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Consumers not convinced rate hikes are over but RBA
looks to he more firmly on hold

Inflation may be off its peaks and the RBA on hold but the
‘inflation lockdown’ continues to weigh heavily on Australian
consumers.

The Westpac-Melbourne Institute Consumer Sentiment survey
continues to show only a muted response to the RBA Board’s
decision to leave the cash rate on hold in recent meetings, up
only 2.3% in the two months since June, and slightly lower for
the mortgage belt. Continued pressures on family finances
from sharp rises in the cost of living, fears of further rate hikes
to come and concerns about the near-term economic outlook
continue to weigh heavily on confidence.

Around living costs, the easing in reported headline inflation

is likely being offset by continued strong rises in a range of
essentials, most notably around rents, fuel, and electricity. On
the last two: petrol prices have lifted 10% in the last month as a
rally in global oil prices has combined with a lower AUD; while
electricity costs rose significantly from July 1 with ‘benchmark
maximum’ rates up 20-25% across the major eastern states and
expected to be up 7% on average national in the September
quarter.

On interest rates, consumer fears partly relate to the RBA’s
continued warnings that further tightening may still be required.
Our survey shows most consumers are still bracing for further
rate rises with over two thirds of those surveyed after the RBA’s
August decision expecting rates to move higher over the year
ahead, nearly half of this group expecting a rise of over 1ppt.
That is about the same hawkish mix of responses we saw when
the RBA first actively paused its rate rise cycle back in April.

Westpac’s view is that the RBA tightening cycle is now over.
While there are still clear risks, particularly around the tight
labour market, these are unlikely to form a strong enough case
for the RBA to tighten further in coming months, particularly
with inflation continuing to ease and growth outcomes
confirming a sharp economic slowdown. The RBA’s recent
commentary has shown increased confidence in achieving

a reasonably timely return to low inflation and that it is also
comfortable with inflation ‘only’ returning to the 2-3% range by
late 2025 rather than being more intent on hitting the mid-point
of that range.

The RBA Governor’s testimony to the House of Representatives
Standing Committee on Economics gave some further
articulation to the Bank’s views. Within this long and wide-
ranging Q&A was a particularly notable discussion of the RBA’s
‘reaction function’ - how it is assessing the risks and trade-offs
involved with different policy approaches. Governor Lowe
described two alternatives: one in which the RBA set out to
achieve an earlier return to low inflation by the end of 2024

(in line with many other central banks overseas); and another
in which inflation was allowed to run higher for longer, only
returning to target some time in 2026.

His assessment was that, given the strong inflation already
locked-in around rents and electricity near term, achieving the
inflation target in 2024 would require a substantial additional
tightening in interest rates - in the order of as “at least a further

Tppt” - delivering a significantly larger shock to the economy
that would result in a significantly higher unemployment rate.
This trade-off was not one the Board was willing to make
(presumably partly on the notion that rent and electricity cost
inflation would become less of an issue beyond 2024).

On a slower return to target, the Governor’s key concern
was that such a prolonged return, which would see inflation
above target for over four years in a row, risked losing public
confidence that the Bank was serious about achieving its
inflation goals.

Separately, the Governor’s discussion of the evolution of the
return to low inflation also provides some clues to how risks
may play out from here - in our view, more as a constraint on
prospective policy easing rather than additional tightening.

The Governor described the ‘next phase’ of the return to low
inflation as one that requires slower growth in unit labour costs.
That in turn relies on the extent to which labour costs rise and
the degree to which we see a lift in labour productivity - output
per unit of labour. Unit labour costs have surged 7.9% over

the year to March, well above the 2.5% average seen over the
inflation-targeting period. However, measures have been heavily
impacted by COVID disruptions, making identifying shifts in
underlying trends extremely difficult, particularly for what was
already a volatile measure. Productivity and unit labour cost
updates are only available quarterly with the national accounts
figures on GDP. Going by the Governor’s testimony, it could take
several quarters for a definitive shift to emerge.

Assessing the extent to which productivity is normalising and
the rate of inflation in the ‘cost base’ of the economy is easing
will clearly not be easy - inflation updates may well give more
clues before the productivity data does. These uncertain and
slow dynamics will make it difficult to make a case for further
policy tightening. Instead, the main implications from ‘unit
labour cost’ risks are likely to be for the timing and extent to
which the RBA can ease policy. We expect scope for easing
to emerge in the second half of 2024 with a rate cut cycle
beginning in the September quarter. But that scope could be
challenged if unit labour cost growth looks likely staying well
above the 2.5%yr pace seen in the past.

For now, however, the main message is still of an RBA that is
comfortable with policy settings as they are, more confident
of achieving the ‘narrow path’ back to low inflation over a
reasonable time-frame without doing too much damage along
the way in terms of unemployment, and sees the requirement
for further policy tightening as a ‘possibility’ but as part of a
more balanced range of risks. Next week’s wage and labour
force updates will be important, as will the monthly CPI
indicator release later in the month but given the high hurdle
for any further rate increases another ‘on hold’ decision at the
RBA’s September meeting looks very likely at this stage.

Matthew Hassan, Senior Economist

Past performance is not a reliable indicator of future performance. The forecasts given above are predictive in character. Whilst every effort has been taken to ensure that the assumptions on which the forecasts are based
are reasonable, the forecasts may be affected by incorrect assumptions or by known or unknown risks and uncertainties. The results ultimately achieved may differ substantially from these forecasts.

Bulletin


https://www.westpaciq.com.au/economics/2023/08/consumer-sentiment-august-2023
https://www.rba.gov.au/speeches/2023/sp-gov-2023-08-11.html
https://www.rba.gov.au/speeches/2023/sp-gov-2023-08-11.html

DISCLAIMER

© Copyright 2023 Westpac Banking Corporation

Things you should know.

Westpac Institutional Bank is a division of Westpac Banking Corporation ABN 33 007 457 141 (‘Westpac’).
Disclaimer

This material contains general commentary only and is not intended to constitute or be relied upon as personal financial advice. To
the extent that this material contains any general advice, it has been prepared without taking into account your objectives, financial
situation or needs, and because of this, you should, before acting on it, consider the appropriateness of the advice, having regard

to your objectives, financial situation and needs, and, the disclosure documents (including any product disclosure statement) of any
financial product you may consider. Certain types of transactions, including those involving futures, options and high yield securities
give rise to substantial risk and are not suitable for all investors. We recommend that you seek your own independent legal or financial
advice before proceeding with any investment decision. This material may contain material provided by third parties. While such
material is published with the necessary permission none of Westpac or its related entities accepts any responsibility for the accuracy
or completeness of any such material. Although we have made every effort to ensure the information is free from error, none of
Westpac or its related entities warrants the accuracy, adequacy or completeness of the information, or otherwise endorses it in any
way. Except where contrary to law, Westpac and its related entities intend by this notice to exclude liability for the information. The
information is subject to change without notice and none of Westpac or its related entities is under any obligation to update the
information or correct any inaccuracy which may become apparent at a later date. The information contained in this material does not
constitute an offer, a solicitation of an offer, or an inducement to subscribe for, purchase or sell any financial instrument or to enter

a legally binding contract. Past performance is not a reliable indicator of future performance. Whilst every effort has been taken to
ensure that the assumptions on which the forecasts are based are reasonable, the forecasts may be affected by incorrect assumptions
or by known or unknown risks and uncertainties. The ultimate outcomes may differ substantially from these forecasts.

Country disclosures

Australia: Westpac holds an Australian Financial Services Licence (No. 233714). This material is provided to you solely for your own
use and in your capacity as a client of Westpac.

For XYLO Foreign Exchange clients: This information is provided to you solely for your own use and is not to be distributed to any
third parties. XYLO Foreign Exchange is a division of Westpac Banking Corporation ABN 33 007 457 141 and Australian credit licence
233714. Information is current as at date shown on the publication. This information has been prepared without taking account of your
objectives, financial situation or needs. Because of this you should, before acting on this information, consider its appropriateness,
having regard to your objectives, financial situation or needs. XYLO Foreign Exchange’s combined Financial Services Guide and
Product Disclosure Statement can be obtained by calling XYLO Foreign Exchange on 1300 995 639, or by emailing customercare@
XYLO.com.au.

New Zealand: In New Zealand, Westpac Institutional Bank refers to the brand under which products and services are provided by
either Westpac or Westpac New Zealand Limited (“WNZL”). Any product or service made available by WNZL does not represent an
offer from Westpac or any of its subsidiaries (other than WNZL). Neither Westpac nor its other subsidiaries guarantee or otherwise
support the performance of WNZL in respect of any such product. The current disclosure statements for the New Zealand branch of
Westpac and WNZL can be obtained at the internet address www.westpac.co.nz. For further information please refer to the Product
Disclosure Statement (available from your Relationship Manager) for any product for which a Product Disclosure Statement is
required, or applicable customer agreement. Download the Westpac NZ QFE Group Financial Advisers Act 2008 Disclosure Statement
at www.westpac.co.nz.

China, Hong Kong, Singapore and India: This material has been prepared and issued for distribution in Singapore to institutional
investors, accredited investors and expert investors (as defined in the applicable Singapore laws and regulations) only. Recipients in
Singapore of this material should contact Westpac Singapore Branch in respect of any matters arising from, or in connection with,

this material. Westpac Singapore Branch holds a wholesale banking licence and is subject to supervision by the Monetary Authority of
Singapore. Westpac Hong Kong Branch holds a banking license and is subject to supervision by the Hong Kong Monetary Authority.
Westpac Hong Kong branch also holds a license issued by the Hong Kong Securities and Futures Commission (SFC) for Type 1 and
Type 4 regulated activities. This material is intended only to “professional investors” as defined in the Securities and Futures Ordinance
and any rules made under that Ordinance. Westpac Shanghai and Beijing Branches hold banking licenses and are subject to supervision
by the China Banking and Insurance Regulatory Commission (CBIRC). Westpac Mumbai Branch holds a banking license from Reserve
Bank of India (RBI) and subject to regulation and supervision by the RBI.

UK: The contents of this communication, which have been prepared by and are the sole responsibility of Westpac Banking Corporation
London and Westpac Europe Limited. Westpac (a) has its principal place of business in the United Kingdom at Camomile Court, 23
Camomile Street, London EC3A 7LL, and is registered at Cardiff in the UK (as Branch No. BROO106), and (b) authorised and regulated

by the Australian Prudential Regulation Authority in Australia. Westpac is authorised in the United Kingdom by the Prudential Regulation
Authority. Westpac is subject to regulation by the Financial Conduct Authority and limited regulation by the Prudential Regulation Authority.
Details about the extent of our regulation by the Prudential Regulation Authority are available from us on request. Westpac Europe Limited
is @a company registered in England (number 05660023) and is authorised by the Prudential Regulation Authority and regulated by the
Financial Conduct Authority and the Prudential Regulation Authority.

This communication is being made only to and is directed at (a) persons who have professional experience in matters relating to
investments who fall within Article 19(5) of the Financial Services and Markets Act 2000 (Financial Promotion) Order 2005 (the “Order”)
or (b) high net worth entities, and other persons to whom it may otherwise lawfully be communicated, falling within Article 49(2)(a) to (d)
of the Order (all such persons together being referred to as “relevant persons”). Any person who is not a relevant person should not act
or rely on this communication or any of its contents. The investments to which this communication relates are only available to and any
invitation, offer or agreement to subscribe, purchase or otherwise acquire such investments will be engaged in only with, relevant persons.
Any person who is not a relevant person should not act or rely upon this communication or any of its contents. In the same way, the
information contained in this communication is intended for “eligible counterparties” and “professional clients” as defined by the rules of
the Financial Conduct Authority and is not intended for “retail clients”. With this in mind, Westpac expressly prohibits you from passing on
the information in this communication to any third party. In particular this communication and, in each case, any copies thereof may not be
taken, transmitted or distributed, directly or indirectly into any restricted jurisdiction. This communication is made in compliance with the
Market Abuse Regulation (Regulation(EU) 596/2014).

Disclaimer continued overleaf

Bulletin 2



DISCLAIMER

Disclaimer continued
Investment Recommendations Disclosure

The material may contain investment recommendations, including information recommending an investment strategy.
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