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RBA Board Decision: The Balancing Act

e The Reserve Bank (RBA) left the cash rate unchanged at 4.75% for the sixth straight
month.

e The key changes in today’s statement highlight that a number of competing influences
are at work in the economy and the RBA’s balancing act is becoming increasingly
difficult. These influences include a higher-than-expected terms of trade, underlying
inflation past its low point offset by softening house prices, weaker household credit
growth and a stronger-than-expected Aussie dollar.

e This month, on balance, the influences warranted the RBA leaving rates on hold. In
coming months, we also expect the RBA to sit on the sidelines because the competing
influences mean that there is no sense of urgency for the RBA. However, we still believe
that the balance of risks is such that more tightening is likely with the timing of the first
rate rise for 2011 in August.

The RBA left the cash rate unchanged at 4.75% for the sixth straight month. This decision was
widely expected. The accompanying statement was where the centre of attention was.

There were a number of changes in the accompanying statement when compared with the
previous statement in March. But in our view, there were four changes in the accompanying
statement that were notable. Two of the changes suggest a stronger growth and inflation
profile while the other two suggest the risks of a weaker profile for growth and inflation.

Firstly, the RBA noted that the “terms of trade are reaching higher levels than assumed a few
months ago”. This statement suggests that there is a stronger boost to national income
coming through for the Australian economy than previously expected. This income boost
underpins economic activity and inflationary pressures. It also suggests that there may not be
much room for error on the inflation front if the economy recovers strongly.

The RBA confirms its limited breathing room on inflation by noting that the “marked decline in
underlying inflation from the peak in 2008 has now run its course”. Last week’'s consumer
prices data also made it clear that underlying inflation was passed the low point.

On inflation, the RBA further noted it expects that “CPI inflation will be close to target over the
year ahead” as opposed to April's statement that said it expects inflation to be “consistent
with the 2-3 per cent target” when the temporary price effects dissipate. One could read the
change to mean that the RBA is suggesting inflation may sit outside of the top of the band,
albeit close to it. Inflation outside of the band is likely to make the RBA less comfortable.

The dovish changes to the statement were the new insertions that growth in credit to
households and housing prices in several cities has “softened”.

Further, the RBA inserted commentary on the Australian dollar. It noted that the currency
has “risen further and...if sustained, could be expected to exert additional restraint on the
traded sector”. However, the RBA notes that while the rising Australian dollar will be helping
to hold down prices...over the longer term inflation can be expected to increase somewhat if
economic conditions evolve broadly as expected.

The key changes in the RBA statement highlight that a number of competing influences are at
work in the economy and that the balancing act is difficult. This month, on balance, these
influences warranted the RBA leaving rates on hold. In coming months, we also expect the
RBA to sit on the sidelines because the competing influences mean that there is no sense of
urgency for the RBA. However, we still believe that the balance of risks is such that more
tightening is likely with the timing of the first rate rise for 2011 in August.
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Financial markets lengthened the odds of a near-term rate hike but lifted the chances of a
hike before the end of this year. Interbank cash-rate futures are attaching a 107% chance of
one 25bp rate hike before the end of this year (i.e. one rate hike of 25bp is fully priced in).

The complete changes in today’s statement are outlined below in a side-by-side analysis:
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St.George Contact Listing

Chief Economist Besa Deda dedab(@stgeorge.com.au (02) 9320 5854
Senior Economist Josephine Heffernan heffernanj@stgeorge.com.au  (02) 9320 5751
Economist Janu Chan chanj@stgeorge.com.au (02) 9320 5892

The information contained in this report (“the Information”) is provided for, and is only to be used by, persons in
Australia. The information may not comply with the laws of another jurisdiction. The Information is general in
nature and does not take into account the particular investment objectives or financial situation of any potential
reader. It does not constitute, and should not be relied on as, financial or investment advice or recommendations
(expressed or implied) and is not an invitation to take up securities or other financial products or services. No
decision should be made on the basis of the Information without first seeking expert financial advice. For persons
with whom St. George has a contract to supply Information, the supply of the Information is made under that
contract and St. George's agreed terms of supply apply. St. George does not represent or guarantee that the
Information is accurate or free from errors or omissions and St. George disclaims any duty of care in relation to the
Information and liability for any reliance on investment decisions made using the Information. The Information is
subject to change. Terms, conditions and any fees apply to St. George products and details are available. St. George
or its officers, agents or employees (including persons involved in preparation of the Information) may have
financial interests in the markets discussed in the Information. St.George owns copyright in the Information unless
otherwise indicated. The Information should not be reproduced, distributed, linked or transmitted without the
written consent of St. George.
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