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Key points 

• The RBA increased the cash rate by 0.25 percentage point following its October 

meeting (taking the cash rate to 2.6%); 

• Financial markets weren’t surprised by the need for a rate rise, however, were 

surprised by the magnitude (they were expecting 0.5 percentage points); 

• The RBA highlighted that further rate hikes are on the way; 

• I think the cash rate will peak around 3.5% in this cycle, below current financial-

market projections. 

 

What RBA decided 

As widely anticipated, the RBA hiked rates following its October meeting. The arguments for a rate hike are 

generally agreed. The big surprise for most analysts today was that the rate hike was ‘only’ a quarter percentage 

point (BOQ was one of the few banks that got the magnitude of the move right this month). The immediate financial 

market reaction was what you would expect with the RBA hiking rates less in a world of aggressive central bank 

actions: the $A declined.  

We will see where the $A goes in coming days. The main reason the currency is trading so low against the $US 

is the strength of the $US. With signs that the US economy is slowing and that the Federal Reserve may not be 

increasing interest rates as aggressively as previously anticipated there is an argument that the $A may increase 

in coming months. 

I think the reduced size of the rate hike is a reflection of a couple of factors. First, the underlying inflation problems 

(wage growth, commodity prices) is of less a concern in Australia than it is in other countries. Second, an 

understanding that the high level of debt owed by Australian households makes them potentially sensitive to rising 

interest rates. How sensitive, in a world of extraordinary labour market strength, is an important question. 

The RBA noted that while the domestic economy is still performing well enough, the risks to the global economic 

outlook have risen. All three of the major economic regions (US, China and Europe) are all now clearly slowing. 

There have been promising signs that inflation in the US will slow further in coming months. How much the global 

economy and inflation declines, is another crucial question.  

The RBA made it clear, that it believes the cash rate will need to rise further. Strong demand means that the cash 

rate should be at least towards the upper end of the so-called neutral range (2.5-3.5%). At the time of writing, 

financial markets were pricing a peak in the cash rate of close to 4% by mid next year. Views about the peak cash 

rate have evolved over the past six months between 3.5-4.5% in line with changing views regarding the economic 

and inflation outlook and the likely global central banks’ response. As the global economy slows, I would expect 

financial markets views on the peak of the cash rate to decline towards the bottom end of their range. 

For me that means that the peak in the cash rate in this cycle will be around 3.5%. The economy is very strong, 

the labour market will remain robust for some months to come, and the inflation rate is high and not forecast to 

peak for another 3-6 months. Smaller rate moves by the RBA provides them with the option of stopping earlier if 

the economy weakens or if inflation slows a lot faster than they are currently thinking. The RBA has almost twice 

as many meetings as most other central banks. Proving the opportunity to increase cash rates in smaller amounts 

than other central banks.  

 

Demand v supply 

One of the questions I have been asked by clients over the past few weeks is why the RBA is so keen to hike 

rates when much of the inflation is due to supply-side problems that can’t be fixed with monetary policy. The RBA 

has been asked the same question, notably in Phil Lowe’s recent appearance before Parliament.  
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This supply v demand question is one that is being asked globally. The evidence of how much the rise of inflation 

has been driven by demand or supply varies across countries. For example, it is widely considered that demand 

is playing a bigger role in driving up inflation in the US (studies say between one-third to 60%) than in, Europe.  

There is no doubt that demand has played an important role in driving inflation higher in Australia. Economic 

growth is now above its pre-pandemic growth path. Despite weak sentiment, consumer spending remains robust 

as highlighted by strong retail sales. Strong spending means firms remain keen to hold more inventories and need 

to increase their capex spending. All of this has meant that many firms’ order books are looking pretty stacked. 

Indeed, their number one concern remains the difficulty in recruiting workers.  

One approximation in determining how much the rise in prices is down to stronger demand is to look at how much 

household spending has grown over the pandemic and how much of that is a result of buying a higher volume of 

goods and services and how much is down to higher prices (that potentially could be more driven by supply 

problems). To isolate how much the pandemic has changed things I have used the difference between how much 

has actually been spent (in both volume and actual spending terms) versus how much would have been spent if 

household spending had been maintained in line with its pre-pandemic trend. 

In the early part of the pandemic both total spending and volume of goods bought declined at the same pace. 

Over the next year the volume of goods, outpaced the rise in total spending. This reflected both the pickup in 

spending due to decent income growth as well as discounts offered by firms (particularly in the services sector).  

But this year actual spending has notably outpaced the volume of goods purchased reflecting the significant rise 

in prices. By my estimation total spending on goods and services was around $9.5b higher in the June quarter 

relative to its pre-pandemic trend. Of that extra spending about 40% reflected the purchase of higher volumes of 

goods and services. This proportion of higher spending due to increased volumes is lower than usual and a 

reflection of the supply-driven response in many prices.  

This means that although supply problems are the likely main driver of higher inflation in Australia, demand has 

played a significant role. Some easing in goods demand will happen naturally, not the least reflecting the number 

of new homes that are being completed (which generates demand for household goods such as furniture), 

However, demand is strong enough to require a higher level of interest rates.  

 

Consumer spending is currently strong. 

 

This is a key factor as to why order books are full. 

 

Consumer spending is above its pre-pandemic trend in both 

nominal and ‘real’ (or the volume of goods and services) terms. 

Price rises have played a bigger than normal role in higher 

spending. But higher demand has also played a big role. 
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The supply story 

There has been good news on the supply front in recent months. Factories are working their way through the 

backlog of orders. One benefit of a weaker global economy is that commodity prices have declined from their 

peak. This has meant that firms have started to see some reduction of input costs (although they remain high). 

Worker shortages remain a big issue although immigration growth has been strong (certainly stronger than I had 

anticipated), and changes recently made by the government should help boost worker numbers.  

But while things are improving, supply issues will create problems for some time. It is likely that due to the warmer 

weather, the current high level of lost worker hours due to sickness will decline in coming months, however, the 

risk remains that illness levels may rise again next winter. It will take time to find the required number of skilled 

employees given the extent of the current worker shortage. Even when they are hired, new workers will need to 

be trained (and retained). This suggests that the supply of skilled workers could remain an issue for at least the 

next 12-18 months. Improvement in the worker shortage problem will also come from weaker demand (higher 

unemployment). The slowing observed in the job advertisements and vacancy data suggests that the process has 

started.  

Some of the policies that could help reduce worker shortages are creating other supply problems. The increase 

of immigration is leading to higher demand for rental accommodation at a time of very low vacancy rates in many 

areas. Some of this housing demand will be met by a rise in supply as the backlog of residential construction work 

gets finished over the next year. There is also likely to be some reduction in demand as the increased cost of 

housing leads to more people moving back into group households or back in with their parents. Higher rents may 

also attract more investors to switch supply from the short-term holiday market to long-term rentals. Nonetheless, 

rising rents are likely to be a factor pushing up inflation over the next year. 

Commodity prices have declined, recently reflecting weakening demand due to the slowing global economy. But 

the underlying supply problems that led to higher commodity prices remain. Most obviously this includes the 

Russia-Ukraine War. More generally, mining investment (particularly into fossil fuels such as oil) has been muted. 

This means that energy prices may rise again to relatively high levels, when global demand next strengthens. 
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Supply-chain problems are starting to be resolved. 

 

Commodity prices have declined from their peak. 

 

Firms have started to note a decline of input costs. 

 

Rising immigration will start to alleviate some of the worker 

shortage problems. 

 

 

Rates were too low 

Given the strength of the economy it is clear that interest rates were too low. The cash rate had been set for an 

expected severe economic recession and was inconsistent with an unemployment rate at its lowest level in fifty 

years. Working out what is the right level of interest rate, is at least as much an art as it is science. At a minimum, 

interest rates should be closer to a ‘normal’ level. Financial markets view of a ‘normal’ interest rate looks to have 

fluctuated between 2.5-3.5% for much of the past decade.  

A practical way to gauge whether interest rates are too high or too low is to look at the impact on how much 

households borrow. During periods of very low interest rate growth, household borrowing often exceeds income. 

That was the case recently, as it was during much of the period between 2014-18. Of course, this benchmark is 

more of a guideline than a rule. The slowing of credit growth in 2019 was more a reflection of tighter lending 

standards (and some weakening in economic growth).  
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One measure of financial market thinking is that the average level 

for the cash rate is between 2.5-3.5%. 

 

Very low interest rates enables households mortgage credit growth 

to be in excess of the growth of their disposable incomes. 

 

 

Inflation expectations 

Even if inflation had been all supply-side driven, there are reasons that central banks have been concerned. 

Central banks look through the impact of short-term supply-side problems (such as the impact of a severe one-off 

weather event such as a cyclone). But if the supply-side problems are longer-lasting, then a lower level of demand 

is required to keep inflation under control, and the supply problems have lasted longer than expected. As noted, 

there have been positive signs on the supply-side issues, However, a number of them will take longer to resolve.  

The other concern is if inflation remains too high for too long it could lead to expectations that inflation will remain 

too high. Short-term inflation expectations of both households and firms have risen. The problem is that there are 

no measures of households and firms longer-term views about prices. 

It is probably better to look at what households and firms do than rather what they say. Rising wages growth can 

be a reflection of workers’ desire to be compensated for price rises (as well as an indication of the state of the job 

market). Wage growth is picking up although to date it remains low by both historical and peer country standards. 

There has been plenty of talk about rising profit margins as a cause of higher prices. But in the June quarter, 

outside of mining (and some service sectors), the rise in margins across sectors (relative to the sectors long-run 

average) was either modest or negative. 
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Financial markets are comfortable with inflation returning to the 

target band in the medium term. 

 

The peak in Australia’s cash rate is seen to be below peer 

countries in this cycle. 

 

 

Household debt 

The other issue raised is that the high level of household debt makes rising interest rates a concern for Australian 

households. It will be difficult to assess how big of an issue this is for some time, given the large number of 

borrowers that are still on fixed loans (most of which will roll off next year). Many households are also well ahead 

of their repayments.  

There have been concerns expressed that declining house prices could lead to a rise of consumer caution and 

therefore increased saving. But the historical relationship between movements in house prices and household 

saving has been mixed. Spending on areas most impacted by higher interest rates (such as household goods) 

remains high.  

 

The relationship between house price growth and household 

saving has been mixed. 

 

There has been no sign yet of consumers easing up on buying new 

stuff for the house. 

 

 

What this means for the cash rate 

Monetary policy is not the only factor that drives the economic outlook. Fiscal policy is also important. We recently 

received news that the budget deficit will be substantially narrower than what had been forecast at Budget time. 
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While that is good news it is arguable that the budget should be in even better shape, given the record high terms 

of trade and the lowest unemployment rate in fifty years. We will get an update on the Budget outlook on the 25 t 

October 2022. 

As noted, the terms of trade in Australia is at a record high, meaning the rest of the world is paying a very high 

price for our exports relative to what we must pay for our imports. Usually at a time of high commodity prices the 

$A would be riding high. This has not been the case in recent months reflecting the very strong $US (the $A is 

broadly trading in line with its historical average when taking into account the currencies of all trading partners). 

Finally, while the price of money matters, so too does its availability. Tight bank lending standards (or heightened 

financial market volatility) can make it difficult for borrowers to access funding regardless of price. Surveys note 

that there has been some tightening of bank lending standards over recent months although they report that 

standards are not unusually tight.   

Overall strong demand means that the cash rate should be at least towards the upper end of the so-called neutral 

range (2.5-3.5%). At the time of writing financial markets were pricing a peak in the cash rate of close to 4% by 

mid next year. Views about the peak cash rate have evolved over the past six months between 3.5-4.5% in line 

with changing views about the economic and inflation outlook, and likely global central banks’ response. As the 

global economy slows, I would expect financial markets views on the peak of the cash rate to decline towards the 

bottom end of the range. 

For me, the peak in the cash rate in this cycle will be around 3.5%. The economy is very strong, the labour market 

will remain robust for some months to come, and the inflation rate is still high and is not forecast to peak for another 

3-6 months.  

 

Financial markets have priced the peak of the cash rate to be 

between 3.5-4.5% in this cycle. 

 

Firms report that there has been a tightening of bank lending 

standards, although they remain easy by historical standards. 

 

A record terms of trade is helping to power Australia’s national 

income growth. 

Although the budget deficit has narrowed significantly fiscal policy 

remains more supportive of the economy than it should. 
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We live in interesting times.   

Regards   

 

Peter Munckton   

Chief Economist  

Bank of Queensland  

BOQ | 255 George Street Sydney NSW 2000    

Twitter: @petermunckton   

 

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 
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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)  


