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RBA still on hold: consumers under the spotligh

Market
Economics

o RBA leaves rates on hold again

e No trigger yet for RBA action but tightening bias
remains

e Retailing bounce a surprise but might have legs

¢ Upcoming inflation, wages, house prices key litmus
tests

e AiG Services index pokes its head back above 50

It was no surprise at 9.30 this morning that the RBA
announced that it left the cash rate unchanged at 5.50%,
where it has been since March 2005.

This month's Reuters interest rate poll published last
Friday shows that the majority of analysts continue to
expect that rates will remain on hold this year. Of the 17
surveyed analysts, 11 see rates as remaining on hold
this year, five are expecting a rise, while one is expecting
a decline. That is very similar sentiment to the
probability of a change in the cash rate priced into local
interest rate futures. The local market for example,
while priced for almost no change in the cash rate for
the next three months has been pricing toward a rise
within the next 12 months. Just before the March RBA
Board meeting, the market was priced for steady to
lower rates for the next twelve months, with the curve
pricing for a very small chance of a rate cut.

The tone of the data over the past month or so has
pointed to the economy regathering some momentum in
the March quarter. Employment has stabilised, retail
trade has been clearly better than expected pointing to
some upside risk to our Q1 consumption forecast of
0.7% and possibly to our Q1 GDP forecast of 0.6%,
depending on how the net exports contribution to
growth is buffeted by the cyclones in the North West.
Add in steady to rising house prices and the consumer
outlook is somewhat brighter. And even on the export
front, while the net exports contribution to growth may
be stifled in the short term, non-rural exports in
December and February were noticeably higher
suggesting that resource sector output might be rising
at last.

We also note comments from the Treasurer yesterday
that the economy has gained some momentum in the
first quarter compared to the second half of last year. “It
looks to me as if the domestic economy has got a little
more momentum than it had in the second half of last
year”. You'd expect that such sentiments to have been
expressed by Treasury Secretary Henry at the RBA Board
meeting yesterday.

At the least, the run of better data of late will give the
RBA confidence that its forecast of 34% for this year is
within reach. If the consumer is stepping up to the plate
again then that is a solid underpinning to growth overall.
We are yet to see that this retailing improvement will
have continued legs in the months ahead in the face of
higher petrol prices and even talk of higher rates.
Industry reports suggest that retailing has improved, if
still patchy in parts. It's conceivable that the uplift in
retailing has come from discounting after last year’s first
half.

The RBA does not as yet have any real trigger to move
the cash rate with well-behaved underlying inflation and
wages not yet beyond the tolerance of the RBA.
Tomorrow’s employment data takes on more importance
for local interest rate markets in the short term but the
upcoming Q1 CPI data at the end of this month (due 26
April), Q1 wage costs (May 17) and Q1 ABS house prices
(May 25) are all important, and likely more decisive,
signposts.

While we continue to expect that rates will remain on
hold — for example from our expectation that the
underlying inflation rate will remain contained — we will
continue to watch such developments closely. We
would currently rate the probability of a rise within three
to six months as around a 25% chance. Bank bill futures
are pricing around a 60% chance of a hike in the same
time frame.

AiG PSI

The AiG Performance of Services Index (PSl) poked its
head back above 50 at 51.0 in March. In the past four
months, the index has averaged 52.1. Interestingly,
while sales and new orders remained below 50, one
component that did rise was the employment index from
49.6 to 55.5.
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