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RBA to raise the cash rate in November 2022 

 The Australian labour market has tightened at a phenomenal pace and underutilisation in May was at its lowest since early 
2013. 

 The forward looking indicators of labour demand are very strong yet labour supply is constrained, which means the labour 
market will continue to tighten very quickly and wages growth will accelerate. 

 The Commonwealth fiscal stance as well as the targeted level of net overseas immigration in 2022/23 will have a large 
bearing on nominal wage outcomes and therefore the path of interest rates.  

 We expect the RBA to begin normalising monetary policy in late 2022 and see the cash rate target at 0.5% at end-2022 and 
then peaking at 1.25% by Q3 2023.   

 

Overview 

For the past six months CBA’s economic forecasts for the Australian economy have been at odds with the RBA’s “2024 at the 
earliest” forward guidance on the cash rate.  But we have refrained from calling a hike in the cash rate until now because we 
believed that markets were more focussed on the RBA’s policy decisions around yield curve control (YCC) and the bond buying 
program.    

As far back as November 2020 we remarked that, “we think that the economy will be on a sufficiently entrenched path of 
improvement by the middle of next year (2021) that the RBA will need to either remove or increase the target yield on the 3 year 
Australian Commonwealth Government Bond (ACGB)”.   

Our views on the economy and the RBA were very much non-consensus at the time. But financial markets started to support 
our call on YCC in mid-February when a kink developed in the three year part of the yield curve.  The RBA was forced to defend 
its yield curve target by buying large quantities of the April 24 bond, while the yield on the November 24 bond climbed from 0.2% 
to 0.43% in just over a week.  

Our central scenario in early 2021 was that the RBA would abandon YCC around the middle year.  But in March 2021 the RBA 
stated that later in the year they would only consider whether to maintain the April 24 bond as the target bond or shift the focus 
of the yield target to the November 24 bond.  That is, the Board would not consider removing the target completely or changing 
the target yield of 0.1%.  As a result, we amended our call immediately to state that the RBA would keep the yield curve target 
pegged to the April 24 bond.  At the time many high profile commentators were of the view that the yield curve target would be 
rolled out to the November 24 bond.  

We still believe that abandoning yield curve control at the July board meeting is the most appropriate policy decision given the 
strength of the Australian economy.  But the RBA has taken that option off the table. 

Regular readers will know that CBA’s views on the outlook for inflation and wages have been consistent and unswerving over 
2021 and they have differed significantly from the RBA’s view and at many times the consensus.  We have naturally made 
upgrades to our forecast profile over the year given the strength of the economic data.  But our message has been the same - 
the labour market will tighten quickly and this means that wages and inflation will lift, particularly because the supply of labour is 
constrained and this has pushed the NAIRU higher. 

In a recent paper we articulated the reasons why, “this time is different”.  Our intention was to raise awareness amongst our 
readers about why the economic backdrop today is so much more conducive to higher wages and inflation than it was pre-
COVID.  Our view that we are in a more inflationary environment ultimately has an impact on the outlook for monetary policy.  But 
we refrained from calling a hike in the cash rate as we wanted readers to focus on the story rather than simply the RBA call.  

Today we take our narrative on the economy one chapter further to formally include monetary policy tightening in the form of 
interest rate hikes into our forecast profile.  This is not a change in view per se, but rather it is the natural extension to the themes  
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we have discussed for some time on wages and inflation. 

Our central scenario has the RBA delivering the first hike in the cash rate in November 2022.  We have pencilled in an increase of 
15bp which would take the cash rate to 0.25%.  We expect that to be followed by an increase of 25bp in December 2022.  We 
have three further 25bp hikes in Q1 23, Q2 23 and Q3 23 that would take the cash rate to 1.25%, the level at which we assess 
the cash rate to be neutral. 

The risks are not all one way.  There are scenarios that could see the RBA pull the rate hike trigger earlier than November 2022, 
particularly if they tweak their reaction function because it becomes irrefutable that wages growth is on a path to 3% per annum 
(the rate of growth they have targeted).  Alternatively, the RBA could delay hiking the cash rate if growth in labour supply was to 
accelerate quickly when the international border is reopened.  

We believe that the RBA cannot achieve their objectives of full employment and inflation “sustainably in the target” without the 
assistance of the Commonwealth Government.  More specifically, fiscal settings need to remain stimulatory and net overseas 
immigration cannot catapult back to strong pre-COVID levels if wages growth is to remain at 3% per annum or above.   

As such, there are two key assumptions that underpin our RBA call: (i) fiscal policy remains expansionary over the next few years; 
and (ii) net overseas immigration increases from mid-2022, but at a slower rate than pre-COVID.   

Whilst there is a high degree of uncertainty over our second assumption, we think that policymakers are more cognisant of the 
link between immigration and wages due to the pandemic.  As a result, we anticipate immigration targets will be recalibrated so 
that the desired tightening in the labour market is not derailed by the reopening of the international border.  A more nuanced 
approach to population policy will enable higher wage outcomes to materialise in a sustainable way and will allow monetary 
policy to be normalised. 

Ultimately elected policymakers will play the more dominant role in determining wages and inflation outcomes in Australia than 
the monetary authorities.  This means that those interested in the outlook for interest rates should pay close attention to 
government decisions on fiscal policy and immigration, as of course we will. 

In this note we discuss the outlook for the labour market, wages and inflation and how that pertains to monetary policy.  Our full 
updated economic forecasts will be published in Friday’s weekly Perspective.   
   
 

How quickly will the labour market continue to tighten? 

The speed at which the labour market has tightened has been phenomenal.  In 
April 2021 we forecast that the unemployment rate would end the year at 5.0% 
(the same as the RBA’s updated forecast in the May 2021 Statement on 
Monetary Policy).  But the May labour force survey blew that forecast out of the 
water because the unemployment rate printed at 5.1% (chart 1).   

It’s not just about the unemployment rate.  The underemployment rate has also 
fallen sharply and sits at its lowest level since January 2014.  The 
underutilisation rate, which is the broadest measure of labour market slack,  
declined to its lowest level since February 2013 in May (chart 2). 

Clearly the closure of the international border has accelerated the tightening in 
the labour market.  On our calculations the number of non-resident workers has 
declined by 286k or 55% over the year to the Q1 21.  This helps to explain why 
job vacancies are so high despite employment, as measured by the monthly 
labour force survey, sitting comfortably above its pre-COVID high.  But the 
international border closure is only part of the story.  Unprecedented fiscal and 
monetary policy stimulus has also turbo charged the economy and job creation.   

The Government’s Internet Vacancy Index revealed that job advertisements rose 
by 1.9% in May to sit a whopping 46.0% above their pre-COVID-19 level.  
Vacancies sit at their highest level in over 12 years.  The surge in vacancies is 
broad-based across a whole range of industries, states and skill levels.  

Given the starting point for the labour market and the forward looking measures 
of labour demand we now forecast the unemployment rate to be 4.5% at end-
2021 and 4.0% by end-2022. 
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What does it mean for wages? 

The relationship between the unemployment rate and wages growth has not 
been strong in recent years.  But that is because the spread between the 
underemployment rate and unemployment rate is not constant and had 
widened pre-COVID.  Put another way, changes in the unemployment rate 
alone are not a sufficient proxy for changes in labour market slack if the spread 
between the unemployment and underemployment rates is moving.  As such, 
the underutilisation rate is a much better guide for labour market slack.   

There is a strong historical relationship between underutilisation and wages 
growth (chart 3).  The relationship is intuitive – higher wages growth occurs with 
a tighter labour market.  And the best measure of the tightness in the labour 
market is the underutilisation rate. 

We expect the underutilisation rate to decline to 11¼% by end-2021 and to 
10% by end-2022.  This will put a lot of upward pressure on wages growth and 
the bargaining power between employers and employees will shift in favour of 
workers. 

In a speech on 17 June RBA Governor Lowe stated that, “most businesses feel 
they are operating in a very competitive marketplace and that they have little 
ability to raise prices. As a result, there is understandably a laser-like focus on 
costs: if profits can't be increased by expanding or by raising prices, then it has 
to be achieved by lowering costs”.   

That may be true in terms of how businesses ‘feel’.  But a number of private 
surveys indicate that businesses are acting differently.  The old adage that 
actions speaks louder than words rings true. 

The Markit PMIs, for example, indicate that both input and output costs are 
rising (chart 4).  And the NAB Business survey suggests that labour costs are 
lifting very quickly (chart 5).  The results of both surveys are not surprising to us 
because they are consistent with the conversations we’ve been having with our 
clients.   

The laws of supply and demand still work.  If firms are struggling to recruit they 
will be forced to pay higher wages.  And many firms will pass on the lift in input 
prices in an environment of rising aggregate demand to protect their margins.  
This is how the wages and inflation nexus works. 

We forecast wages growth to accelerate to 2.4%/yr by end 2021 and 2.9%/yr 
by end-2022.  There will be a lag between falling underutilisation and wage 
outcomes in 2021 given the pace at which the labour market is tightening.  But 
we expect the historically strong relationship between wages growth and 
underutilisation to reassert itself over 2022.   

Higher wages outcomes will beget more entrenched expectations of higher 
wages.  In that context the recent move by the Fair Work Commission to lift the 
minimum award wage increase from 1.75% in 2020/21 to 2.5% in 2021/22 is a 
welcome development (chart 6).  The decision by the NSW Government in the 
2021 Budget to increase public servant salaries by 2.5% each year (from 1.5%) 
will also have a similar impact on both wages momentum and expectations.   

There is also a risk that the upcoming 0.5% increase in the general 
superannuation guarantee, which takes the rate from 9.5% to 10.0% from 1 
July 2021, weighs on the WPI in Q3 21 if firms reduce the take home pay of 
workers to fund the increase.  Whilst we expect some firms will do that, we think 
that the bulk of businesses will fully fund the increase, particularly in light of the 
tightness in the labour market and the need to retain staff. 
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What does it mean for inflation? 

A lift in wages growth will pull consumer inflation ‘sustainably’ higher.  We have 
forecast the trimmed mean to be 1.8%/yr by end-2021 and 2.2%/yr by end-
2022.  Headline inflation is expected to be 1.8%/yr by end-2021 and 2.3%/yr 
by end-2022.  The gap between headline and underlying inflation is small as 
compared with previous years given the price of tobacco will not boost headline 
inflation over the next two years as it has done over the recent past. 

Our forecasts for the wage price index and CPI imply that real wages growth will 
average 0.5% per year over the next two years.  But that is a little bit deceiving.  
We believe that the CPI is undershooting actual inflation at the moment because 
it is based on capital city indexes which measure price changes across each 
capital city in Australia individually.  It does not include price changes in regional 
Australia.  In ‘normal’ times this does not matter much.  But we suspect that 
price rises in regional Australia have been stronger than in the capital cities at an 
aggregate level due to the relative strength of spending, employment and 
housing (particularly rents).   

When does the RBA hike? 

Picking the exact meeting that the RBA first hikes the cash rate is in many 
respects false precision.  But our central scenario has the RBA delivering a first 
hike in the cash rate in November 2022.   

By late 2022 there is likely to be a euphoric mood amongst consumers and 
businesses as COVID-related disruptions to day to day life are a thing of the 
past.  The resumption of international services trade will be the icing on the 
economic cake and we expect the Australian economy to be running at 
maximum capacity provided the Government has not shifted strategy to tighten 
fiscal policy.   

In summary, our forecasts for wages growth and inflation meet the conditions 
for a rate hike in late-2022.  And given wages growth and consumer inflation are 
lagging indicators we do not believe the RBA will delay tightening monetary 
policy once actual outcomes confirm that inflation is ‘sustainably within the 
target’.   

How far and fast does the RBA go and where do they stop? 

We have pencilled in a first increase of 15bp in November 2022, which would 
take the cash rate to 0.25%.  We expect that to be followed by an increase of 
25bp in December 2022.  We have three further 25bp hikes in Q1 23, Q2 23 
and Q3 23 that take the cash rate to 1.25% (chart 7).  

Typically when a central bank seeks to normalise monetary policy the first 
stopping point is “neutral” or the neutral interest rate.  In the RBA’s case, the 
neutral rate is the cash rate consistent with full employment, trend growth and 
neither upward nor downward pressures applied on the price level through 
monetary policy.  It can be thought of as the cash rate that exerts neither 
contractionary nor expansionary forces on the economy.  

There are a variety of ways to estimate neutral.  But the approach we prefer is to 
calculate the cash rate that would lift the interest paid on household debt as a 
share of household income to ~5¼% (the level which it averaged over the five 
years before the pandemic).  We calculate that cash rate to be 1.25% (chart 8).  
Whilst that rate seems very low, it needs to be considered in the context of the 
level of household debt in Australia which is very high (chart 9). 

Rate rises will have a large impact on the interest cost of servicing debt and our 
expectation is that the RBA does not need to hike too far to put the cash rate at 
neutral.  Of course if the economy has overheated and the RBA needs to exert a 
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contractionary force on the economy they will take the cash rate above neutral, 
but that is not our base case.   

It is also important to note that changes to the RBA’s liquidity management 
framework over the past year mean that the exchange settlement (ES) balance 
rate is important when assessing the stance of monetary policy.  The huge 
amount of liquidity poured into the financial system to lower interest rates and 
support the economy through the pandemic means that exchange settlement 
balances will remain elevated for many years.  One result of the elevated 
exchange balances is that the interest rate paid on ES balances is now the main 
anchor for interest rates in the economy rather than the target cash rate (chart 
10).   

At this stage we expect that the RBA will initially maintain the current spread of 
10bp between the target cash rate and the ES balance rate.  A note on this 
topic will be published on Friday.     

 

What does it means for bond yields? 

At times through early 2021 it may have felt to our readers like our positive narrative on the Australian economy didn’t quite 
marry up with the house view on the yield curve and in particular longer dated swap and government bond yields.  More 
specifically, our rates strategists did not expect the selloff in bonds over mid-February and March to last whilst the Australian 
economics team has continued to make the case that economic outcomes would surprise to the upside.   

Our calls on the economy and the curve are reconciled not by different views of the world within the team, but rather technical 
factors which have suppressed bond yields (see here).  As such, our rate strategists have to date correctly held their nerve in not 
forecasting higher bond yields in the near term despite being blasted with a daily message of optimism on the domestic 
economy from me and my team!  

Notwithstanding, our call for the RBA to commence a tightening cycle from November 2022 will have implications for the house 
view on the yield curve and our fixed income strategists will publish updated forecasts in due course.  On this part, we already 
expect/forecast a jump in the 3-5Y tenors and see this area as the greatest risk for higher yields. 

The July Board meeting – recap of CBA view 

The RBA Board will make a decision on YCC at the July Board meeting and the bond buying program (QE).    

The YCC decision will be around whether or not to extend the yield target from the April 24 bond to the next bond, which 
matures in November 24.  We expect the RBA to keep the 0.1% target pegged to the April 24 bond. 

The QE decision will be around what form additional bond purchases will take (the RBA has ruled out the cessation of bond 
purchases).   

We expect the QE decision to constitute a taper (i.e. we do not expect a package that would result in the RBA continuing to buy 
bonds at the current pace of $A5bn a week).  We favour the RBA announcing a package of $A50bn of bond buying over a six 
month period.  The risk lies with a larger package or a pace of bond buying that is more than the pace implied by $A50bn over 
six months which is ~$A2.5bn per week.  

Final thoughts 

The recipe for generating higher nominal wages growth and inflation is quite simple – have fiscal and monetary policy working in 
tandem to stimulate economic activity and job creation whilst growth in the labour market is somewhat contained.  This does not 
mean that the international borders need to remain closed or that firms cannot hire from a global pool of labour.  But it does 
mean that the targeted level of immigration in the economy will need to be recalibrated when the international borders are 
reopened if wages growth is to make a more permanent lift to around 3% per annum.   

Ultimately the outcomes we get will reflect the priorities of policymakers.  If full employment and a meaningful and sustainable lift 
in nominal wages growth is the combined priority of both the RBA and the Commonwealth Government then we believe it will be 
achieved by late 2022 and sustained through 2023 as monetary policy is normalised. 
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NOT INVESTMENT RESEARCH 
 
Global Economic & Markets Research (GEMR) has prepared this report. GEMR is a business unit of Commonwealth Bank of Australia ABN 48 123 123 124 AFSL 234945 (Bank). 
References to the “Group” are to the Bank and its subsidiaries (including Commonwealth Securities Limited ABN 60 067 254 300 AFSL 238814, Commonwealth Australia Securities LLC 
and CBA Europe Ltd) and includes the directors, employees and representatives of the Bank and its subsidiaries. 
 

No reliance 
 
This report is not investment research and nor does it purport to make any recommendations. Rather, this report is for informational purposes only and is not to be relied upon for any 
investment purposes. 
 
This report has been prepared without taking into account your objectives, financial situation (including your capacity to bear loss), knowledge, experience or needs. This report is not to 
be construed as an act of solicitation, or an offer, to buy or sell any financial products, or as a recommendation and/or investment advice. You should not act on the information contained 
in this report. To the extent that  you choose to make any investment decision after having read this report you should not rely on it but consider its appropriateness and suitability to your 
own objectives, financial situation and needs, and, if appropriate, seek professional or independent financial advice, including tax and legal advice. 
 
The Bank believes that the information contained in this report is correct, and any opinions, conclusions or recommendations made are reasonably held and are based on the information 
available at the time of its compilation. However, the Bank does not make, or provide, any representation or warranty, either expressed or implied, as to the accuracy, reliability or 
completeness of any statement made in this report or its suitability to your needs. Any opinions, conclusions or recommendations made in this report are subject to change without notice 
and may differ, or be contrary, to the opinions, conclusions or recommendations expressed elsewhere by the Bank, or any member of the Group. The Bank is under no obligation to 
update, or keep current, the information in this report.  
 
The information provided in this report may also include information that is indicative of what the expected outcomes might be, based on assumed facts that are contemplated in this 
report, and should not be relied upon. Any reliance on this information is at your own risk. 
 
All material presented in this report, unless specifically indicated otherwise, is under copyright of the Bank. None of the material, nor its content, nor any copy of it, may be altered in any 
way, transmitted to, copied or distributed to any other party, without the prior written permission of the Bank. 
 
Forward-Looking Statements, Valuations, Projections and Forecasts  
 
This report may contain statements that are not purely historical in nature, but are ‘forward-looking statements’. Such statements are, or will be, based upon certain assumptions. Actual 
events are difficult to predict and are beyond the control the Bank. There can be no assurance that any estimated returns or projections can be realised. Past performance is not a reliable 
indicator of future performance. 
Any valuations, projections and forecasts contained in this report are based on a number of assumptions and estimates and are subject to contingencies and uncertainties. The inclusion 
of any such valuations, projections and forecasts in this report should not be regarded as a representation or warranty by or on behalf of the Group or any person or entity within the Group 
that such valuations, projections and forecasts or their underlying assumptions and estimates will be met or realised. 
 
Liability Disclaimer 
 
The Group does not accept any liability for any loss or damage arising out of any error or omission in or from the information provided, or arising out of the use of all or any part of this 
report.  
 
Data of the Bank 
 
Any reference made to the term ‘CBA data’ means the proprietary data of the Bank that is sourced from the Bank’s internal systems and may include, but is not limited to, credit card 
transaction data, merchant facility transaction data and applications for credit. The Bank takes reasonable steps to ensure that its proprietary data is accurate as at the time of compilation 
of this report.  
 
This report may be based on CBA Data. The Institutional Banking & Markets Portfolio & Client Analytics (PCA) team within the Bank provides raw data that may directly or indirectly relate 
to the themes that have been selected for coverage by the Chief Economist of GEMR. The PCA team are subject to the same personal conflict requirements and trading restrictions as 
the GEMR team, and individuals are wall-crossed per report. 
 
If applicable, any statistical data included in this report only takes into account CBA data. The Bank makes no representation or warranty as to the completeness of the data, as it may not 
reflect all trends in the market. Any reliance on this information is at your own risk. 
 
All customer data used, or represented, in this report is anonymised and aggregated before analysis and is used, and disclosed, in accordance with the Group’s Privacy Policy 
 
In certain circumstances Economic Insights reports may be viewed in advance of publication by the Bank’s Marketing and Communications team in order to produce infographics for the 
report. The Economic Insights report will only be provided to the Bank’s Marketing and Communications team in accordance with the Bank’s conflicts management, confidentiality, 
information barrier policies and procedures, and trading restrictions. 
 
Bank may act as a Market Maker 
 
In the case of certain products, the Bank or one of its related bodies corporate is or may be the only market maker. Financial markets products have an element of risk. The level of risk 
varies depending on a product’s specific attributes and how it is used. The Bank will enter into transactions on the understanding that the customer has:  

i. Made his/her own independent decision to enter into the transaction;  
ii. Determined that the transaction is appropriate;  
iii. Ensured he/she has the knowledge to evaluate and capacity to accept the terms, conditions and risks; and  
iv. Is not relying on any communication (including this report) from the Bank as advice.  
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Analyst Certification and Disclaimer 
 
Each GEMR Analyst primarily responsible for the content of this report, in whole or in part, confirms that with respect to each security or issuer that the GEMR Analyst covered in this 
report:  
 

i. All of the views expressed accurately reflect his/her personal views about those securities or issuers; and  
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Conflicts of Interest  
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a manner that is inconsistent with the recommendations contained in this report.  
Directors or employees of the Group may serve or may have served as officers or directors of the subject company of this report. 
 
Fees 
 
Unless agreed separately, the Bank does not charge any fees for any information provided in this report. You may be charged fees in relation to the financial products or other services 
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Additional Information  
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