2

Monetary policy and other issues

Overview

21 On 4 March 2014 the Reserve Bank of Australia (RBA) decided to hold
official interest rates at two and a half per cent. In his statement on the
decision, the Governor noted that:

Financial conditions overall remain very accommodative. Long-
term interest rates and most risk spreads remain low. Equity and
credit markets are well placed to provide adequate funding,
though for some emerging market countries conditions are
considerably more challenging than they were a year ago.!

22 The Governor further noted in this statement that ‘In Australia, recent
information suggests slightly firmer consumer demand and foreshadows a
solid expansion in housing construction’.? The Governor stated that:

Some indicators of business conditions and confidence have
shown improvement and exports are rising. At the same time,
resources sector investment spending is set to decline significantly
and, at this stage, signs of improvement in investment intentions
in other sectors are only tentative.?

23 The Governor further commented:

The demand for labour has remained weak and, as a result, the
rate of unemployment has continued to edge higher. Growth in

1  Mr Glenn Stevens, Governor of the RBA, Media Release: Statement by Glenn Stevens, Governor:
Monetary Policy Decision, see: <http:/ /www.rba.gov.au/media-releases/2014/mr-14-03.html >

2 Mr Glenn Stevens, Governor of the RBA, Media Release: Statement by Glenn Stevens, Governor:
Monetary Policy Decision, see: <http:/ /www.rba.gov.au/media-releases/2014/ mr-14-03.html >

3 Mr Glenn Stevens, Governor of the RBA, Media Release: Statement by Glenn Stevens, Governor:
Monetary Policy Decision, see: < http:/ /www.rba.gov.au/media-releases/2014/mr-14-03.html>
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2.6

2.7

wages has declined noticeably. If domestic costs remain contained,
some moderation in the growth of prices for non-traded goods
could be expected over time, which should keep inflation
consistent with the target, even with lower levels of the exchange
rate.*

In relation to the Board’s decision, the Governor concluded:

In the Board's judgement, monetary policy is appropriately
configured to foster sustainable growth in demand and inflation
outcomes consistent with the target. On present indications, the
most prudent course is likely to be a period of stability in interest
rates.5

During the hearing on 7 March 2014 before the committee, the Governor
noted in his opening remarks that:

When we met just prior to Christmas, I suggested that from an
international point of view 2013 could be described as a year that
turned out to be not quite as good as hoped but certainly not as
bad as had been feared at some times. I would say nothing has
occurred since then to change that assessment.®

The Governor further noted that ‘one prominent international event, of
course, was that the US Federal Reserve has commenced the so-called
tapering of its monthly asset purchases’.” The Governor stated:

After all the anticipation of that change, the actual announcement
itself in December did not really cause much disruption in
markets.8

The Governor further commented in his opening remarks that:

... forecasts for the global economy have not changed much. If
anything they have inched higher, though not by very much, and
they still suggest that 2014 growth globally will be higher than last
year and perhaps at about average pace. More of that growth is
coming from that advanced countries and proportionately a little bit

less from the emerging world.®

© 00 N o

Mr Glenn Stevens, Governor of the RBA, Media Release: Statement by Glenn Stevens, Governor:
Monetary Policy Decision, see: < http:/ /www.rba.gov.au/media-releases/2014/mr-14-03.html>

Mr Glenn Stevens, Governor of the RBA, Media Release: Statement by Glenn Stevens, Governor:
Monetary Policy Decision, see: < http:/ /www.rba.gov.au/media-releases/2014/mr-14-03.htmlI>

Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 2.
Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 2.
Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 2.
Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 2.
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2.10

The Governor stated in relation to the Australian economy that “for some
time our view has been that growth has been running below its trend
pace.” The Governor stated:

The national accounts released a couple of days ago do not
significantly change that assessment. For the year to December,
real GDP rose by about 2% per cent, which is roughly in line with
the forecasts that we have had out there for a little while now,
albeit slightly stronger.1°

The Governor further commented that:

At the present time, our judgement is that monetary policy is
doing the things that it can reasonably do in the circumstances we
face. And we have signalled the likelihood, if the economy evolves
more or less as expected, of a period of stability in interest rates.!!

During the hearing, the committee questioned the Governor and the other
RBA officials who appeared on the current fiscal and monetary policy
frameworks and their impacts. The areas of discussion included the cash
and exchange rates, the labour market, productivity, housing and financial
regulation.

Forecasts

211

212

In its February 2014 Statement on Monetary Policy, the RBA comments that
‘The economy looks to have expanded at a below-trend pace over the
second half of 2013, although a range of indicators suggest that conditions
have been more positive of late’!? stating that:

Below-trend growth has occurred against the background of
declining mining investment, subdued growth of non-mining
business investment, ongoing fiscal restraint and the high level of
the exchange rate that had prevailed.®

The RBA further comments in this statement that ‘“The outlook for the
domestic economy is a little stronger over 2014 than at the time of the
November Statement.”' The RBA states:

The revision reflects, in part, the effect of the lower exchange rate,

10 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 2.
11 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 4.
12 RBA, Statement on Monetary Policy, February 2014, p. 2
13 RBA, Statement on Monetary Policy, February 2014, p. 2.
14 RBA, Statement on Monetary Policy, February 2014, p. 3.
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which is expected to provide some boost to activity in the traded
sector. As foreshadowed by the improvement in a number of
indicators of activity over recent months, GDP growth is likely to
strengthen a little in 2014 though to a pace that is still only trend at
best. Growth is then expected to pick up to an above-trend pace by
mid 2016.%

213  The February statement notes that ‘weakness in the labour market has
seen growth of wages slow further.”16 The RBA states:

Various measures of wage growth are now around the lowest they
have been over the past decade or longer. Wage growth is likely to
remain moderate for some time given the weak labour market,

with fiscal restraint also weighing on public sector wage growth.’

214  The RBA also comments in its February statement that “the inflation
forecasts have been revised higher in the short term, reflecting the effect of
the depreciation of the exchange rate since November and the higher-
than-expected December quarter CPI outcome.’ '8 The RBA notes:

Underlying inflation is expected to be close to 3 per cent over the
year to June 2014. Given the slow growth of wages and limited
domestic cost pressures more generally, underlying inflation is
then expected to decline to be closer to 2%2 per cent.®

215  The statement goes on to comment that interest rates for household and
business borrowing continue to be maintained at historically low levels:

Over the past few months, there have been further signs that very
stimulatory monetary policy is working to support economic
activity. This is clearly evident in the housing market and
indications are that dwelling investment will pick up in the
coming quarters. There have also been some recent signs of a
modest improvement in consumer spending and a recent pick-up

in business sentiment.?

2.16 At the hearing on 7 March, the Governor noted that real GDP growth for
the year to December of two and three quarter per cent was roughly in
line with the RBA forecasts that had been out for a while (see Table 1),
albeit slightly stronger.?

15 RBA, Statement on Monetary Policy, February 2014, p. 3.
16 RBA, Statement on Monetary Policy, February 2014, p. 3.
17 RBA, Statement on Monetary Policy, February 2014, p. 3.
18 RBA, Statement on Monetary Policy, February 2014, p. 4.
19 RBA, Statement on Monetary Policy, February 2014, p. 4.
20 RBA, Statement on Monetary Policy, February 2014, p. 4.
21 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 2.
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Table 1 RBA Output growth and inflation forecasts (per cent)®

Year-ended

Dec June Dec June Dec June
2013 2014 2014 2015 2015 2016

GDP growth 2% 2% | 2%=3% | 2%-3% | 34 3-4Y;
Non-farm GDP

growth 2% 2% | 2%=3% | 2u=3% | 3-4 3-4%;
CPl inflation™ 2.7 3% | 2%-3% | 2%-3% | 2-3 2-3
Underlyipg

A flation® 2% 3 2%-3% | 24-3% | 2-3 2-3

Year-average

2013/ 2014/ 2015/
2013 2014 2015
2014 2015 2016
GDP growth 2% 2% 2%-3% | 24-3% | 2%2-3% 3-4
(a) Technical assumptions include A$ at US$0.89, TWI at 69 and Brent crude oil price at US$104 per

barrel.
(b) Based on current legislation for the price of carbon

Source  Reserve Bank of Australia, Statement on Monetary Policy, February 2014, p. 60.

217  The Governor commented at the hearing that “The drivers of growth, as
we all know, are shifting.”??> The Governor stated:

We have been saying for some time —and this has been confirmed
in the recent data on capital expenditure intentions by firms — that
the very high level of investment spending by mining companies
has now turned down and that decline will accelerate over the

coming year.?

218  The Governor commented that other areas of demand could partly offset
this downturn in mining investment. These included a strong growth in
resource exports such as iron ore, the large recent increase in approvals to
build private dwellings, improved consumer demand and early
indications that non-mining capital expenditure is picking up. The
Governor stated:

The outlook contains many uncertainties, not least the handover
so-called from mining investment spending to other sources of
demand outside of mining. In some important respects the basis

22 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 2.
23 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 2.



8 REVIEW OF THE RESERVE BANK OF AUSTRALIA ANNUAL REPORT 2013 (SECOND REPORT)

for that handover is coming into place, as I have just said. The
question really is whether that additional demand likely to be
generated outside of mining as a result of all those trends will be
just the right amount to offset the large decline in mining
investment that we know is coming, so keeping the economy at
near full employment. The honest truth is that no-one can answer
that question with great confidence.?

219  The Governor informed the committee in relation to inflation that “the
recent data show inflation in underlying terms at about two and a half per
cent over the past year and a pace somewhat above that in the second half
of the year.”? The Governor stated:

The view that I have taken so far pending any further evidence
here is that there is probably a bit of both noise and signal in this
result. Hence our assessment is that inflation is not quite as low as
it might have looked six to 12 months ago but nor is it accelerating
to the extent that a literal reading of the latest data might suggest.
If you think about the general situation, 18 months of growth
having been below trend, unemployment having gone up and
wages growth having slowed, that is not one that would obviously
be associated with a sustained rise in price pressure. So our view
remains that the outlook for inflation, while a little higher than it
was three or six months ago, is still consistent with the medium-
term target.?

The cash rate

220  The RBA Board decided to leave the cash rate unchanged at two and a half
per cent at its meeting on 4 March 2014. At the hearing, the Governor
informed the committee that “accommodative monetary policy is doing
the sort of things you would normally expect and it is playing its part in
supporting sustainable growth in demand consistent with the inflation
target.”?’ The Governor further commented that:

At the present time, our judgement is that monetary policy is
doing the things that it can reasonably do in the circumstances we
face. And we have signalled the likelihood, if the economy evolves

24 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, pp. 3-4.
25 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 3.
26 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 3.
27 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 3.
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more or less as expected, of a period of stability in interest rates. I

think as well as the low level of rates generally, a sense of stability,
if we are able to offer that, is something that at the margins should
be of some help to businesses and households as they make their
own plans.?®

The Governor was asked by the committee for his views on the likely
interest rate trajectory. The Governor commented that “on present
indications the most prudent course appears to be likely a period of
stability’?® stating:

I think that if it is possible for there to be a period of stability, that
in itself at the margin is probably helpful to people. In terms of the
data we look at, as you know, our framework is a medium-term
target for inflation. We are achieving that target right now. Our
present forecast is that that will continue to be the case, and that
forecast is predicated on an assumption of no change. When the
forecast changes then we have to rethink, but at the moment we
are talking about a period of stability.*

The exchange rate

222

2.23

The RBA notes in its February 2014 Statement in relation to the recent
depreciation of the Australian dollar that “if sustained, lower levels of the

exchange rate will assist in achieving balanced growth in the economy.”3!
The RBA states:

The Australian dollar has now depreciated by 14 per cent on a
trade weighted basis since its peak in early April 2013, though it
remains 9 per cent higher than its average over the past 15 years
and 15 per cent higher than its 15-year average in real terms. The
Australian dollar continues to be influenced by changes in market
participants” expectations about the outlook for domestic and US
monetary policy.*

At the hearing, the Governor was asked by the committee whether there
was anything the RBA could be doing to lower the exchange rate. The
Governor responded:

28 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 4.
29 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 8.
30 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 9.
31 RBA, Statement on Monetary Policy, February 2014, p. 2.

32 RBA, Statement on Monetary Policy, February 2014, p. 27.
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224 The Governor was also asked whether he felt the Australian dollar was
above its long-run equilibrium value and about the currency manipulation

... you can lower interest rates, and in principle that is a thing that
might be done; you can intervene in the market, and there would
be a whole debate about that and there is ongoing debate about
how effective that is; and I suppose the biggest thing you could do
if you really want to lower the exchange rate, is have a weak
economy and say that you do not want foreign investment.
Seriously, with strong economies that are attractive to foreign
investment, it is likely that you are going to have upward pressure
on your exchange rate in that world.*

practices of other countries. The Governor commented:

Inflation

225  The Governor commented in his opening statement that ‘our assessment is
that inflation is not quite as low as it might have looked six to 12 months
ago but nor is it accelerating to the extent that a literal reading of the latest

I have said that I thought that in the 90s or over a dollar was rather
higher than any plausible assessment you could come to based on
our costs and productivity relative to other countries. I have not
changed my view about that.®... Personally, I think that in the
long run you cannot fix this price. We spent probably 10 years,
from the early 70s to the end of 1983, pretty much trying every
exchange rate regime there is before we eventually convinced
ourselves that we could not just fix the price, we just had to let it
go. I think that most countries probably will reach that point at
some stage. But the ones that have to do a lot of intervention at the
moment—and I think I can see why they have this way of
thinking —see it as a destabiliser for their economy and they are
much less comfortable about letting it move.®

data might suggest.”3 The Governor stated:

If you think about the general situation, 18 months of growth
having been below trend, unemployment having gone up and
wages growth having slowed, that is not one that would obviously

33 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 10.
34  Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 17.
35 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 19.
36 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 3.
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be associated with a sustained rise in price pressure. So our view
remains that the outlook for inflation, while a little higher than it
was three or six months ago, is still consistent with the medium-
term target.¥

The committee also asked the Governor why labour market weakness was
not feeding through to lower non-tradeable inflation. The Governor
remarked that “that is in a sense the slight puzzle with the recent data.”3
The Governor stated:

... I think possible explanations are, firstly, you do get a certain

degree of quarterly noise in these figures, so it could be that we

have had just in the statistical sampling process an unusually high

number that will be followed then by lower ones. Certainly, for

quarterly outcomes in core inflation in a couple of quarters' time,

we would have lower figures in our forecast. Another explanation

that one has to consider is that the gap between the costs and the

prices has widened because profit margins have gone up, to put it

simply.%
The Governor was also asked by the committee whether Australia’s higher
inflation target than comparable countries would have a negative impact
on competitiveness over time and whether Australia was too tolerant of
inflation. The Governor commented in relation to the inflation target that
‘it is true that some other targets are a bit lower, but they are not that
much lower.”4? The Governor stated:

The Europeans have a formulation of close to but below two, so
they are only a little bit lower. The US is similar. I think some other
countries are one to three. So you are really talking about, amongst
comparable countries, a half a per cent difference. In the emerging
world they typically have higher targets than ours.*

In terms of competitiveness, the Governor commented that ‘in the
textbook, countries that have higher inflation typically have a trend
decline in exchange rates over time.”*? The Governor stated:

... over time, you would expect that a country that is, in a sense,
damaging its own competitiveness by high domestic inflation—or,
for that matter, low productivity performance —at the end of a

37 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 3.
38 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 4.
39 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 4.
40 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 5.
41 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 5.
42 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 6.
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long period is going to also see that its exchange rate has gone
down a lot and its purchasing power over foreign goods and
services has similarly gone down to reflect that. That should
neutralise over the long run, but I emphasise 'over the long run'.
Realistically, genuine competitiveness, I think, comes from
innovation, productivity, cost control and so on. It comes from
those things more than from the inflation target you might choose,
I would say.®

2.29 In relation to Australia’s tolerance of inflation, the Governor commented:

I think there was a long period of our history where we were too
tolerant of inflation. From 1970 to 1990, the average inflation rate
was eight per cent, which means the value of money halves about
every nine years. That is way too high, and I think we were too
tolerant of that for too long, but in the 20-plus years since then we
have done rather better. I think that if we were to open a debate
about, 'Is the inflation target in need of reconfiguration?' you are
really only talking about half a percentage point. I have not felt
any discomfort with the target. The main thing is to achieve it,
which we have.*

Housing

230  The RBA notes in its February 2014 Statement that "the rise in housing

prices over the past year or so is broadly consistent with the historical
relationship between interest rates and housing prices.’# The RBA states:

The reduction in interest rates has eased some financing
constraints, reduced the user cost of housing and increased the
attractiveness of investing in riskier, higher-yielding assets,
resulting in stronger demand for residential property. Indeed, this
effect of lower interest rates on housing prices is an important
channel through which expansionary monetary policy supports
economic activity.4

2.31 In his opening remarks to the committee, the Governor commented that

‘over [these] past three months approvals to build private dwellings
numbered almost 50,000". The Governor stated:

43
44
45
46

Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 6.
Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 6.
RBA, Statement on Monetary Policy, February 2014, p. 39.
RBA, Statement on Monetary Policy, February 2014, p. 39.
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... that is 27 per cent higher than a year earlier. That is in fact the
highest three-month total in the history of that time series, which
goes back to 1983.#

The Governor further commented that:

Construction of dwellings is set to rise, and probably quite
strongly, over the year ahead. Our liaison suggests that lenders are
becoming more accommodating to potential borrowers and
relatively few people complain now about credit availability.*

The Governor was asked by the committee whether capital city house
prices were being driven up by foreign investment. The Governor
remarked that ‘I suppose the question is really: how big a problem do you
really think it is?"4% The Governor noted that:

Foreign investors are generally confined to buying new structures.
That is where it is easiest for them to come in. It cannot be beyond
our capacity over time to meet that demand and to meet the

legitimate demands of our own citizens for structures as well, can

it? If we cannot do that, if there is a supply side constraint, I
would say that is an issue worth addressing in its own right.
Beyond that, it probably goes to broader questions of how
welcoming we wish to be to foreign investment generally. That
can be a vexed issue at times. With all due respect, that is a matter
for our parliament to manage.%

The Governor was queried on his previously held view that housing
affordability had improved in recent years. The Governor replied that ‘it
did improve because prices stopped rising and went down, and interest
rates came down.”®! The Governor further commented that:

... I think that metric has started to turn adverse again. Interest
rates have not kept falling —they cannot keep falling indefinitely —
and prices have risen. As I have said before, the biggest threat to
affordability in this country would be if we get a very large
increase in house prices, which those of us who have a house will
enjoy. But, if we think about our children, we will be having
second thoughts.5

47 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, pp. 2-3.
48 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 3.
49 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 6.
50 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 6.
51 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 8.
52 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 8.
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In response to a question on investor versus owner-occupier purchasing,
the Governor commented:

I think they are both quite prominent. If we look at loan approvals,
it is certainly true that investor loan approvals have risen quite
significantly, but so have approvals for owner-occupiers. They
have both risen quite a bit. I would say that the investors are
probably doing more of the driving in certain locations. But the
ordinary first-time buyers or trade-up buyers —and trade-up
buyers will be most of the buyers —are doing a lot of the driving
too, across the broader metropolitan areas of the country.%

In response to questions from the committee on whether the RBA would
consider utilising macroprudential levers to intervene in the housing
market, the Governor remarked that “they are useful adjunct, but if we do

use them we should go into this with a bit of realism.” The Governor
added:

For a start, if we were to have, say, a loan-to-value cap, who do
you think will be most affected by that? It will be first-time buyers.
I can imagine at the political level you will find that
uncomfortable, should we proceed down that track. Indeed, I

think the New Zealand experience is that, when the central bank
announced that, the government felt obliged to do some offsetting
things. So this is not necessarily straightforward... The most
effective tool could be that when banks test people for an interest rate,
so you are supposed to be able to make the payments not just at the
current rate but, say, 200 points higher, APRA [Australian Prudential
Regulation Authority] could insist that the test be made 300 higher, or
400, or whatever, so that people do not get overcommitted.5

Dr Philip Lowe, Deputy Governor of the RBA, further commented in
relation to interest rate testing that:

I think the benefit of that type approach is it allows lower interest
rates to feed through into lower servicing costs for both new and
existing borrowers, but it does not mean that lower interest rates
keep on increasing the size of the loan that people can get access
to, because the bank is applying a bigger buffer to the actual
interest rate you pay.%

53 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 8.

54

Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 21.

55 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, pp. 21-22.
56 Dr Philip Lowe, Deputy Governor of the RBA, Transcript, 7 March 2014, p. 22.
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241

In his opening statement, the Governor remarked that ‘with growth

having been below trend for a while now, job vacancies declined,

employment growth weakened and unemployment rose in 2013.”5" The

Governor stated:

Some forward indicators here have stabilised and turned up just
recently, and that is promising. Even with that, and even with the
improved growth outlook, the labour market probably will remain
rather soft for a while, given that it lags changes in economic activity.
That softness has already seen a slow-down in the growth of wages

that is quite noticeable.58

The committee asked the Governor about RBA forecasts that the

unemployment rate would increase above the six per cent level reached in

January 2014. The Governor commented that:

I think that has been a feature of our forecast for a few months
now and we have said in a few of the recent statements that,
tirstly, we thought below-trend growth would continue for a little
while. It follows from that that unemployment would rise further.
I would be hopeful not too much further and, as I said, we have
seen most of the leading indicators of labour market conditions
turn up lately.*

Dr Christopher Kent, Assistant Governor (Economic) of the RBA, further

commented that:

Roughly speaking, we see unemployment continuing to drift up a

little bit from here but probably peak sometime around early 2015.

It is a little hard to say. But it should stay at those levels for a
while. In our forecast, according to the central tendencys, it is not
until late 2015 that there will be sufficient growth for that growth
to make inroads into the unemployment rate. So we do see
employment growth gradually increasing, but not sufficiently to
bring the unemployment rate down. %

The Governor was asked by the committee to elaborate on the recent

decline in wages growth. The Governor remarked that:

It is at about its lowest rate of growth in a decade or so, at about

57 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 3.
58 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 3.
59 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 4.

60 Dr Christopher Kent, RBA Assistant Governor (Economic), Transcript, 7 March 2014, p. 13.
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2.6 per cent—call it 2%2 or 2% —over the last year, and that is down
from the most recent high of just under four per cent. It is below
average and I think it is the lowest for at least a decade.5!

242 Dr Kent added that ‘I think it is about the lowest in the history of that
particular series.”®2 Dr Kent stated:

It is about a percentage point below the average over that period,
so they are low... I think that series began in about 1997 or
thereabouts.®

Productivity growth

243  The Governor was asked by the committee for his views on Australia’s
productivity growth and how this was trending. He commented that ‘as
you know, we had quite a lengthy period — probably the best part of ten
years —during which productivity growth had clearly slowed.” The
Governor stated:

My view is that productivity is likely to improve a bit. I think the
data are consistent with that over the past couple of years, subject
to lots of caveats —for example, it is hard to measure; it is highly
volatile over short periods, even as long as a year; and it is even
harder to do by industry. Subject to all that, I think what the data
show is that, after that lengthy period of rather sluggish
performance, things have been a bit better. I think that probably
owes something to fact that the period of high investment but not
much output in the resources sector is basically coming to an

end —the output growth is really ramping up now.%

Financial Regulation

244  The committee queried the Governor about the growth of shadow banking
in China and its impact on Chinese investment into Australia. The
Governor commented that ‘we do put quite an effort into trying to
understand what is happening in the Chinese economy and I think all the

61 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 13.

62 Dr Kent, RBA Assistant Governor (Economic), Transcript, 7 March 2014, p. 13.
63 Dr Kent, RBA Assistant Governor (Economic), Transcript, 7 March 2014, p. 13.
64 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 8.
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issues with shadow banking are really the key issues right now.”6> The
Governor stated:

That term 'shadow banking' is in some ways a bit apt because it is
not terribly transparent, from this distance anyway, and so it is
very hard to know and to form a good judgement here. All I can
say is that we are acutely sensitive to that set of questions. On
whether shadow banking in China is the source of Chinese
investment in Australia, I do not know, but I suspect that the
bigger force is probably that the Chinese population, or segments
of that population, have become quite affluent pretty quickly and,
as people do when that happens, one of the things they do is
acquire assets in other places.

In response to questioning whether this was a Chinese equivalent of the
US subprime mortgage crisis, the Governor responded that the asset
quality in some of the shadow banking entities was likely to be poor. He
noted:

It is very likely that—and I do not think that the authorities in
China would deny this—the big surging credit they had during
the financial crisis when everybody was stimulating their
economies by pumping a lot of credit into the system is
problematical. In fact it is virtually certain that some of those
loans, if they have not gone bad yet, will go bad... The question
will be how quickly they can get on top of it and get ahead of it. I
cannot give you a very accurate answer to that, but my
observation is that they are very competent people.®

The Governor was asked to update the committee on the recent activities
of the Basel Committee on Banking Supervision, of which Australia is one
of many global members. The Governor commented that there are a few
items of particular note on the Basel Committee’s agenda this year. One is
the requirement for a net stable funding ratio which is about matching the
term of your funding to the term of your assets a bit more closely. The
Governor remarked:

There has been some work on trying to pin that down, and that is
an issue in which Australia has quite an interest because it affects
the requirements on our banks for funding the mortgage book. I

65 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 9.
66 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 9.
67 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 9.
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think the outcome that has been reached there is a bit of a stretch
for Australia but a manageable one, so that is okay.®

247 The Governor further informed the committee that:

Other work that is going on involves understanding and
narrowing the differences in the way the risk capital weights are
applied across countries.

... We do not want a world in which country A has tough
standards and country B has lax standards and all the banking
gets done in B. It comes across borders. So this is an important
matter, and the Basel committee is working on how to narrow the
unexplained gaps. I think that is important for the credibility of
the regime.

G20 taxation reform

248  The RBA was asked about efforts between government to address
multinational profit-shifting. Reflecting on the ability of current tax
regimes to deal with profit-shifting, Dr Philip Lowe said:

International tax rules have not kept pace with the change in the
globalisation of business, and governments, as a result, are getting
less tax revenue than they probably should be. Given the fiscal
positions that many governments find themselves in, it is
obviously an area that people want to fix.™

68 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 21.
69 Mr Glenn Stevens, Governor of the RBA, Transcript, 7 March 2014, p. 21.
70 Dr Lowe, Deputy Governor of the RBA, Transcript, 7 March 2014, p. 14.
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Conclusion

249  Itis pleasing that growth is expected in the economy over the next few
years, albeit below historical trends. The higher unemployment rate is a
cause for concern and must be monitored closely but there are some
positive indicators emerging in this regard. The decline in mining
investment is a continuing challenge for Australia and it will be important
to foster a policy and regulatory framework that helps to stimulate the
non-mining sectors of the economy.

Kelly O’'Dwyer MP
Chair
28 May 2014
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