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Prepare for a shift towards a more hawkish RBA

Economics and Markets Research

Key points

e Aswe have observed in recent research, soft
landings are to be commended, but also bring
a unique set of challenges.

e We think some of these challenges are now
getting meaningful for the RBA. Core inflation
accelerated in 3Q and looks like it will be
strongin 4Q.

e Theeconomy is already at trend growth, and
private final demand is running stronger than
the RBA anticipated.

e The NAB business survey shows that capacity
utilisation is elevated and that there is breadth
to this dynamic at an industry level.

e Ataminimum, we think RBA commentary is
likely to take a more hawkish tone, reflecting a
shiftin the distribution of risks to the monetary
policy outlook.

e We continue to forecast the RBA on hold in
1H26 for now, but this forecast will be under
review should evidence of a tighter labour
market, more persistent price pressures or a
further acceleration in domestic economic
activity be realised in coming months.

Domestic economic
fundamentals are starting to
flash amber

Last week, we noted some of the challenges
associated with delivering a soft landing for the
economy (see here). The broad thesis of the note
was that soft landings leave the economy starting
the next expansion with minimal spare capacity. As
such, a return to trend growth will start to see
capacity constraints bind, and potentially, present
some potential challenges for policy makers.

As we approach the last RBA meeting for 2025, we
believe there is evidence that some of these
constraints are starting to bind. It is thus likely
that the tone of the RBA statement will turn
hawkish next week. There are a number of
reasons why we think the RBA will need to reflect a

shift in the distribution of risks around the
monetary policy outlook.

First, inflationary pressures have accelerated.
Core CPI (trimmed mean measure) rose 1.0% in 3Q,
and based on information in the October monthly
CPl release, we have lifted our forecast for 4Q
trimmed mean to 0.9% qogq. Significantly, the
October CPI data showed rising durable goods
prices, adding further to the breadth in inflationary
pressures relative to what was observed in Q3 data.
The lift in goods prices will have been a surprise to
the RBA; the November SoMP noted: “By contrast,
the outlook for retail goods inflation is broadly
unchanged from the August Statement.” In addition,
among more volatile components, those that might
have been expected to fall back in 4Q appear to be
on track to add to the headline inflation number
once again.

It was interesting to see the Governor note in her
testimony before the Senate Economics Committee
earlier this week that if price pressures prove
“...more persistent, and we’ll get more information
on this in the next couple of months, then that’s
suggesting to us that the demand pressures are
persisting and that might have implications for the
future path of monetary policy.” This suggests that
inflation data (next monthly releases on 7
January and 28 January) will potentially be
consequential for the near-term policy outlook.

Should our forecast of 0.9% goq be realised, this
would be the second consecutive quarter in which
core inflation has printed above the RBA’s standing
forecast and would suggest the strong likelihood
that core CPI will run at annual rates of 3% or
higher for five consecutive quarters. Further, many
nominal measures in the 3Q national accounts
released earlier this week add to the sense that
inflationary pressures are less benign than the
earlier run of CPI data had implied.

Second, the economy - at least on the headline
GDP measure - is back to its trend growth rate
(annual growth rate of 2.0-2.25%). While this
doesn’t on its own portend an acceleration in
inflation, it leaves the RBA with little cushion. And,


https://www.nab.com.au/content/dam/nab-email-composer/nabmarketsresearch/economics/pdf/251127_Soft%20landings%20can%20be%20hard.pdf

as the RBA Governor noted earlier this week, “Costs
are biting on businesses and that they’re able to
pass them on doesn’t necessarily mean that we’re
operating beyond potential, but it does mean that
demand is recovering enough to allow businesses to
pass on costs.”

Indeed, our NAB business survey suggests that
firms have taken the opportunity to expand
margins in recent months, with the Chart below
suggesting the possibility that this dynamic
continues into the future.

Margin Expansion

15 A - 40
Margins, LHS

10 1

T T

—

o o o
aouejeg 19N

Deviation from mean
[S,]
1
T
)
o

N
o
1
T
w
o

Profitibility*, 1Q Lag, RHS

N
3]

1

T
!
o

T T T T T T T T T T
2008 2010 2012 2014 2016 2018 2020 2022 2024 2026

Source: National Australia Bank, National Australia Bank, Macrobond
* Final month of the quarter; October result for Q4 2025.

Moreover, domestic final demand growth was
strong in 3Q, rising 1.2% with the private sector
accounting for the bulk of the growth (see Chart). It
is clear that growth in aggregate demand has
accelerated, which raises the risk of a positive
output gap in coming quarters.
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Third, our NAB business survey suggests that 1)
capacity utilisation is high (2-pts above its long-run
average); 2) there is breadth to the capacity
utilisation story, with 6 out of the 8 industries in our
survey running at above average levels of capacity
utilisation; and 3) the speed of the rise in capacity
utilisation has been quite striking (see Chart). This
adds to the sense that there is little-to-no spare
capacity in the economy at present.
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As we noted last week, a broad index of capacity
utilisation which takes the breadth, level and 6-
month change into account suggests the RBA cash
rate cycle should have turned already (see Chart).
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Fourth, the behaviour of house prices and
investor lending in recent months suggests that
the RBA may need to consider both the impact of
the wealth effect on consumption outcomes and
the financial stability risks of rising investor
participation in the housing market. It also feeds
uncertainty around the overall stance of
monetary policy, acknowledged by the RBA in the
Statement accompanying the November Monetary
Policy Board decision.

Relatedly, one of the impacts of a less favourable
trajectory for core inflation is a lower real cash
rate - assuming core inflation above 3% for the
next year, it is now quite possible that the real cash
rate sits somewhere between 0.10-0.30% over the
same period. This looks too low for an economy
already at trend growth and with accelerating
credit growth and house prices.
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Given the above, it is quite possible that the RBA
may need to deliver what we would characterise
as a modest recalibration of the policy stance at
some point in 1H26. This recalibration is likely to
be in the order of 50bps, assuming it comes at the
right time. The pressing issue for the RBA is that in
the current situation (supply constrained economy
with inflation tracking higher than forecast), time is
of the essence. It is better to move earlier, and by
less, than to wait and to be forced to do more.

In this environment, it is likely, in our view, that
RBA communications in coming months reflect
quite a different tone. This shift may happen as
soon as next week’s Board meeting Statement.
While the cash rate is likely to finish the year at
3.6%, it is also very possible that the RBA starts to
prepare the ground for a shift in view before the
end of the year.

Why might we be wrong?

There are a few reasons why the Bank might try
to see the year out holding the line. The first is
that the Bank have tended towards reactivity,
rather than pro-activity, of late. Thisis a
consequence of both an aversion to forward
guidance and a focus on data-dependence. In this
instance, the Bank may require more evidence to
accumulate before it shifts in a more hawkish
direction. Second, there have been offsetting forces
at work since the November SoMP for the RBA’s
forecasts - the market has taken out the 30bp of
easing assumed in the cash rate profile for the
forecasts and is now pricing some chance of a rate
hike, but on the other hand, private demand
growth was stronger than the RBA forecast in 3Q.
So on net, it might be that not much has changed at
the aggregate level.
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Finally, all forecasters face wider-than-is-usual
error bands around point forecasts in the current
environment. This naturally leads to some risk
aversion and may help to explain a reluctance to
pre-commit strongly to a particular course.

Conclusion

In conclusion, it is quite possible given our take on
domestic economic fundamentals, that the RBA are
not too far away from a more hawkish tone to their
communications. This would simply reflect a shift
in the distribution of risks to the monetary policy
outlook. For now, we are forecasting the RBA on
hold in 2026, but this forecast will be under review
should evidence of a tightening in the labour
market, confirmation of more persistent price
pressures or a further acceleration in domestic
economic activity be realised in coming months.

Authors

Sally Auld

Group Chief Economist

+(610) 422 224 752

Gareth Spence

Head of Australian Economics
+(61 0) 422 081 046

Taylor Nugent

Senior Economist

+(610) 452 671 752



NAB Economics & Markets Research

Sally Auld

Australian Economics

Gareth Spence
Taylor Nugent
Jessie Cameron
Michael Hayes

International Economics

Antony Kelly
Gavin Friend

Behavioural Economics

Dean Pearson
Robert De lure

Economics Analytics

Brien McDonald
Thao Nguyen
Rocky Facciolo

Markets Research

Skye Masters
Foreign Exchange

Ray Attrill
Rodrigo Catril

Fixed income

Michael Bush

Kenneth Crompton

Evy Noble
Gregorius Steven

Group Chief Economist

Head of Australian Economics
Senior Economist

Senior Associate Economist
Associate Economist

Head of International Economics
Manager Research

Head of Behavioural Economics
Associate Director Economics

Senior Economist
Associate Director Economics
Analyst

Head of Markets Research

Head of FX Strategy
Senior FX Strategist

Head of Credit Research
Senior Interest Rate Strategist
Senior Associate

Senior Associate

+(610) 422 224 752

+(610) 422 081 046
+(610) 452 671 752
+(610) 491 380 013
+(610) 411 186 777

+(61 0) 477 746 237
+(44) 207 710 1588

+(610) 457 517 342
+(610) 477 723 769

+(61 0) 455 052 520
+(610) 451 203 008
+(610) 416 586 554

+(612) 9295 1196

+(612) 9293 7170
+(612) 9293 7109

+(613) 8641 0575
+(612) 9293 7132
+(612) 7226 7336
+(612) 7209 8133

Sally.Auld@nab.com.au

Gareth.Spence@nab.com.au
Taylor.Nugent@nab.com.au
Jessie.Cameron@nab.com.au
Michael.Hayes@nab.com.au

Antony.Kelly@nab.com.au
Gavin.Friend@eu.nabgroup.com

Dean.Pearson@nab.com.au
Robert.De.lure@nab.com.au

Brien,McDonald@nab.com.au
Thao.Nguyen5@nab.com.au
Rocky.Facciolo@nab.com.au

Skye.Masters@nab.com.au

Ray.Attrill@nab.com.au
Rodrigo.h.Catril@nab.com.au

Michael.d.Bush@nab.com.au
Kenneth.Crompton@nab.com.au
Evy.Noble@nab.com.au
Gregorius.Steven@nab.com.au

Important notice

This document has been prepared by National Australia Bank Limited ABN 12 004 044 937 AFSL 230686 ("NAB"). Any advice
contained in this document has been prepared without taking into account your objectives, financial situation or needs.
Before acting on any advice in this document, NAB recommends that you consider whether the advice is appropriate for
your circumstances.

NAB recommends that you obtain and consider the relevant Product Disclosure Statement or other disclosure document,
before making any decision about a product including whether to acquire or to continue to hold it.

Please click here to view our disclaimer and terms of use.
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