data has been weaker than expected and inflation
lower over the past month.

The RBA appears broadly comfortable with economic and inflation developments, still forecasting that
inflation returns back towards the 2-3% target by the end of 2025. The current level of inflation means they
clearly retain a bias to increase the cash rate although recent developments on the inflation front would
mean they are more relaxed than they would have been three months ago. The RBA is aware that interest
rates have risen very quickly over the past year, and that the full impact of higher rates has yet to hit the
economy.

The RBA nominated four risks to the outlook. One is that service-price inflation has remained too high in a
number of countries and that could be the case in Australia. Another is that it’s difficult to know what firms
will decide with their price and wage decisions given the combination of a slowing economy, a very low
unemployment rate and above-target inflation. The outlook for consumer spending remains uncertain given
that some households are feeling the squeeze from the high cost of living while others have the income
and saving buffers to keep spending. Finally, the outlook for the Chinese economy is uncertain.

The leading indicators suggest that the Australian Firms expect to be spending more on capex
economy is in for a period of sub-par growth. although have revised down the size of budgets.
Australian economic leading indicators Business capital spending
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Margin performance has been mixed across the Construction firms have struggled with the large
economy. rise in costs.
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Inflation is declining...but will it be enough

The most important factor that will drive the cash rate outlook is inflation. The good news is that inflation is
declining and will almost certainly fall further. Partly that reflects the ‘base’ effects (there is no new Russia-
Ukraine war to drive prices higher). The growth rate of both Import Prices and the Producer Prices are consistent
with further moderation in the CPI. Supply-chain problems are diminishing, as are worker shortages (albeit more
slowly). A further fall in CPI growth rate would be consistent with inflation developments globally. While the
monthly headline CPI rose by a little under 5% in the year to July (with the Trimmed Mean measure a bit over
5.5%) the monthly/quarterly inflation percentage changes suggest that the inflation momentum is currently
around 3.5-4.5%. But it is not all good news.

Labour costs are likely to rise further, and this could lead to higher prices (notably in the services sector). This
is consistent with the evidence from a recent NAB business survey where firms indicated they were raising
prices and they faced higher labour costs. Governments have done a decent job of mitigating the direct cost of
rising electricity prices on the CPI. But the impact of the indirect cost (higher electricity prices increasing
business costs which are passed onto the consumer via higher prices) is still to be felt.

The low value of the $A could lead to a rise of import prices, particularly if oil prices continue to head higher.
We have been paying more at the petrol pump in recent weeks. A looming El Nino and reduced Ukrainian
shipments of wheat could result in a renewed increase in food prices. Consumer inflation expectations have
stopped declining and remain above the levels historically consistent with 2-3% inflation.

Providing inflation declines in line with (or below) the RBA'’s forecast, we have most likely seen the last rate
hike in this cycle. But it is not yet clear that the CPI will return to 2-3% over the next couple of years. This
uncertainty is the reason why | think that inflation readings that come in above the RBA'’s forecast would most
likely lead to a rise in the cash rate.
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Inflation has declined significantly although remains
above target.

Headline CPI

(6-month rolling average)
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Inflation for most goods has further to slow.

Australian inflation
(% change over year)
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Firms indicated a big rise of inflation pressure in July.

Business view on prices
(standard deviation from average)
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Higher labour costs likely played a role.

Business view on labour costs
(St Dev from average)

souce: Refinify Datisieam, NAB

0 Mgt bl Ly
2
-4

-6

-3
War-1997 Mar-2005 Mar-2013 Mar-2021

Oil prices have risen over the past few weeks.

Spot oil price
(Brent Crude, $US)
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Food prices have declined over the past year. But
that could change in an El Nino year.

Global food prices
(index, monthly)
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Jobs market — weaker but still too strong for any imminent rate reduction

While inflation remains above 3% the risk will be that the cash rate could head higher. In my view a rate cut
though will require not only inflation returning back under 3% but a weaker jobs market. Even putting aside
the fall in jobs in July, there has been some weakening in the labour market. Firms have reduced their
employment intentions (although they remain above their historical average) and there has been an
increase in the underutilisation rate. There are now more applicants per job than there were last year
(although that may also reflect the need for some households to find another job to help meet the high cost
of living).

Firms say that finding skilled staff remains their number one problem. Job ads have declined from their
peak but remain high by historical standards. Despite the tick-up in July the unemployment rate remains
near fifty-year lows.

| think it will be necessary to see the unemployment rate move above 4% before the RBA would look to
rate cuts (assuming that inflation is sub-3%). On the RBA’s forecasts that won’t happen until the first half
of next year (the consensus amongst financial market economists is the first quarter of 2024).

The underutilisation rate has risen from its lows. This is consistent with a decline in consumer

confidence about the jobs market.

Underutilisation rate
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And the increase in the number of applications per Firms’ are still reporting above-average
vacancy. employment intentions.
Applications per vacancy Firms reported employment intentions
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Global interest rates

It is not only domestic events that the RBA needs to take into account when setting monetary policy. If interest
rates rise in the rest of the world but remain unchanged in Australia that would likely lead to a weaker $A. That
is currently what is happening, with the relatively stronger US economic data a key factor as to why the $A is

trading below 65c.

| think that US economic growth will slow in coming months. The existence of 30-year mortgages means that
monetary policy can take longer to impact the economy in the US. The recent August employment report
underlined that US economic growth is slowing. Inflation in the US is already back at target if we use the same
underlying inflation measure as we do in Australia. The leading US economic indicators have declined sharply
over the past year albeit not (yet) as much as in previous recessions. Calculations by the New York Federal
Reserve (based on the shape of the yield curve) suggest a high chance of a recession in the first half of next

year.

Financial markets are pricing lower inflation in the US (although they also think there is a good chance that
inflation will still be above target next year), some slowing in economic growth and a lower cash rate from the
second quarter of next year. The recent strength of the US economic data (helped by rising real household
disposable income growth) means that if there is any change in 2023 it will be a rate hike.

The US economy has been stronger than other major
countries and compared with analyst expectations.

Economic Surprise Index
{Higher number, stronger expected economic data,
as at 31 Aug 2023)
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One reason is that the US economy has received
greater fiscal support.

Primary budget balance for selected OECD
countries
(balance % of GDP)
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US inflation has returned back to its pre-pandemic

level.
US "underlying’ inflation
(3-month average of trimmed mean)
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Forward indicators suggest that the US economy
could slow sharply by the middle of next year.

New York Federal Reserve probability

of recession indicator
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Concerns about above target inflation have reduced This is a key reason why uncertainty about the
but remain high. interest rate outlook in the US remains elevated.
Probability of US inflation being above 2.5% US treasury market expected volatility
over the next year (MOVE index)
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Financial market pricing and models

At the time of writing investors think there is a reasonable chance of one more rate hike in Australia at some
stage over the next 6-9 months. Financial markets have a one quarter percentage point rate cut priced by
the end of 2024. Financial market economists broadly agree with that path although the median expectation
is for an earlier rate reduction (Q2 2024) and the cash rate to be a little lower by the end of next year.

| have developed a monetary policy model based on the key variables that have historically driven cash
rate movements. That model suggests that the cash rate is currently around its right level. Using RBA
forecasts for variables such as inflation and wages (as well as my own view on other variables used in the
model) suggests that the cash rate could rise by 0.25-0.5% over the next 6 months. The model suggests
that the cash rate will not be below its current level at end-2024.

That does not mean a rate hike is a certainty. It is possible that the factors that have driven cash rate
decisions in the past might change in the future. The forecasts that drive the cash rate outlook could also
be wrong (inflation numbers have been lower than expected in recent times).

Financial markets are pricing in a chance of a rate Financial market economists broadly agree
hike this year with one quarter percentage point cut although think the cash rate will be higher this
priced by the end of next year. year and lower by the end of 2024.
Financial Market cash rate expectations Financial Market economist cash rate
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Inflation has been typically coming in below analyst My monetary policy model suggests that the cash
expectations in recent months. rate is currently around its ‘right’ level.
Australian inflation surprise index Cash Rate and Monetary Policy Model
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Alternative scenarios
The most probable cash rate path is that there is a decent chance of another quarter percentage point rate hike
this year. Next year slowing economic growth and declining inflation could allow some reduction in the cash
rate before year-end. My forecast is for one more quarter percentage point rate hike in Q4 2023, before a rate
cut in Q4 2024.

That however is not the only path that the cash rate may follow over the next 18 months. One possibility is that
inflation doesn’t decrease as much as expected because of a rebound in global economic growth and an
increase in commodity prices. High labour costs means that service-sector inflation remains elevated. The
bounce-back in house prices in most Australian cities and the resilience of business confidence means
domestic economic growth may not slow as much as currently projected. In this scenario inflation may still
decline but remain in the ‘3’s’. This would result in modest further rate rises (0.5-1%). Rate cuts would be likely
delayed until at least 2025. The higher the cash rate goes the greater the chance of an eventual sharp economic
slowing.

An alternative scenario is that the lagged impact of higher rates hits the domestic and global economy a lot
harder than currently anticipated. The combination of slowing demand and a rising unemployment rate leads to
inflation declining a lot quicker than forecast. There would be no more rate hikes. Cash rate declines in this
scenario would likely begin before the end of the first half of next year, with the cash rate level at the end of
2024 likely to be below current financial market and economist forecasts.

Of course, there are many other possible scenarios. But the two scenarios highlighted | think are the most likely
alternatives. And that suggest that there is more room for the cash rate to decline over the next 12-18 months
than for it to rise (as the range of economist forecasts in an earlier chart highlights). This makes sense given
the current level of interest rates and the slowing that is already taking place in economic growth. But the recent
history of pandemics, wars and extreme weather events means the economic outlook can change quickly. That
is why financial markets are relatively uncertain about the outlook for interest rates (as illustrated by the
relatively high level of expected volatility of US interest rates).

We really do live in interesting times.

Regards
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NOT INVESTMENT RESEARCH

This presentation was prepared by Bank of Queensland Limited ABN 32 009 656 740 Australian Credit Licence Number 244616
(Bank).

No Reliance

This presentation is not investment research and does not purport to make any recommendations. This report is for informational
purposes only and is not to be relied upon for investment purposes. You should seek independent advice from a qualified
professional on these matters.

This presentation has been prepared without considering your objectives, financial situation, knowledge, experience or needs. The
content of this presentation is not to be construed as an act of solicitation, or an offer to buy or sell financial products. To the extent
that you choose to make any investment decision after having read this report, you should consider the appropriateness and
suitability to your own objectives and obtain independent professional advice about your particular circumstances.

The Bank makes no representations or warranties about the accuracy or completeness of the content contained in this
presentation. Any opinions, conclusions or recommendations made in this report are subject to change without notice, and may
differ to the opinions, conclusions or recommendation expressed elsewhere by the Bank. The Bank is under no obligation to update,
keep current, the information contained in the report.

Forward-Looking Statements

This presentation may contain forward-looking statements about market conditions. These forward-looking statements may be

identified using forward-looking terminology, including the terms “believe”, “estimate”, “plan”, “target”, “project”, “anticipate”, “expect”,

“intend”, “likely”, “may”, “will”, “could” or “should” or, in each case, their negative or other variations or other similar expressions, or

by discussions of future events.
Readers should not place undue reliance on any forward-looking statements. To the maximum extent permitted by law,
responsibility for the accuracy or completeness of any forward-looking statements, whether because of new information, future

events, or results or otherwise, is disclaimed. BOQ does not undertake to update any forward-looking statements contained in this
document, subject to disclosure requirements applicable to it.

Liability

The Bank does not accept any liability for any loss or damage arising out of any error or omission in the information provided or
arising out of the use of all or any part of this presentation.

"NOTICE (You must not remove this notice from this email)

Bank of Queensland Limited ABN 32 009 656 740 (BOQ) AFSL and Australian Credit Licence No 244616



