2

Monetary policy and other issues

Overview

21

2.2

2.3

24

Since the RBA appeared before the committee during the previous
Parliament in February 2019, the RBA has eased monetary policy by

50 basis points to 1.00 per cent, following the RBA’s decisions to cut the
cash rate in June and July. At its meeting on 6 August 2019, the RBA
decided to leave the cash rate unchanged at 1.00 per cent.

Commenting on the decision to keep rates on hold, the RBA Governor
said ‘the outlook for the global economy remains reasonable.”! However,

he noted “the increased uncertainty generated by the trade and technology

disputes is affecting investment and means that the risks to the global
economy remain tilted to the downside."?

The Governor reported that Australia’s economic growth over the first

half of this year has ‘been lower than earlier expected” but is anticipated
‘to strengthen gradually from here.” He said ‘the central scenario is for the
Australian economy to grow by around 2%z per cent over 2019 and 2% per

cent over 2020.4

This outlook, the Governor said, ‘is being supported by the low level of

interest rates, recent tax cuts, ongoing spending on infrastructure, signs of

Reserve Bank of Australia (RBA), Statement by Philip Lowe, Governor: Monetary Policy
Decision, Media Release No. 2019-20, 6 August 2019.
Reserve Bank of Australia (RBA), Statement by Philip Lowe, Governor: Monetary Policy
Decision, Media Release No. 2019-20, 6 August 2019.
Reserve Bank of Australia (RBA), Statement by Philip Lowe, Governor: Monetary Policy
Decision, Media Release No. 2019-20, 6 August 2019.
Reserve Bank of Australia (RBA), Statement by Philip Lowe, Governor: Monetary Policy
Decision, Media Release No. 2019-20, 6 August 2019.
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stabilisation in some housing markets and a brighter outlook for the
resources sector.”

25 The RBA’s August Statement reported that inflation remains low and that
‘measures of underlying inflation have now been below 2 per cent for
around three years.” The RBA forecasts that an increase in inflation will

now “take place over a more extended period than previously envisaged’.’
The RBA commented:

Together, the recent data on wages, prices, output and
unemployment suggest that there was more spare capacity in the
economy than had previously been recognised. They also suggest
that, like a number of other countries, Australia can sustain lower
rates of unemployment and underemployment without running
inflation risks.?

2.6 The committee questioned the Governor on the effectiveness of the RBA’s
monetary policy stance, in particular the justification for maintaining a
low interest rate environment for the foreseeable future. The committee
also scrutinised the Governor on the RBA’s record in achieving its
inflation target.

2.7 Options for stimulating growth were discussed, including the RBA’s
preparedness to use unconventional monetary policy if global interest
rates headed towards zero. The committee also questioned the Governor
on the transparency of the RBA board’s decision-making process and
communications strategy.

The cash rate and monetary policy

2.8 On 6 August 2019, the RBA Board decided to leave the cash rate
unchanged at 1.00 per cent, following its decisions to lower the cash rate in
June and July. Commenting on the decision in his opening statement, the
Governor said the RBA ‘judged that, after having moved twice in quick

5  Reserve Bank of Australia (RBA), Statement by Philip Lowe, Governor: Monetary Policy
Decision, Media Release No. 2019-20, 6 August 2019.
6  Reserve Bank of Australia, Statement on Monetary Policy, August 2019,
<https:/ /www.rba.gov.au/publications/smp/2019/aug/>, accessed 13 August 2019, p. 3.
7 Reserve Bank of Australia, Statement on Monetary Policy, August 2019,
<https:/ /www.rba.gov.au/publications/smp/2019/aug/>, accessed 13 August 2019, p. 4.
8  Reserve Bank of Australia, Statement on Monetary Policy, August 2019,
<https:/ /www.rba.gov.au/publications/smp/2019/aug/>, accessed 13 August 2019, p. 4.
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succession, it was appropriate to wait and assess developments both
internationally and domestically.”?

29 When the committee last met with the RBA in February, the Governor
indicated the probabilities of a cash rate increase and a cash rate decrease
were broadly balanced.' The Governor commented ‘following that
hearing, the situation continued to evolve, and the board reduced the cash
rate twice —at its June and July meetings—to a new low of one per cent.” !

2.10 The Governor said the RBA lowered the cash rate because of an
‘accumulation of evidence that the economy could be on a better path than
the one we looked to be on’.2 He commented:

The incoming data on wages, prices, GDP and unemployment all
suggested that the Australian economy was some distance from
running up against capacity constraints. It also suggested that the
day at which inflation was comfortably back within the two to
three per cent range was not getting any closer. Faced with this
evidence, the board decided that it was appropriate to lower the
cash rate, after having kept it unchanged for around 2%z years. It
judged that a lower cash rate would boost jobs and help make
more assured progress towards the inflation target.™

211  The Governor also remarked it is ‘reasonable to expect an extended period
of low interest rates in Australia’.!* He explained:

While we might wish it were otherwise, it is difficult to escape the
fact that, if global interest rates are low, they are going to be low
here in Australia too. When the global appetite to save is elevated
relative to the appetite to invest—as it is right now —interest rates
in all countries are affected. Our floating exchange rate does give
us the ability to set our own interest rates from a cyclical
perspective, but it does not insulate us from long-lasting shifts in
global interest rates driven by saving/investment decisions right
around the world, and that's the reality we face.™

212  The Governor was asked if monetary policy became less effective when
interest rates are persistently low. In response, the Governor said that “it is

9  Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 3.

10 Dr Philip Lowe, RBA Governor, Transcript, 22 February 2019, <https:/ /www.aph.gov.au/
Parliamentary_Business/ Committees/House/Economics/RBA AnnualReport2018 /Public_He
arings>, accessed 20 August 2019, p. 3.

11 Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 2.
12 Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 3.
13 Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 3.
14 Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 3.
15 Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 3.
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certainly true that, in the current environment — at least in my view —
monetary policy is less effective than it used to be.”'® He commented:

Once upon a time, when we lowered interest rates people were
very quick to run off to the bank to borrow more to spend. We saw
that in the level of debt relative to people's income; it grew a lot. So
that was part of the transmission through which monetary policy
used to work. In today's environment people don't run off to the
bank to borrow more when interest rates fall; they are more likely
to pay back their mortgage more quickly. So that dynamic is
different. The other dynamic that is different is that, as interest
rates get lower and lower, it is harder for the banks to pass it
through fully to the mortgage rates because their deposit rates
start to bunch up around zero, and they can't reduce those
anymore. '’

213  However, the Governor noted that monetary policy works through two

main channels, the exchange rate channel and the cash rate channel, and
said that the evidence suggests both channels “are as effective.”'8

2.14 The Governor said he was confident that if interest rates were one

percentage point higher, the exchange rate would be higher and that
would ‘be hurting our agricultural sector, our miners, our tourism sector,

the education sector and the advanced manufacturing sector that we are
building.”°

2.15 The committee was interested in the effects of low interest rates on the

depreciation of the Australian dollar, in particular whether a weaker
currency was supporting Australian businesses. The RBA said that the
lower Australian dollar was benefiting high end manufacturing,
specifically drug and pharmaceutical companies, which have seen “very
strong growth in exports over the past couple of years’.20

216  The Governor was asked to explain the likely conditions that would lead

the RBA to consider increasing interest rates. He responded:

...our current thinking is that we probably need to get down to an

unemployment rate of 472 per cent to have wage growth consistent
with the inflation target. That's the world in which we'll be raising

rates. We will not be considering raising rates until we're

16
17
18
19
20

Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 7.
Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 7.
Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 7.
Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 7.
Dr Guy Debelle, RBA Deputy Governor, Transcript, 9 August 2019, p. 29.
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comfortable that inflation's going to be within the target range and
we're close to full employment.?!

Forecasts

217  Inits August Statement, the RBA forecasts Australia’s GDP growth to
reach about 2%2 per cent over 2019 (see Table 1). It is expected to pick up
gradually to 2% per cent over 2020, and around 3 per cent over 2021,
which is a little higher than previously forecast.?

Table 1 Output Growth and Inflation Forecasts (per cent)(a)

Year-ended
June 2019 Dec 2019 June 2020 Dec 2020 June 2021 Dec 2021

GDP growth 1% 2% 2% 2% 3 3

CPI inflation 1.6 1% 1% 1% 2 2

underlying 1.6 1% 1% 1% 2 2
Year-average

2018/19 2019 2019/20 2020 2020/21 2021

GDP growth 2% 2 2% 2% 3 3

Source  Reserve Bank of Australia, Statement on Monetary Policy, August 2019, Table 5.1, p. 60.
(a) Technical assumptions include TWI at 59, A$ at US$0.68 and Brent crude oil price at US$58 per barrel; (b) Average
rate in the quarter.

218  The committee asked the Governor what factors are working to support
future growth in the Australian economy. The Governor noted “the
Australian dollar now is the lowest it's been since the financial crisis. That
helps education, tourism, manufacturing, agriculture and resources.’? He
identified a range of other positive factors, including the recent interest
rate cuts, signs of a turnaround in the resources sector in Western
Australia, stronger iron ore prices and some stabilisation of the housing
market.?*

21 Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 8.

22 Reserve Bank of Australia, Statement on Monetary Policy, August 2019,
<https:/ /www.rba.gov.au/publications/smp/2019/aug/>, accessed 13 August 2019, p. 1.

23 Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 14.
24 Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 14.
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2.19

The Governor was asked how its most recent forecasts in the August
Statement differed from previous forecasts, particularly if there were any
downgrades. The RBA said that its ‘wages growth profile has definitely
been pushed out” and that, consequently, ‘the inflation forecast has been
lowered a bit, and the unemployment forecast is effectively starting from a
higher point, although it has a very similar shape.”?® The RBA added that
‘consumption growth has been downgraded across the whole profile.
GDP growth has been downgraded in the near term, for 2019, but it's been
upgraded for 2021."%

Adequacy of the inflation target

2.20

221

The committee scrutinised the Governor on the RBA’s ability to meet its
inflation target, as set out in the Seventh Statement on the Conduct of
Monetary Policy (the Statement). In the Statement, the Governor and the
then Treasurer, the Hon Scott Morrison MP, agreed “that an appropriate
goal is to keep consumer price inflation between 2 and 3 per cent, on
average, over time.”?’ The Statement also noted that ‘the 2 to 3 per cent
medium-term goal provides a clearly identifiable performance benchmark
over time.’?

The committee asked the Governor if the RBA had failed to meet its
inflation target in recent years. He responded, ‘I wouldn't agree with the
proposition that we've failed’, and explained:

We're facing some difficult challenges. Perhaps I can start off with
the role of the inflation target, which I really see providing the
north star for what we're doing. We're trying, over time, to get
back to an inflation rate of two to three per cent. We want to
deliver for the Australian community an average rate of inflation
of two to three per cent. It's desirable and unavoidable that
inflation will move around that medium-term range, and it's been
below it for quite a while now. We're trying to get it back there,
but we've faced difficult circumstances.?

25 Dr Luci Ellis, RBA Assistant Governor, Economic, Transcript, 9 August 2019, p. 28.
26 Dr Luci Ellis, RBA Assistant Governor, Economic, Transcript, 9 August 2019, p. 28.

27 Reserve Bank of Australia (RBA), Seventh Statement on the Conduct of Monetary Policy,
19 September 2016, p. 3.

28 Reserve Bank of Australia (RBA), Seventh Statement on the Conduct of Monetary Policy,
19 September 2016, p. 3.

29 Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 8.
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222

2.23

Given these circumstances, the committee asked if it was a mistake for the
RBA to have waited until June to cut interest rates. The Governor replied ‘1
think it's too early to tell whether we would have gotten better outcomes if
we'd cut interest rates earlier. We have to let this whole cycle play out.”3
He provided the following context for the RBA’s decision not to cut
interest rates in 2018:

In the first half of last year, things looked like they were on track.
Unemployment was coming down quickly, inflation had lifted,
wage growth was picking up and we were growing at one per cent
a quarter. In that environment, we thought it was reasonable that
the economy would continue on that track, and we decided not to
cut interest rates.

During the second half of the year, things did slow. Globally they
slowed, consumption was weaker, the economy was hit by some
supply disruptions in the resources sector and we had this big
increase in labour supply. Progressively, as that data came in, we
made a revision to our outlook and we adjusted interest rates in
response to that. But through most of last year, things looked
pretty good. They were clearly moving in the right direction. It's
turned out since then that they've slowed a bit.*

The Governor was asked if the RBA’s inflation target of 2 to 3 per cent was
effective. The Governor noted that in the 1980s Australia had “high and
variable inflation” that came down in the 1990s. He remarked “since 1990,
inflation has averaged 2.4 per cent. I accept it's a bit lower than that at the
moment, but inflation expectations are very well anchored.”3? The
Governor added “having a flexible inflation target centred around an
average inflation rate of two point something has served Australia
incredibly well.”33

Effects of low interest rates on consumer confidence and
the income of depositors

224

The Governor was asked if the RBA would accept responsibility for any
shift in consumer confidence as a consequence of lowering interest rates.
He said he “‘wouldn't accept the proposition the cuts in interest rates have

30 Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 8.
31 Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 8.
32 Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 30.
33 Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 30.
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2.25

2.26

227

damaged and hurt consumer confidence right across the country’.34 The
Governor accepted that the decision to lower rates “has upset some people
in the community’, noting that ‘other people see it as a positive sign
because it's contributing to the turnaround in the housing market, and I
think that helps people feel a bit better.”3

The committee asked what research the RBA was doing into the impact of
low interest rates on depositors, and if that had a bearing on its interest
rate decisions. The Governor said ‘we continue to look at the distribution
of income earned from interest and interest payments across the
population through the various data sources that we have access to’,
adding ‘we have a strong continuing focus on that.”3

The RBA said its research showed that ‘the share of people who have debt
and who have a positive effect on their cash flows when interest rates fall
more than outweighs the effect on consumption from the people whose
incomes have been reduced somewhat.”3” The RBA explained:

There are certainly people for whom interest income is a
significant fraction of their income, but in the older age group
category the bulk of income comes from pensions, superannuation
fund income, dividends and, increasingly, increased participation
in the labour market.®

The Governor added that he receives frequent letters from Australians
with concerns about the loss of interest income, stating “at the very human
or individual level, I have a great deal of sympathy for the people who
write to me.”3 The Governor commented ‘it's a very significant issue for
many people, and we discuss this at the Reserve Bank Board. On balance,
though, our responsibility is to the national interest.” 4°

Unconventional monetary policy options

2.28

The Governor was asked what forms of unconventional monetary policy
might be considered if interest rates looked to be heading towards zero.
He replied “it's possible that we end up at the zero lower bound. I think it's

34  Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 5.
35 Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 5.
36 Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 5.
37 Dr Luci Ellis, RBA Assistant Governor, Economic, Transcript, 9 August 2019, p. 5.

38 Dr Luci Ellis, RBA Assistant Governor, Economic, Transcript, 9 August 2019, p. 5.
39 Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 6.
40 Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 6.
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2.29

2.30

The Governor said “as part of our preparation or understanding of the
issues, we've studied overseas experience in a great deal of detail’.#? He
explained:

When we look overseas, we see some central banks have very low
interest rates and some countries have negative interest rates. In
Switzerland right now the interest rate is minus three-quarters of a
per cent, in the euro area it's minus 40 basis points and in Japan it's
minus 10. So some central banks have gone negative. That's one
possibility. Another thing that central banks have done is give
very explicit forward guidance that they're not going to move
interest rates until some time has passed or until some certain
conditions are met...

We've also seen some central banks support credit creation in their
economies. There's a particular case in Europe where banks didn't
want to lend. The European Central Bank has provided funding to
the banks that is cheaper than the market rate, on the condition
that they lend...We've seen some central banks expand their
balance sheets very greatly by buying government securities in the
effort to try and get the risk-free yield curve down. We've seen
other central banks buy other assets, mortgage backed securities
and corporate bonds. The Bank of Japan has bought equities. All
are expanding their balance sheet. The other thing we've seen in
just a couple of cases is foreign exchange intervention. Switzerland
is the best example of that. Their currency was under strong
upward pressure and they put a cap on it.#

The Governor noted ‘I'm not thinking that any or all of those would be
appropriate in Australia’, and remarked ‘the effectiveness of these
measures depends upon the specific circumstances the country's in and
the nature of its financial markets.”* The Governor added:

How we would apply those lessons to Australia would really
depend upon the particular circumstances that we're in. I think the
focus would be on trying to reduce the risk-free interest rate. We
could reduce the cash rate down to a very low level, and it's
possible, if the circumstances warrant it, that we could take action

unlikely, but it is possible. We are prepared to do unconventional things if
the circumstances warranted it."#!

41 Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 10.
42 Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 10.
43 Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 10.
44  Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 11.
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231

2.32

2.33

2.34

to lower the risk-free rates further out along the term spectrum. I
think some of the other things wouldn't be appropriate, but we're
certainly examining experience overseas and trying to work out
how that would apply in Australia in specific circumstances.
Again, it's unlikely. I want to repeat that. We're not doing this
because we think it's likely; we're doing it because it's prudent in
the global circumstances we face.*

The committee questioned the Governor on what conditions would likely
cause the RBA to reduce interest rates to zero. He said that one scenario
was if the other central banks ‘all cut interest rates, and they keep
cutting...then we would need to think about what we would do in that
scenario. We would probably need to move lower.”46

The Governor said a second scenario “‘would be if growth in the Australian
economy fell considerably short of our central scenario.”” He commented:

Lower interest rates, in that scenario, would be an option, as I
hope fiscal measures would be as well, from both the state and the
federal governments —and a package of structural reform as well.
So, if the economy isn't doing very well and the unemployment
rate's rising, we'll all need to look at how to support jobs growth,
and lower interest rates, and, in extremis, unconventional policy
measures would need to be on the table.*

The committee asked if quantitative easing (QE) was one of the options
that could be considered. The Governor responded:

If we're talking about QE as being the central bank purchasing
government securities —which I think in the Australian context is
the most likely form it would take —in principle, we could do that
at any level of interest rate and principal.*°

The Governor added ‘I think it's reasonable to expect that we wouldn't do
it [QE] at the current level of interest rate, or even a bit below the current
level of interest rate. We'd need to be very close to zero to do that.” 5

45 Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 11.
46 Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 25.
47  Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 25.
48 Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 25.
49 Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 26.
50 Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 26.



MONETARY POLICY AND OTHER ISSUES 15

United States-China trade dispute

235  The August Statement reported that ‘global growth remains reasonable’

although trade has ‘declined noticeably in the context of continuing trade
and technology disputes” between the United States and China.%' The
Governor described these disputes as posing ‘a significant risk to the
global economy.”%? He commented:

Not only are they disrupting trade flows, but they are also
generating considerable uncertainty for many businesses around
the world. Worryingly, this uncertainty is leading to investment
plans being postponed or reconsidered. It's also now generating
volatility in financial markets and has increased the prospects of
monetary easing in many economies. This means that we have a
lot riding on these disputes being resolved soon.

236  The committee asked the Governor what the consequences would be if the

trade disputes continued. The Governor responded “...the lesson from
history is incredibly clear: no country has made itself wealthy and
prosperous through protectionism.”* He added ‘building walls actually
make you worse off.”%

2.37 The Governor noted ‘one potential offset, at least in the short run, is that

the Chinese may decide to stimulate their domestic economy again.”% He
explained:

When they stimulate the domestic economy, they demand more
resources from Australia and prices go up, and so we may get
some benefit from that. And there may also be some opportunities
in agriculture. China might decide to buy some agriculture
products from us rather than the US, but they're very much short-
run things.%

238  When asked if a global downturn would affect advanced manufacturing

more than commodity exports, the Governor responded:

What we're seeing at the moment are the supply chains being
disrupted, and that affects manufacturers, obviously. We're also

51

52
53
54
55
56
57

Reserve Bank of Australia (RBA), Statement by Philip Lowe, Governor: Monetary Policy
Decision, Media Release No. 2019-20, 6 August 2019.

Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 2.
Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 2.
Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 12.
Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 12.
Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 12.
Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 12.
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seeing firms want to invest less, and a lot of international trade is
in capital goods, so trading capital goods is softening. So you're
right: those things are weak, and we may get some benefit in
commodity prices, particularly if there is a stimulus in China.%

2.39 However, the Governor added ‘we shouldn't take that much comfort that

we're better than the person next door when the whole neighbourhood is
not doing so well, which is the prospect we face.”

240  The committee asked if external forces shaped RBA monetary policy more

than the rate decisions of other central banks, such as the Federal Reserve
of the United States. In particular, the committee asked whether Australia
had become a ‘rate taker’. The Governor said ‘no, I wouldn't put it like
that’,% and provided both a cyclical and structural perspective in
response. From a cyclical perspective, the Governor noted Australia has ‘a
floating exchange rate that allows us to set the interest rate relative for the
domestic considerations on output, employment and inflation’.5"

241  The Governor also explained the global factors shaping monetary policy

from a structural perspective, noting ‘I think it is really important we
understand this’62:

At the moment, right around the world, there is an elevated desire
to save and a depressed desire to invest. You see a lot of global
savings because of demographic factors. There are a lot of savings
in Asia. Many people borrowed too much in previous times and
now they're having to repair their balance sheets, so they want to
save a bit more. There is a lot of desire to save, and, right at the
moment, not many firms want to invest. The reality we face is that,
if a lot of people want to save and not many people want to use
those savings to build new capital, savers are going to get low
returns. The way the financial system works is that the central
banks are the ones who set the interest rates, but we're really
responding to this deep structural shift in the balance between
savings and investment right around the world and there's not
very much we can do about that. We can move our interest rates
around this new structurally lower level, but we can't escape the
fact that global interest rates are low.%

58
59
60
61
62
63

Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 12.
Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 12.
Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 4.
Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 4.
Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 4.
Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 4.
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242

243

When asked if the current, global enthusiasm to save was brought about
by economic conditions or demographic shifts, the Governor responded:

We have a lot of people who are ageing during the prime saving
years of their lives, so they are saving a lot. We are seeing a lot of
saving in Asia. The saving rates in China are particularly high. The
social safety net is not very strong, so people save a lot there. We
have seen governments and individuals borrow a lot in previous
decades, and a time comes when you actually have to save a bit to
pay back the borrowings of the past. I think that time is upon us in
many countries. Also, people feel a bit nervous at the moment so
they're saving more. Their income growth has slowed and they're
not sure about what the future holds; that makes us all want to
save a bit more. It is a global story, not just an Australian story.®

The Governor further noted that investment intentions have weakened in

the last six months, stating that “is very clearly linked to what's going on
with the trade and technology disputes between the US and China.”% He

commented:

Investment is weakening, saving is high and it's not surprising
that interest rates are coming down lower. The way to get out of
this is to create an environment where firms want to invest again
and people feel confident about spending. Central banks are really
responding to these deep structural forces in the global economy,
and we are no different to other central banks in that respect.%

The labour market

244

The RBA’s August Statement reported that ‘employment growth has been

strong. The response of labour supply has been even stronger, taking the

participation rate to a record level.¥” The RBA noted, however, that
‘despite the strong employment growth, the unemployment rate has
increased to 5.2 per cent, where it has remained for three months.”

64 Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 5.
65 Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 5.
66 Dr Philip Lowe, RBA Governor, Transcript, 9 August 2019, p. 5.
67 Reserve Bank of Australia, Statement on Monetary Policy, August 2019,

<https:/ /www.rba.gov.au/publications/smp/2019/aug/>, accessed 13 August 2019, p. 1.

68 Reserve Bank of Australia, Statement on Monetary Policy, August 2019,

<https:/ /www.rba.gov.au/publications/smp/2019/aug/>, accessed 13 August 2019, p. 1.
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2.45 The committee noted the RBA had revised down its estimate of the non-

accelerating inflation rate of unemployment (NAIRU) to 4.5 per cent,% the
rate of unemployment below which wages growth starts to pick up, and
asked if this suggests interest rates should have been cut sooner. The
Governor replied ‘whether we should have adjusted it earlier or not, I
think only time will tell.”’® He also observed that both employment growth
and workforce participation had increased recently:

For the last three years, employment growth has averaged 2.5 per
cent a year and the working age population is growing at 1.6 or 1.7
per cent. The economy has generated a huge number of extra jobs,
and the employment-to-population ratio has never been higher in
Australia than it is right now. One of the things that's happened,
and that we're dealing with, is that the extra demand for labour
has been there and the job creation has been there. A lot more
people have joined the labour force. We did not predict that.™

246  The Governor said ‘the evidence is pretty clear that, because of labour

supply flexibility, employment growth can be even stronger than we had
thought.””2 He added:

Lower interest rates are helping that. We have responded. We can
debate whether we should have responded earlier or not, but,
given the circumstances and the information we faced, we thought
we made the right decision at the time.”

247  The Governor was asked to explain why there has been an increase in

labour supply flexibility and how it is affecting labour markets. He
remarked “the increase in labour force participation has taken us by
surprise’ and commented:

I think there are a series of things going on. One is that older
people's health is actually quite a lot better than it used to be, and
so that's allowing people to stay in the workforce longer. That's a
positive development. Another change we've seen is that hours of
work are becoming more flexible. Part-time employment is much
more available. Flexible working hours are much more common.
That's allowing people to transition into retirement in a different
way and stay in the labour force. Another thing that may be at
work is that people are carrying debt into their 60s in a way that

69

70
7
72
73

Dr Luci Ellis, RBA Assistant Governor, Economic, “Watching the Invisibles’, The 2019 Freebairn
Lecture in Public Policy, University of Melbourne, 12 June 2019.
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248

249

2.50

2.51

2.52

they once didn't. When the debt is still there, people feel like
they've got to stay in the labour force longer. All these factors —the
structural improvement in people's health, higher debt, more
employment opportunities —are seeing participation rise. We're
seeing the same factors affecting women's participation.”™

The Governor added ‘I think it's a good news story that a higher share of
the adult population have a job today than ever before in Australian
history.’

The Governor was asked about recent trends in the underemployment
rate in Australia. He said ‘the underemployment rate, if you count it in
terms of the number of extra hours that people want to work, is around
three per cent, and that's been fairly steady for a number of years now.’7
He remarked that underemployment would be expected to decline ‘if the
labour market's sufficiently strong to get the unemployment rate down to
475 per cent’.”

The Governor said that it was important to keep the underemployment
rate in perspective, noting that ‘back in the 1960s, I think only 10 per cent
of the workforce worked part-time.”’”® Now, ‘roughly a third of the labour
force work part-time. So there has been a very big increase.”” The
Governor commented:

The vast bulk of part-time workers are actually happy with the
hours they work; it is only around 20 or 25 per cent of people
working part-time who say they want more hours than they have,
and, on average, those people want two days extra.%

The Governor was asked to explain the consequences of slow growth in
household incomes and its impact on household spending. He noted that
‘employment growth has actually been strong —2%2 per cent on average
over the last three years, which, given the growth of the population, is
very strong —so the issue isn't a lack of employment growth.”8!

Going forward, the Governor said options to ensure that employment
growth remains strong included monetary policy stimulus, ‘fiscal options’
and ‘creating an environment where businesses want to expand and hire
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people.”8 He remarked ‘that's the menu, and it's up to society, through the
parliament, to choose from that menu.’8

253  When asked about the importance of investment in skills development
and training, the Governor said ‘I think this needs to be a priority not just
to give people jobs right now but to build the productive capacity for the
future’.8 The Governor commented:

I hear a lot of stories at the moment that firms are struggling to
find workers with the necessary skills, and I think in the past
decade there has been underinvestment in skills development by
businesses, and maybe the VET system hasn't been working as
well as it could have been as well.®

Public sector wage caps

254  The Governor remarked that stronger wage growth would help the RBA
meet its inflation target, and said that ‘caps on wages growth in public
sectors right across the country are another factor contributing to subdued
wage outcomes.”8 He explained:

Most public sectors have wage caps to 2'2—some have 1%; I think
in Western Australia it's probably even lower —and I can
understand why governments are doing that, because it's
important that we have budget discipline, and wages account for
around 70 per cent of most state governments' budgets, so I can
understand why the state governments want to do this. On the
other hand, the wage caps in the public sector are cementing low
wage norms across the country, because the norm is now two to
2Y> per cent, and partly that's coming from the decisions that are
taken by the state governments. So I'm hopeful that at some point
the budget positions will improve sufficiently that state
governments, or even the federal government, will be able to lift
their wage caps.¥’

255  The Governor was asked how much wages would need to increase to
bring inflation back into the RBA’s target range. He replied ‘over time, I
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hope the whole system, including the public sector, could see wages rising
at three point something.’# He commented:

We are in a situation now where wage norms have drifted down
to two to 2Y2 per cent. At the Reserve Bank we talk a lot about
inflation expectations lowering as a result of low inflation. But
what is really important is the wage norms in the country. Most
people are accepting wage increases of two to 2%2 per cent. And
the public sector wage norm I think is to some degree influencing
private sector outcomes as well —because, after all, a third of the
workforce work directly or indirectly for the public sector. So I
think it is an issue but, on the other side of the ledger here, it is
important that state governments manage their budgets prudently.
I have spoken to a number of state treasurers. They say, 'We'd like
to do more here but we've got a tough budget situation.' So there
is a balancing act to be completed here. But I hope that, over time,
that balance could shift in a way that would allow wage increases,
right across the Australian community, of three point something.®

256  When asked if he considered the low growth in public sector wages to be a

drag on consumer spending and wage growth more generally, the
Governor responded “it's part of the story.”® He explained:

The public sector, directly and indirectly, employs roughly one-
third of the labour force, and they're saying wage increases across
the public sector may be averaging two per cent. That has as
indirect effect on the private sector, because there's competition for
workers and it reinforces the wage-norming economy at two-point
something. I know that treasuries have to balance the
considerations about the benefit they'd get from stronger
aggregate wage growth against needing to deliver responsible,
balanced budgets. Again, that's a trade-off that our society is
making through its governments, and the trade-off that they're
making is to entrench low wage norms in our country. Whether
it's the right trade-off, I'm not going to comment on that."’

2.57 The Governor added:

But if they made a different trade-off and wages in the public
sector were rising at three per cent, then over time I think we'd see
stronger aggregate demand growth in the economy. I don't think it
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would have much of a negative effect on employment; in fact,
arguably it could be positive.%

Household sector

258  The RBA reported in its August Statement that the outlook for
consumption ‘continues to be the main uncertainty facing the domestic
economy, especially in the context of ongoing high levels of household
debt.”® The RBA said that “this is likely to have continued into the June
quarter’, noting that “household incomes will receive a boost in the second
half of 2019 from the low- and middle-income tax offset.”%

259  The RBA said that “a more positive signal for future consumption is that
established housing markets appear to have stabilised.”% It explained:

Prices in Sydney and Melbourne have stopped falling and,
although prices are still falling in some other markets, the pace of
decline has eased. The rate of sales turnover also appears to have
troughed and auction clearance rates have risen. Rental vacancies
remain low in most cities, except in Sydney, where the vacancy
rate has increased as new apartments continue to be added to the
rental stock.%

2.60 When asked if the election result had an effect on investment decisions,
the Governor said ‘I don't see any short-run impact on investment from
the election — other than perhaps in residential property, where there was
uncertainty about what the future tax arrangements would be.”%

2.61  The committee was interested in whether lower interest rates would push
up house prices. The Governor commented ‘it's certainly possible, because
one of the ways that monetary policy works is by pushing up asset
prices.”® He explained:
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2.62

I think low interest rates do have a significant effect on housing
prices. We saw this particularly in the early 1990s and up to the
early 2000s when with lower interest rates we became a low-
inflation country, and financial liberalisation meant people could
borrow a lot more and that got capitalised into housing prices. So,
that's very clear. The recent lowering of interest rates, I think, has
pushed up house prices a bit as well.®

The Governor noted that supply and demand dynamics in the residential
housing market and restrictions on the supply of credit have also affected
the dynamic between interest rates and house prices.'® He commented:

At the moment, I'm not worried that we'll see a borrowing binge
because of lower interest rates but we do need to keep an eye on
that. If the economy does pick up, people are feeling good again,
wage growth starts picking up and there are lower interest rates,
they may decide now is the time to borrow again, particularly if
housing prices are rising because the supply side's responding
slowly. So, we need to keep an eye on it but today I'm not
particularly worried about it.™'

Options for stimulating growth

2.63

2.64

2.65

In his opening statement, the Governor remarked that the recent tax cuts
were one of the factors supporting a strengthened growth outlook for the
Australian economy. 02

The Governor was asked what other options were available to the
Government to stimulate the economy, if the need should arise. He
identified building infrastructure and boosting productivity as priority
areas and noted that fiscal stimulus could be considered ‘if we find
ourselves in the position where aggregate demand in the economy is very
weak, we're not making progress on our unemployment and interest rates
are very, very low." 103

The Governor identified a range of other options for reform including land
taxes, tax incentives for innovation and entrepreneurship, competition
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policy, skills and education, and the use of data by government to drive
better delivery of services.04

Tax cuts

2.66

2.67

The Governor was questioned on the impacts of the recent tax cuts for low
and middle income earning Australians. He said ‘we estimate that they
will boost household disposable income by roughly 0.6 or 0.7 per cent of
income, and that is a sizable boost.” 1% The Governor commented:

...one of the reasons that household income growth was so slow
last year was that taxes paid by households rose by 10 per cent.
Gross income by households was up 3.5 or four per cent, and tax
paid was up 10 per cent. Last year, working Australians paid a lot
more tax to the government and that restrained household income.
I don't expect that to be repeated this year, and they are getting the
tax refunds paid right now. I'm expecting that this will boost
spending. I hope to see it in coming months. 1%

The committee asked how much of the tax cuts the RBA expects would be
spent, thereby boosting consumption. The Governor replied ‘our estimate
is, based on the payments during the GFC and international work, that
people will spend around half of the money. They will use the other half
to build up their savings or pay back their debt.” %7

Infrastructure

2.68

2.69

The Governor said that building infrastructure was one option for fiscal
stimulus, and remarked ‘what I find attractive about that is that it helps
demand now but it creates future supply capacity in the economy.”'%
While noting that infrastructure investment needs to be carefully
sequenced, the Governor said ‘I still see potential to do more of that over
time and help support demand growth in the economy, increase
productive capacity and make people's lives better, and we can do it at
very low interest rates.”%9

The Governor was asked if it would be prudent to run a Budget deficit to
support greater infrastructure spending. He replied:
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I don't see the trade-off in those terms, because there are ways that
you can fund infrastructure that don't require drawing on the
recurrent budget. It's important that the recurrent budget is in
good shape, because having a strong recurrent budget allows you
options if things turn bad. We saw that in the financial crisis.
Having run disciplined fiscal policy, the country had options that
it wouldn't otherwise have had. It's important that we keep
disciplined fiscal policy. We can do that and still support further
asset accumulation, either by the public sector or the private
sector, through infrastructure.®

2.70 The Governor added:

Spending has increased a lot over recent years, particularly in New
South Wales and Victoria. The federal government has a plan to
spend $100 billion over the next 10 years on supporting various
infrastructure projects, and the state governments are spending a
lot more. We're actually spending a lot on infrastructure at the
moment. The debate is: how do we keep that high level of
spending and what are the opportunities, perhaps, to do a bit
more, particularly if we need more aggregate demand growth?'"!

271  The Governor was asked what kinds of infrastructure investment would
support future growth in the Australian economy. He said that there were
currently a number of public transport ‘megaprojects” in Sydney and
Melbourne, but noted that these types of projects ran up against capacity
constraints:

I think in the large capital cities at the moment there's probably
limited scope to do another big megaproject. People tell me there
are capacity constraints and the prices are rising, so we do have to
be careful there. It's really a job for the state governments to plan
to make sure that there's a strong pipeline of projects so that, as
one winds down, they can do another one and, wherever they can,
perhaps do a bit more, particularly if the economy were to
weaken. "2

272 The Governor remarked that “there is scope to do more across the country,
particularly in regional areas —maintenance of rail, road and bridges and
some expansion of regional infrastructure — because people tell us at the
regional level there is still spare capacity.”"® He added:
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2.73

2.74

...right across the country there is the capacity to do more
infrastructure spending that would make people's lives better and
improve the quality of people's existence, so I encourage
governments to look at the possibility of a series of smaller
projects.™

When asked if there was scope to bring forward infrastructure spending to

stimulate the economy, the Governor responded:

If things turn out not to be so okay, then these issues would
become pressing. If the global economy were to weaken, if these
trade tensions were to get worse and if the Australian economy
were to underperform our central scenario, then I think these
would be serious issues, because then we wouldn't be doing okay,
and in that situation we should be looking to all arms of public
policy to help.'®

The Governor was asked whether infrastructure spending could be
improved or better targeted. The Governor said that ‘there is certainly

good and bad infrastructure, and it is possible to waste a lot of money in
this area. But it is also possible to build great assets that the country needs

for its future growth.”!® He commented:

The task that the political class has is to balance those things and
make sure that the governance around project selection, cost
management and risk sharing between the public and private
sector are all in the public interest."”

Productivity

2.75

The committee was interested in the RBA’s view on what structural
reforms would support future growth in the Australian economy. While
noting ‘I'm always reticent to be giving the government advice’, the
Governor said that lifting productivity was a key issue:

If you go back over the last 30 years, in the early nineties to the
mid-2000s productivity growth in Australia averaged 2¥4 per cent
a year. That was the basis of a big pick-up in our collective living
standards. Since 2005 productivity growth has averaged about 1Y4
per cent, so a full percentage point less. And just recently there's
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2.76

277

2.78

been very little labour productivity growth at all. I think this is a
serious issue for us to confront.®

The Governor said that low productivity growth was entrenching low
wages growth:

What I'm increasingly concerned about is the low productivity
growth, and the prospects for that to continue, because if
productivity growth is low, it means real wage growth is low, the
budget is going to come under greater pressures, the value of
people's assets won't rise at the rate they expect and people's

incomes won't rise.!®

When asked what policy levers were available to boost productivity, the
Governor referred to his earlier testimony about the need to invest in
quality infrastructure and areas for potential reform including land taxes,
tax incentives for innovation and entrepreneurship, competition policy,
skills and education, and the use of data to drive better service delivery.'?

He noted ‘there's no shortage of good ideas out there — things that I think
would make a material difference to the growth prospects of the
country.”"?" He added ‘it's up to the political class to work out which of
those it can support.”122

Fiscal stimulus

2.79

The Governor was asked to describe a successful fiscal stimulus package.
He responded “if you go back to the global financial crisis, the fact that
Australia ran disciplined fiscal policy for many years allowed us to have
one of the biggest fiscal stimuluses around the world.”'2 The Governor
explained:

For various reasons, Australia got through the global financial
crisis with the unemployment rate going close to six per cent and
growth returning pretty soon afterwards. The fiscal stimulus was
part of the answer there. We were only able to do that because of
the good history we had. We saw some countries which had run
poor fiscal policy in the past actually have to tighten fiscal policy
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in the middle of the global financial crisis. We didn't. So it can
work. %

280  When asked if an increase in transfer payments or tax cuts to low, middle
or high income households would be more effective in stimulating the
economy, the Governor responded:

In the short run I think you get more stimulus from giving money
to people who have a high propensity to spend that money, and
that's obviously lower-income people. In the short run I think the
answer to that is pretty clear. In the longer run it's more
complicated because we've got to think about the incentives for
work and innovation and reward. So it may be that, in the longer
run, having lower tax rates on people who earn high income,
either through entrepreneurship or other reasons, actually
stimulates more growth in the economy so everyone can be better
off. In the long run, there's not a simple answer.'®

2.81  The Governor was questioned on the effectiveness of monetary policy in
stimulating the economy, and whether implementing fiscal stimulus
would help Australia withstand future shocks. The Governor responded:

It's hard to answer that, because you've really got to think about
the specific scenarios. If the global economy has a very bad
downturn, I'd expect our exchange rate to depreciate. That's the
great stabiliser, so that would be a first-order thing that would
help. We could ease monetary policy further, including some of
the unconventional things we talked about before. In that
environment, I would expect and hope for some fiscal support as
well, but I'm not going to lay out what the specific circumstances
are or what that support would look like. But, if the economy is
not doing well and the global economy is not doing well, we need
all arms of public policy to support the Australian economy. But
that's not a call for the government to do more now.'%

Climate change

2.82  The Governor was asked to provide an update on the work it is doing to
model the potential impacts of climate change. The RBA noted that it is a
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2.83

2.84

member of a global central banking group, the Network for Greening the
Financial System (NGFS), and commented:

One of the things we are working directly on, along with
colleagues at the Bank of England and a few other central banks —
this is not directly related to what you just said but is where we're
devoting our resources at the moment —is thinking about various
stress scenarios and stress testing that we think both investors and
financial institutions should wish to consider in their reporting on
this, which most of them are now doing.'?

The committee asked what work the RBA was doing in relation to
agriculture and the impacts of the ongoing drought. The RBA noted that it
is working with the National Farmers Federation and others on this issue
and remarked:

An interesting thing about Australian agriculture is that one area
where we have seen a lot of productivity growth and technological
progress over the last couple of hundred years really is in adapting
to the changing climate. I think our agricultural sector is one of the
more advanced in its adaptation to that.'?®

When asked if that meant the issue of climate challenge was less pressing,
the RBA commented:

...no, not at all. The outlook isn't fantastic on this front, but you've
also got to think about how things adapt to that. That's the
challenge for us: you look at the direct impact but then you've also
got to think about how the different parts of the economy are
going to respond as the situation changes.

Corporate governance

2.85

The committee questioned the Governor about the transparency of the
RBA board’s decisions in comparison to other central banks, in particular
why it does not publish the voting record of board members. The
Governor rejected the idea the RBA was not transparent and outlined how
it communicated its decisions:

I would reject that strongly. We release minutes after every
meeting. We release the results of a meeting straight afterwards,
an hour and a half afterwards. It's true we don't have voting
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2.86

2.87

records; the decisions are taken by consensus as the board has
decided that's the way it wants to operate. I give more public
speeches than most central bank governors. I always take
questions from the media at least once a month, sometimes twice a
month, so I'm giving public speeches and taking questions from
the media. I feel like the public understand what we're doing, why
we're doing it and where we're coming from. We put a huge
amount of material in the public domain. You can open up any
newspaper in the country on any day and you'll find multiple
stories about what we've said or what I've said, so I don't accept
the idea that we're not transparent at all. We go to great efforts to
have people understand what we're doing, why we're doing it and
what trade-offs we're making.'®

When asked whether the RBA was considering publishing the full
transcripts of its board meetings, the Governor replied “...we're not
considering that. The minutes of the meeting are pretty comprehensive. '%'

The committee was interested in the composition of the RBA Board, in
particular the familiarity of board members with relevant economic
concepts and theories. The Governor said ‘they [the RBA Board] may not
fully understand how to interpret econometric equations and stochastic
equilibrium models, but there is a high level of understanding.’'3? He
commented:

From my perspective, much of the time we're dealing with
decision-making under uncertainty. The world is inherently
uncertain, as we've talked about today, and the job that we have is
more than just a technical job; it's how to make the best decisions
under uncertainty. What I've noticed over time is that people from
business and other backgrounds typically have very good skills at
making decisions under uncertainty. The frame of reference they
bring is sometimes different from the technical perspective, and a
board, which is what the Reserve Bank board has, which marries
those things together works very effectively. I do not have any
concerns at all about the competency of my board. I think they
bring great perspective and they're very good at making decisions
under uncertainty and considering trade-offs, because that's what
we have to do.™
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2.88

The committee asked whether appointing someone from outside of
Australia to lead the RBA would alter how the RBA went about its work.
The Governor replied ‘none, I don't think” and commented:

It would be a matter for the government whether they wanted to
appoint the next governor as a non-Australian. I'm sure if they did
that he or she would manage the bank as he or she saw fit. I can't
speculate on what changes the next governor might make, and I
don't think the nationality is particularly important from that
perspective.™

Conclusion

2.89

2.90

291

292

Australia’s economy has experienced a period of slow growth, with low
growth in household incomes weighing on consumer spending. However,
there are signs the economy has reached a turning point and that a
combination of the recent tax cuts, the low level of interest rates, ongoing
spending on infrastructure, the stabilisation in some housing markets and
a more positive outlook for the resources sector will support growth over
the coming years.

While noting the RBA has struggled to meet its inflation target in recent
years, the inflation target framework has anchored inflation between 2 and
3 percent since 1990. The committee will continue to monitor the RBA’s
effectiveness in meeting its inflation target over time and will scrutinise
the RBA for its performance against this benchmark.

The committee notes that the prevalence of downside risks in the global
economy means that it is prudent for the RBA to consider all options for
monetary policy if a serious downturn were to occur, including
unconventional measures.

The committee is aware that many Australians, particularly those relying
on interest-bearing deposits for their income, have been negatively
affected by persistently low interest rates and further reductions in the
cash rate in June and July this year. While the committee recognises that
low interest rates may encourage people to borrow and invest, it also
understands that low rates reduce interest income for others. The
committee will continue to hold the RBA to account for the effects of its
rate decisions on both borrowers and depositors.
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