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Foreword

The Committee’s June 2004 public hearing with the Governor of the Reserve Bank
was significant for the reason that it is likely to be the final hearing before the
pending federal election. The RBA reported on an economy in good shape,
showing steady growth despite giving mixed signals regarding housing prices
and the fluctuation in the value of the Australian dollar. It is also encouraging to
hear the Bank’s optimism about the international outlook.

The June hearing coincided with a six-month period of stability in interest rates,
which have remained unchanged since December 2003. Issues examined at the
hearing included the impact of the world economy on Australia, particularly the
effect of the rapid growth in the Chinese economy, as well as the continued
increase in household debt, the growth in non-bank lending, bank fees and the
general reform of the payments system.

The evidence given at the hearing enabled the Committee to develop three
substantial recommendations for the RBA. The first of these deals with the
collection of accurate and current housing data, a vital tool in setting forward-
looking monetary policy. Recommendation 2 addresses concerns that regulation of
non-bank lenders is inconsistent with the current regime applied to authorised
deposit -taking institutions and calls for action to bring non-banking finance
providers in line with banks. The final recommendation looks at RBA governance
and identifies a need for further clarification of the conditions imposed upon RBA
board members. As the Governor noted during the June 4 hearing, the financial
sector is always evolving and it is our task to ensure that policy remains both
current and effective.

The hearings provide the media, financial sector, and the community with a
valuable opportunity to monitor the way in which the Bank conducts monetary
policy in Australia. At the June hearing, we welcomed a large number of school
students and their teachers from Sydney and surrounds as well as members of the
general public. Particularly for students, the hearings give the opportunity to hear
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first hand the factors taken into account by the Bank in its decisions on monetary
policy.

The Sydney hearing, like previous ones, was a very important part of the ongoing
accountability of the Reserve Bank of Australia to the Federal Parliament and the
wider community. | would like to thank the Governor of the Bank, Mr lan
Macfarlane, for his frank comments on monetary policy and other issues at the
hearing.

I would like to acknowledge the assistance the Committee receives from

David Richardson from the Parliamentary Library and Andrew Dawson from the
House of Representatives Liaison and Projects Office. | would also like to thank
Mr Rory Robertson from Macquarie Bank for the valuable briefing he gave the
Committee before the hearing.

As this is likely to be the last report before a Federal election, | would like to thank
the RBA, on behalf of the Committee, for its ongoing support for the biannual
hearings and acknowledge the continued efforts by the RBA to ensure the success
and usefulness of these hearings. The Committee looks forward to continuing this
productive relationship in the next Parliament. Finally, | would like to
acknowledge the work of Deputy Chair Anna Burke, our fellow Committee
members and the secretariat for their participation in the process.

David Hawker MP
Chairman
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Terms of reference

The House of Representatives Standing Committee on Economics, Finance and
Public Administration is empowered to inquire into, and report on, any matter
referred to it by either the House or a Minister, including any pre-legislation
proposal, bill, motion, petition, vote on expenditure, other financial matter, report
or paper.

Annual reports of government departments and authorities tabled in the House
stand referred to the relevant committee for any inquiry the committee may wish
to make. Reports stand referred to committees in accordance with a schedule
tabled by the Speaker to record the areas of responsibility of each committee.

The Reserve Bank of Australia’s Annual Report 2003 was tabled in the House of
Representatives on 11 September 2003 and the Payments System Board’s Annual
Report 2003 was tabled in the House of Representatives on 7 October 2003.



List of abbreviations

ACCC Australian Competition and Consumer Commission
APRA Australian Prudential Regulation Authority

ASIC Australian Securities and Investments Commission
ATM Automatic Teller Machine

CAD Current Account Deficit

GDP Gross Domestic Product

RBA Reserve Bank of Australia

US United States



INTRODUCTION

1

Introduction

Background

1.1 The House of Representatives Standing Committee on Economics,
Finance and Public Administration is responsible for monitoring the
Reserve Bank of Australia (RBA) and for ensuring its transparency
and accountability to the Parliament, the financial sector and the
community as a whole.

1.2 The Reserve Bank Governor’s appearances before the Committee at
biannual public hearings are an important element of the Bank’s
accountability framework. These biannual appearances are provided
for by two means:

m the August 1996 Statement on the Conduct of Monetary Policy, agreed
between the Treasurer, the Hon Peter Costello MP, and the
Governor, Mr lan Macfarlane.! The statement formalised the
Bank’s accountability framework and the biannual appearance
before the Committee; and

m the Standing Orders of the House of Representatives, which
provide for the referral of annual reports within a committee’s area
of portfolio responsibility for any inquiry the committee may wish
to make. The House Economics Committee may inquire into

1 A second Statement on the Conduct of Monetary Policy was released in July 2003, building
on the 1996 Statement. Both documents can be viewed on the RBA'’s website at
www.rba.gov.au/MonetaryPolicy.
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1.3

1.4

aspects of the annual reports of the RBA and the Bank’s Payment
Systems Board.

The biannual hearings typically coincide with the release of one of the
RBA’s quarterly statements on monetary policy. At the June 2004
hearing in Sydney, the Committee scrutinised the RBA’s Statement on
Monetary Policy for both February 2004 and May 2004.

As with previous reports, this report focuses on matters raised at the
public hearing. The report does not repeat in detail the commentary
in the RBA’s Annual Report and statements on monetary policy. These
documents may be viewed through the Bank’s website.?

Scope and conduct of the review

1.5

1.6

1.7

1.8

The Committee held two public hearings following the tabling of the
RBA’s Annual Report 2003. The first was held at Queensland State
Parliament House in Brisbane on 8 December 2003, with an interim
report released by the Committee in March 2004, and the second was
held in Sydney on 4 June 2004.

Proceedings for the Sydney hearing were streamed over the internet
through the Parliament’s website, allowing any interested parties to
hear the proceedings as they occurred. This is now standard practice
for the Committee’s RBA hearings. The Governor’s opening
statements and the transcript of the hearing is available on the
Committee’s website.3

Before the hearing, the Committee received a private briefing on 31
May 2004 from Rory Robertson, Interest-rate Strategist at Macquarie
Bank. This briefing was of great assistance to the Committee in
highlighting issues for discussion at the public hearing.

The hearing in Brisbane was the third to be conducted outside
Melbourne, Sydney or Canberra - the first was the December 2000
hearing in Wagga Wagga in NSW and the second was the December
2002 hearing in Warrnambool in Victoria. Hearings outside Sydney
and Melbourne have played a valuable role in involving regional
Australia in the parliamentary committee system.

2
3

www.rba.gov.au/PublicationsAndResearch/.
http://www.aph.gov.au/house/committee/efpa/RBA2002_03/index.htm.
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1.9 The Committee was delighted that the Sydney hearing was well
attended by members of the public and students from secondary
schools and universities. About 120 secondary school students
attended the hearing.

1.10  The Committee’s public hearings with the RBA have helped to bring
issues of monetary policy into the public arena and have assisted to
provide a public face to parliamentary committees and the RBA. The
Committee welcomes the Governor’s frank and honest comments at
the hearings. The hearings are also an important means by which
markets can be better informed of the current thinking of the RBA on
a range of current economic and banking issues.
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2

Monetary policy and related issues

Review of the 2003 year

2.1

2.2

2.3

At the Brisbane 2003 hearing the Governor of the RBA described the
2003 calendar year as ‘a very unusual one for the world economy’.
Uncertainty on the world economy stemming from issues such as
possible deflation in the USA, a weakening European economy, and a
SARS outbreak in Asia, saw weaknesses in the first half of the year. In
the June quarter most major countries saw declines in GDP. This
prompted many central banks, including in the USA, England,
Canada and Europe, to reduce interest rates.

However, the Governor stated that this was followed by a sharp
turnaround and by the September quarter those economies were
growing strongly.

Talk of deflation ceased and the short-lived bout of monetary
policy easings stopped. Business and consumer confidence
around the world rose back to levels which were consistent
with reasonable economic growth.!

On the domestic front, at the June hearing the RBA revisited its
forecasts for GDP growth in 2003. Forecasts in Brisbane had predicted
GDP growth would finish a little higher than previously expected at
3.5% due to higher growth in the second half of the year, including a

1

Official Hansard, 8 December 2003, Brisbane, p. 2.
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growth in domestic spending. At the public hearing in Sydney in June
2004, the Governor noted that GDP growth had come in at 3.9%,
following much stronger than expected growth in the second half of
the year.

2.4 In Brisbane the RBA had revised its expectations on the CPI, largely
due to the exchange rate being higher than earlier forecast - at the
hearing in June 2003 the RBA expected the CPI to increase by 2.5
percent over the calendar year 2003, however, at the December 2003
hearing the RBA expected the CPI to be a little lower at 2.25 percent.

2.5 With perceptions about the world economy raised and economic
indicators in Australia improving, the cash rate was raised:

Economic conditions here and abroad had returned to
something relatively normal, and, as a consequence, we
judged that we no longer needed such an expansionary
setting of monetary policy, so interest rates were raised
accordingly in November and December .2

2.6 The two increases in interest rates preceding the 8 December 2003
public hearing were in November (from 4.75 to 5 percent) and in
December (from 5 to 5.25 percent). These were the first rises in official
interest rates for 17 months. In reaching the decision to increase the
cash rate in December, the RBA stated that it took into account the
following considerations:

m economic conditions around the world continued to improve;

m the economy strengthened considerably in Australia with consumer
spending accelerating, business confidence high, and the labour
market firming;

m the inflation rate was close to the RBA'’s target mid-point and a
rising trajectory on CPI inflation was expected once the effects of the
higher exchange rate had faded; and

m domestic credit continued to expand due to the cash rate remaining
‘below neutral’.?

2.7 Interest rates have remained unchanged since December 2003.

2 Official Hansard, 8 December 2003, Brisbane, p. 2.
3 Statement by the Governor, Mr lan Macfarlane on Monetary Policy, 3 December 2003.
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Forecasts for 2004

2.8

2.9

2.10

211

At the December 2003 hearing the RBA'’s prediction for growth in
GDP was slightly more optimistic than it was six months later. At
that time, the RBA expected GDP to grow by 4 percent over the
course of 2004, possibly by even more if the world economy
continued to grow strongly.* The Governor revised this forecast
downwards at the June hearing, noting that weaker than expected
exports and retail trade and stronger imports had brought the RBA
forecast for growth through 2004 to 3 % percent. >

The Governor noted the market reaction to the subdued March
quarterly GDP figures, following the March quarter national accounts
and commented that:

I must say in passing that | think the markets have
overreacted to the March quarter GDP figure. It only lowered
our forecasts in the mechanical sense that one of the four
guarters is now lower that we predicted in our earlier
forecast. It did not materially change our view about the
trajectory over the rest of the year....5

In Brisbane the RBA noted its expectation that, over the course of 2004
inflation would increase by 2 percent overall, with the higher
Australian dollar impacting in the first half of the year. In other
words, the profile for inflation will be U -shaped:

... falling from its present 2% percent to below two percent in
mid-2004, then rising back to two percent by end 2004, 2%
percent by mid-2005 and, in our view, being under upward
pressure thereafter.’

At the Sydney hearing Mr Macfarlane reaffirmed this prediction,
stating that while headline inflation would be heavily influenced by
movements in oil prices, the RBA predictions for underlying inflation
remain steady at about 2 percent through 2004, moving up to about
2%, percent towards the end of 2005.8

o N o o1 B~

Official Hansard, 4 June 2004, Sydney, p. 2.
Official Hansard, 4 June 2004, p. 2.

Official Hansard, 4 June 2004, Sydney, p. 2.
Official Hansard, 8 December 2003, Brisbane, p. 3.
Official Hansard, 4 June 2004, Sydney, p. 2
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Inflation targeting and monetary policy

2.12

2.13

2.14

2.15

2.16

The Second Statement on the Conduct of Monetary Policy of July 2003
reaffirmed the understanding between the Treasurer and the
Governor of the RBA on the operation of monetary policy in
Australia. It states:

In pursuing the goal of medium term price stability, both the
Bank and the Government agree on the objective of keeping
consumer price inflation between 2 and 3 percent, on average,
over the cycle. This formulation allows for the natural short
run variation in inflation over the cycle while preserving a
clearly identifiable benchmark performance over time. °

At the Brisbane hearing the Governor stated that it is that average of 2
to 3 percent by which the RBA should be judged or made accountable.
Over this 10 year period, inflation has averaged 2.4 percent?, an
average likely to be maintained over 2004-2005.

At the May 2002 hearing the Governor suggested that a neutral
interest rate is inflation plus between 3 and 3.5 percent.!l At the
hearing in Brisbane, however, the Governor added a caveat to the
idea of a ‘normal’ interest rate: it is a general guide only and it is not
essential to fit within the range ‘come what may’.12

In Sydney in June 2004, the Committee questioned Mr Macfarlane
further on the normalcy or otherwise of interest rates, but the
Governor reiterated his view from the Brisbane hearing that the
RBA’s moves in interest rates in December 2003 were part of a
gradual process of ‘returning interest rates to more normal levels’.
The RBA held the view that had it maintained the low level of interest
rates, there would have been a gradual build-up in inflationary
pressures as the growth rates of the world and Australian economies
rose. 13

The Governor discussed the transition to ‘a set of conditions that were
in line with a firming in the world economy and some easing in

9  Second Statement on the Conduct of Monetary Policy, June 2003 [Online:
http://www.rba.gov.au/MonetaryPolicy/second_statement_on_the_conduct_of _monet
ary_policy_2003.html].

10 Official Hansard, 8 December 2003, Brisbane, p. 13.
11 Official Hansard, 31 May 2002, Sydney, p. 6.

12 Official Hansard, 8 December 2003, Brisbane, p. 36
13 Official Hansard, 8 December 2003, Brisbane, p. 3.
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domestic pressures.” These conditions had been one of the possible
scenarios put forward by the RBA at earlier hearings and identified as
the most favourable for the Australian economy. Mr Macfarlane noted
that the emergence of such conditions was most likely to result in a
more balanced growth for the Australian economy and had negated
the need for further action on monetary policy over the course of this
year so far.14

2.17 In Brisbane, the Governor rejected claims that the RBA had set
monetary policy in relation to the Sydney and Melbourne housing
markets while ignoring the rest of the country.

2.18 In Sydney, Mr Macfarlane re-emphasised that the RBA makes
decisions on monetary policy based on balancing a range of factors:

Monetary policy is determined by developments in the
economy as a whole, not by developments in any one
component. For example, for much of 2002-03, domestic
demand was increasing at an exceptionally strong pace but
the external sector was subtracting from growth...Even so we
did not use monetary policy to rein in the growth of domestic
demands, because, for the economy as a whole...growth was
not excessive and was not threatening our inflation objective
over the medium term...1

2.19 Nonetheless, the Governor also made some explanatory remarks
regarding the housing sector’s influence upon monetary policy,
acknowledging that much of the bank’s attention had been taken up
by growth in housing credit and house prices.

Those parts [of the economy] that are obviously exhibiting a
serious imbalance will attract more of our attention than
those parts that are relatively well-behaved. This explains
why we have spent so much time talking about and
researching the excessively rapid growth in housing credit
and, until recently, house prices. While other economic
variables were more important for the overall economic
outlook—for example, consumption or wage growth—their
behaviour was not as clearly aberrant and therefore not in
need of such intensive study.16

2.20  The housing sector is discussed further at page 12.

14 Official Hansard, 4 June 2004, Sydney, p. 3.
15 Official Hansard, 4 June 2004, Sydney, p. 4.
16 Official Hansard, 4 June 2004, Sydney, p. 4.
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Monetary policy in other countries

2.21

2.22

2.23

2.24

2.25

2.26

At the Sydney hearing, the Governor described an optimistic
international outlook. Mr Macfarlane noted that the forecasts for
growth in the world economy in 2004 were around the 4 percent
mark with a similar figure expected in 2005. The Governor noted:

We are in the third year of an international expansion and,
unless something unforeseen comes along, we should expect
the expansion to last for a good few years longer.”

In his opening statement the Governor said, with respect to upside
risk that ‘it may turn out to be the case that the very low world
interest rates were kept in place for too long.’18

In response to a question from the committee as to how the conduct of
monetary policy in Australia could be measured against that
benchmark, Mr Macfarlane said:

Throughout that period we were to some extent inhibited by
the fact that we had this extraordinarily low world interest
rate structure that we had to make our monetary policy
against.1®

The Governor noted that while Australia did not match the very low
interest rates in the US and Japan, the RBA could not completely
ignore the fact that around the world we had the lowest interest rates
since the post war period.

The Committee asked whether this meant that Australian interest
rates had therefore been maintained at a lower level than would
otherwise have been thought desirable or Australia’s domestic
circumstances, to which the Governor responded, ‘One could make
that case’?,

In light of this positive outlook for the world economy, Mr Macfarlane
expressed the view that interest rates would start to rise in those
countries where they had fallen to record low levels, in particular in
the US. He also noted that the US economy was clearly in recovery,
citing rising employment and a return of interest in lending to the US.

17  Official Hansard, 4 June 2004, Sydney, p. 3.
18 Official Hansard, 4 June 2004, Sydney, p. 3.
19 Official Hansard, 4 June 2004, Sydney, p. 8.
20 Official Hansard, 4 June 2004, Sydney, p. 8.
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2.27  While the RBA expressed the view that interest rates in the US were
very likely to rise, possibly by 1 percent over the remainder of this
year?land to continue to rise gradually over the next one to two years,
Mr Macfarlane did not link US monetary policy to any possible
movement in Australia’s interest rates in the near future.

If we talk about the short term—for example, between now
and the end of the year, or slightly longer, maybe six, nine or
twelve months ahead—I do not think there is a close
relationship[between US and Australian monetary policy].
We have demonstrated that by the fact that when everyone
else in the world went down in 2003 we did not: we stayed
steady. In fact we went up towards the end of 2003.2

2.28  This view reaffirmed the earlier discussion in Brisbane on
comparisons with central banks in other world economies that had
not increased interest rates. At that hearing, the Governor had
maintained that Australia’s economy was ‘in much better shape’ than
many overseas. The Governor claimed that many economies were still
recovering from the aftermath of bursting asset price bubbles or
recessions, and therefore would probably not change interest rates
before being fully confident of recovery.

2.29 In reference to concerns expressed about the rapid expansion in the
Chinese economy (page 21 also refers to the Chinese economy), Mr
Macfarlane noted that :

A number of others in the market worry that policy
tightening in China will be overdone, leading to a collapse in
the Chinese economy. | have more confidence in China than
that, and | welcome the news that the Chinese authorities
have been taking steps to rein in the excessive growth—
particularly excessive investment.?

Exchange rates

2.30  The exchange rate for the Australian dollar against the US dollar has
experienced significant fluctuation in recent years. After peaking at
US80 cents in mid February 2004, it fell through the second half of

21 Official Hansard, 4 June 2004, Sydney, p. 7.
22 Official Hansard, 4 June 2004, Sydney, p. 8.
23 Official Hansard, 4 June 2004, Sydney, p. 3.
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February and March, temporarily recovered in early April then fell
again in mid-April , reaching a low of US71.24 cents (At the time of
writing, June 2004, the dollar was hovering around the US 70 cent
mark).

2.31 In addressing the fall in the Australian dollar since early 2004 the RBA
noted, in its May 2004 Statement on Monetary Policy, that some of the
fall had been a reflection of the strengthening US dollar . The RBA
also noted that the Australian dollar had fallen against all currencies
in the TWI except the New Zealand dollar, indicating that the fall was
broadly based and not as a result of action on monetary policy in late
2003.%

2.32  The Governor advised the Committee that the RBA, having seen
rapid acceleration in the exchange rate towards the end of 2003, was
certain that the move to raise interest rates was the correct course of
action. He said:

...we would have been in a very awkward position if we had
come back after Christmas and realised in our February or
March meeting ...that there was a need for higher interest
rates... the exchange rate of the Australian dollar against the
US dollar went up by 10 big figures... | think we were
conscious all the time that we had to keep an eye on that.%

Impact of the Budget on monetary policy

2.33  The Sydney hearing took place less than a month after the handing
down of the Federal Budget. The Committee and the RBA discussed
any effect the Budget may have on monetary policy.

2.34  The Governor noted that the Budget formed only a part of the RBA’s
considerations in formulating economic forecasts. Mr Macfarlane
made clear that the Budget is not a particularly significant factor and
is just one of the factors in determining monetary policy:

I have to go back and reiterate that once we try to move
directly from budgets to monetary policy we are taking an
almighty leap because monetary policy, as | said, is based on
what is happening to the totality of the economy, not what is

24 Statement on Monetary Policy May 2004, Reserve Bank of Australia, p. 19.
25 Statement on Monetary Policy May 2004, RBA p. 19.
26  Official Hansard, 4 June 2004, Sydney, p. 8.



MONETARY POLICY AND RELATED ISSUES

2.35

happening in one particular sector. So although we take the
budget and fiscal policy into account, it gets into our forecast
in the same way that investment, import, exports and all
those factors get into the forecast.?

The Governor discussed the effect of the budget over a period of years
and noted that on the whole, there had been very limited fiscal impact
from the budget. That is, the change in the underlying cash position
from year to year has been no more than plus 1 and no less than
minus 1.4 over the past seven years. Mr Macfarlane described this as a
‘long period [in which] fiscal policy has been remarkably neutral.’?

Housing

House prices

2.36

2.37

2.38

About 30 percent of households in Australia have a mortgage, 40
percent own their house outright, and 30 percent are renting. At the
December 2003 hearing the Governor noted that about 1.3 million
people have invested in rental property and it is sections of this group
which may be vulnerable to interest rate rises; even modest rises in
interest rates and falls in certain sorts of property prices will cause
distress. 2

At the Brisbane hearing the RBA reported that household credit
continued to grow strongly in 2003, at about 21 percent over the year
to September 2003. Of this, housing credit was growing at an
annualised rate of 25 percent.3® About 85 percent of household debt is
housing debt and credit card debt makes up around 6 percent.

In Sydney, however, the Governor noted the RBA'’s relief to see this
trend begin to abate. Mr Macfarlane noted a reduction in loan
approvals, down from a peak of $15 billion per month last year to $12
billion per month, and saw this as a positive step:

Certainly 12 billion per month is still far too high but at least
some progress has been made. The prospect of a return to
sustainable rates of growth of credit now seems brighter than

27 Official Hansard, 4 June 2004, Sydney, p. 10.

28 Official Hansard, 4 June 2004, Sydney, p. 10.

29 Official Hansard, 8 December 2003, Brisbane, p. 18.

30 Statement on Monetary Policy, November 2003, pp. 20-23.

13



MONETARY POLICY AND RELATED ISSUES 14

2.39

2.40

241

2.42

2.43

it has for several years—and with that comes the increased
likelihood that the run of good economic outcomes will
continue.®

The Governor agreed with the Committee that the rise in interest rates
late last year had had some effect on property prices but was at pains
to point out the other factors that had had an impact on the situation:

Just this year the dynamics of the cycle were meaning that
[house prices] were at the point were they could go down. |
think constant propaganda and reminding people of just how
ridiculously high the prices were, how ridiculously low the
yields were and how high the vacancy rates were got a lot of
coverage and sank in. | think a fortuitous event—namely, the
collapse of the Henry Kaye spruiking outfit, which got a huge
amount of publicity—was extremely helpful. So | think it was
a number of factors.®

The RBA seemed pleased that the slow-down showed signs of being
gradual and therefore perhaps not the ‘hard landing’ that some had
predicted for the economy. On the whole, the Governor noted that
‘the average owner-occupier is not going to be affected very much’ by
the reduction in house values.

The positive effects of the drop in house prices were directed mainly
at owner-occupiers. The Governor saw it as quite positive that
potential buyers would be in a position to wait longer before buying:

I think owner-occupiers...now have a lot more time to make
their decision. They can look at a lot more things and they can
drive a harder bargain. They can possibly wait until they
have a bigger deposit.

For investors, he noted the ‘prospective profitability’ had evaporated
and with it the sense of urgency that had pervaded the real estate
industry in the previous months. With fewer looking to borrow for
investment, the Governor expected that the cycle had reached the
phase where the demand for credit would begin to fall.

In discussion on the probable effects of the slow down, Mr Macfarlane
commented that the likelihood of a major financial crisis due to
slowing property prices was minimal. Noting that a financial crisis
usually means bank failure or the failure of significant lending

31 Official Hansard, 4 June 2004, Sydney, p. 5.
32 Official Hansard, 4 June 2004, Sydney, p. 15.



MONETARY POLICY AND RELATED ISSUES

2.44

institutions, the RBA indicated that there were no signs that this may
be an outcome of the present situation of falling house prices.3

At the same time Mr Macfarlane recognised that there would be
investors who would be severely affected by the drop in property
prices:

| think there are a lot of people out there who thought they
were going to get rich but they have this asset which is
costing a lot of money to service and is not going up in price;
rather it is going down, and it is hard to find tenants.®*

Levels of household debt

2.45

2.46

2.47

2.48

In discussion on levels of household debt, which the Committee
noted remain high at 18 percent compound growth, the bank
indicated that it expected growth in housing credit to slow in line
with the slowing property market.

Also, at the Brisbane hearing, the Governor had raised concerns
about the current rate of growth in lending and borrowing.

I have expressed concerns about the rate of growth and
borrowing and lending. That is what | have expressed
concerns about. | have felt that it cannot continue to grow like
this. An economy that is growing at six percent in nominal
terms cannot have credit growing at 15 percent, and it cannot
have household credit growing at 22 percent. Something has
to give at some time...I think the savings rate will probably
go up a bit. That will mean weaker consumption.®

Further discussion, however, raised concerns about the ‘wealth effect
and the use of borrowing against equity for non housing purposes.
The Committee pointed out that up to ‘70 percent of the population
can relatively easily borrow the equivalent of a year’s disposable
income and then consume it, and the anecdotal evidence is that there
is a lot of that going on’.36

The RBA agreed with these concerns and indicated that the wealth
effect was a significant influence.

33 Official Hansard, 4 June 2004, Sydney, p. 15.
34 Official Hansard, 4 June 2004, Sydney, p. 15.
35 Official Hansard, 8 December 2003, Brisbane, p.33.
36 Official Hansard, 4 June 2004, Sydney, p. 21.
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2.49

2.50

On the broader issue of whether there are wealth effects that
have driven up consumption because people feel wealthier
because their houses have gone up in value, we believe that
some of that has been going on.¥’

Discussion continued about the use of funds accessed through equity
borrowing and the RBA indicated that it was planning a survey to
gain more information. The Governor speculated on the probable
patterns of spending:

The first thing that would be interesting is how much of it is
going into renovation for example. Some of it will go into
consumption...such as an overseas holiday or a car. Some of
it will go into investment...[as] a form of quasi margin
borrowing and could go into buying shares.®

Consolidation of debt, ‘replacing expensive debt with cheaper debt’?,
was also mentioned as a major use of borrowings against housing
equity. The RBA directed the Committee to its recent discussion paper
on the possible dampening effect on consumption that may arise from
reduced housing-related wealth.

Data collection of housing prices

2.51

2.52

2.53

At the Sydney hearing, the Committee and the RBA discussed
ongoing problems with collection of data on house prices.

The RBA collects evidence on house prices from a number of
sources—the Real Estate Institute, the Commonwealth Bank, the
Housing Industry Association and the Australian Bureau of
Statistics—and noted that all these sources have a ‘significant lag’ in
the way the information is reported.

The result is house price data that refers to the growth rate in the
previous quarter and covers settlements which were contracts entered
into up to three months earlier, leading to a total delay of possibly six
months. As the Governor stated:

When you are trying to run forward-looking pre-emptive
monetary policy and your data is telling you [in June] what
happened in October or November, that is a very long lag.®

37 Official Hansard, 4 June 2004, Sydney, p. 21.
38 Official Hansard, 4 June 2004, Sydney, p. 21.
39 Official Hansard, 4 June 2004, Sydney, p. 21.
40 Official Hansard, 4 June 2004, Sydney, p. 20.
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2.54

2.55

2.56

The Governor went on to emphasise that housing is an extremely
important asset class for most Australians, for the household sector it
is ‘about 60 or 70 percent of their total wealth’.41 Mr Macfarlane
commented that the information available is ‘hopeless’ compared to
other economic data such as share prices, bond prices foreign
exchange rates and commodity, export, import and consumer prices.
He added that:

It is probably the weakest link in all the price data in the
country so | think it is something that | would like to see
resources put into.*

The financial sector in general has also noted its dissatisfaction with
the data collection of housing prices. Rory Robertson of Macquarie
Bank, writing soon after the June hearing, noted that discrepancies in
housing prices as well as the lag in data made discussion of monetary
policy implications very difficult. He said:

Getting the house price story right is a big deal at what might
be a turning point. Having doubled on average over the past
six years or seven years, the evolution of Australian house
prices from here is a critical issue for monetary policy. The
RBA is tracking all the data very closely, trying—Ilike the rest
of us—to figure out what is going on.*?

The Committee notes media reports* that the RBA has taken steps to
improve the accuracy of housing data. Meetings have been held with
the Department of Treasury, the Australian Bureau of Statistics and
representatives of Australia’s largest real estate groups. The
Committee encourages such steps towards an improved data
collection of housing prices and looks forward to hearing of the RBA’s
progress. Notwithstanding this, the Committee believes that better
data is still needed.

41 Official Hansard, 4 June 2004, Sydney, p. 22.

42  Official Hansard, 4 June 2004, Sydney, p. 22.

43 Macquarie Research RBA Watch, Rory Robertson, 7 July 2004, p.2

44  Klan, A., 2004, RBA homes in on housing data, The Australian, 29 July, p. 39
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I Recommendation 1

That the Australian Bureau of Statistics, working with the Reserve Bank
of Australia, give priority to developing an efficient, accurate and timely

method for the collection of data relating to levels and movements in
prices of residential real estate in Australia.

Lending practices of banks and other providers

2.57

2.58

2.59

2.60

Mr Macfarlane discussed the changed lending environment in which
the RBA is now operating. He particularly noted the vested interest
banks have in keeping housing credit levels as high as possible.

The banks obviously want to have as fast a growth as
possible. The brokers are all on commission and they are
desperate to do a deal for you. It is a very different world to
the one of 10 or 15 years ago, when you had to beg to get
credit. Now there is a very big industry out there which is
utterly determined to put out as much credit as it can. %

As an example of the banks’ willingness to provide credit wherever
possible, the Committee raised a new line of ‘family equity’ products
being offered by the Commonwealth Bank of Australia. The RBA was
of the view that such ‘financial innovation’ was not unexpected in
light of the massive increase in house prices, making purchasing for
many young home buyers all but impossible without family
assistance.

The Governor also pointed out that credit is not being ‘foisted upon
an unwilling public that did not want to have it’.46Banks and other
lending institutions are operating in an environment where people
are willing to gear up and buy assets as part of a wealth accumulation
strategy.

At the Sydney hearing, the Committee expressed concern about the
lending policies of banks and other institutions. While noting that
regulation of bank lending policies was outside the RBA’s
responsibilities, Mr Macfarlane did comment that the lack of
regulation around some of the non-bank lenders was a cause for
concern. The Governor mentioned specifically the rise of the

45 Official Hansard, 4 June 2004, Sydney, p. 16.
46  Official Hansard, 4 June 2004, Sydney, p. 17.
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2.61

2.62

2.63

2.64

spruiking industry and the ‘low or no doc’ loan industry as areas of
concern.

These are lenders who will lend to people who cannot or will
not tell them what their income is, which is an interesting
concept when you think about that one hard enough. These
people are prepared to pay a percentage point or more in
order not to say what their income is.*

Regulation of non-bank lenders has been problematic because of the
tendency for it to fall between the states’ responsibilities and the
federal regulators such as ASIC and APRA. Mr Macfarlane
commented that it was an issue deserving of attention from the State
and Federal governments.

The Governor noted that as new developments occur in lending, the
government structures and regulations will always be a step or two
behind. He gave the example of mortgage brokers:

One of the things that we notice is that there is no regulation
at all of mortgage brokers, yet this is an industry that has
grown up and is quite big now. | do not know how big it is,
because no-one knows how big it is; no-one has ever counted.
I guess it is no-one’s job to count how many there are.

In relation to real estate spruikers, in Brisbane the Governor had
commented that, while unsure what the final solution to the problem
should be, it was clear that a system must be implemented in some
form in order to regulate people who are essentially giving financial
advice and to ensure that people who give financial advice are
regulated equally.*® This position was reiterated at the Sydney
hearing.

The Committee has since recommended that the Government
investigate bringing investment property advisors under a similar
regulatory regime as financial planners.?

47 Official Hansard, 4 June 2004, Sydney, p. 17.

48 Official Hansard, 4 June 2004, Sydney, p. 18.

49 Official Hansard, 8 December 2003, Brisbane, p.32.

50 See Committee’s Review of the ACCC Annual Report, Recommendation 1.
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IRecommendation 2

That the Government meet with the States with a view to assessing and
implementing the most appropriate regulatory regime for non-bank
lenders, consistent with current regulation of authorised deposit-taking
institutions.

Oil prices

2.65  The Governor noted in his opening statement that oil prices had risen
significantly and that this would be influential on headline inflation.
He predicted that, as a result, headline inflation would likely be
higher than underlying inflation in the short term. Mr Macfarlane also
made the point that higher oil prices, together with higher interest
rates, were a sign of strength in the global economy.

2.66 In discussion about the effect of rising oil prices on the economy as a
whole, the Governor acknowledged that rising oil prices can have a
similar effect to an indirect tax. That is, there can be a weakening
effect by dampening consumption:

People spend more of their money on higher priced oil and
have less to spend on other forms of consumption.®

2.67  This effect is known as a ‘negative supply shock’ where prices are
lifted and aggregate demand is forced down by the higher cost. The
RBA also noted that the reason oil prices rose was due to strong
growth to begin with.

2.68  The RBA maintained that while oil prices are affected by geopolitical
factors (instability in the Middle East), increases in demand have had
a major effect on rising oil prices. For example, over the past two
years, global demand has increased by four million barrels per day.
Expanding Asian economies accounted for a large proportion of this
increase, China alone accounting for 1.5 million barrels of the extra 4
million per day. The Bank indicated that it expected the OPEC
ministers to act to increase their quota by about 2 %2 million barrels
per day by the beginning of August 2004. While demand is not the
only factor affecting prices, such action should help to stabilise the
market, although, to date, this effect has not occurred.

51 Official Hansard, 4 June 2004, Sydney, p. 25.
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2.69

The RBA put increases in oil prices into long term perspective. Mr
Macfarlane noted that current oil prices, although hovering around
$40 per barrel, were not as high in real terms as after OPEC 2, where
prices reached up to $100 a barrel (in today’s prices) and that the
increase in prices was no major cause for alarm:

I would not be expecting [the price of oil] to fall in the near
future. I think we should work on the assumption that it is
not going to and that in fact it may even go up a little more. A
lot of people therefore say, ‘Oh well. This is going to have
very bad effects on economic growth around the world.” | do
not think it will have very big effects. %2

Growth in the Chinese economy

2.70

2.71

2.72

The rapid expansion in the Chinese economy was a topic of
discussion at the Sydney hearing. In the past three years, China’s
industrial output has increased by almost 50 percent and it is
accounting for over one-third of the growth in global oil
consumption. The Committee quoted The Economist as describing the
growth in the Chinese economy as ‘scorching’. 3

The Governor’s opening statement noted the attention being given to
the rapid expansion in China but expressed no fears that a policy
tightening in China would lead to a collapse in the Chinese economy
with serious implications for the Australian economy. Indeed, Mr
Macfarlane expressed confidence in the Chinese authorities as noted
earlier in this report.

The RBA generally sees the Chinese economy as being very positive
for Australia. At present China is accounting for 10 percent of our
trade, up from 5 percent five years ago and continuing to grow;
China’s energy needs are increasing, not only for oil but also for
natural gas. It is a trillion dollar economy expecting continued growth
which would see it become a ‘very large continental size economy in
the world scene.™*

52 Official Hansard, 4 June 2004, Sydney, p. 13.
53 Official Hansard, 4 June 2004, Sydney, p. 14.
54 Official Hansard, 4 June 2004, Sydney, p. 14.
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2.73  The bank emphasised that even if a slump were to occur, China as a
‘long-run proposition for Australia—and for the rest of the world for
that matter as well— is a very positive thing into the future.’®

Unemployment

2.74 At the Brisbane hearing, the Governor noted that long and stable
expansions in the economy can produce lasting reductions in
unemployment. He claimed that past increases to the unemployment
rate in Australia were due to three recessions within seven or eight
years of each other — these recessions took unemployment up sharply
and it took years for it to go down again. He said that the best thing
the RBA can do to get unemployment down is to have monetary
policy settings conducive to long expansions.

2.75  The Sydney hearing did not touch on unemployment specifically
other than to note that employment growth had been very strong in
the March quarter and that this matched other indicators showing the
economy meeting its trend rate of growth.%6

55 Official Hansard, 4 June 2004, Sydney, p. 14.
56 Official Hansard, 4 June 2004, Sydney, p. 6.

22



OTHER MATTERS

3

Other matters

Payment system reform

Credit card fees

3.1

3.2

According to the RBA, credit cards are, for both cardholders and
merchants, the most expensive way of making a payment. At both
the Brisbane and the Sydney hearings the Governor noted that the
banks make greater profits from credit card transactions than cash,
cheque, EFTPOS or direct credit transactions.

In spite of this, credit card payment remains the most popular form of
payment transaction with the Australian public. In Sydney, the
Governor commented on the RBA survey finding that identified this
trend:

What we discovered was that the [payment method] that was
most expensive to the community was actually growing faster
than the ones that were cheaper to the community...we
published various research studies which concluded that the
method by which the pricing was constructed and various
prohibitions on merchant behaviour were the things that
contributed to this.!

1

Official Hansard, 4 June 2004, Sydney, p. 27.
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3.3

3.4

3.5

3.6

3.7

In Brisbane, the RBA asserted that through reform it is endeavouring
to make the true cost of credit cards visible to customers. By reducing
credit card interchange fees, the banks are being forced to increase
direct charges to credit card holders. The Governor contended that
this move was necessary to bring credit cards more into line with
other payment systems.?

The RBA informed the Committee of its progress in the reform of
credit cards. The Governor noted that, as mentioned at the Brisbane
hearing, the legal challenges brought against the RBA’s reforms to
credit card schemes by MasterCard and Visa were dismissed by the
Federal Court. Moreover, whilst both schemes appealed, Visa has
subsequently decided to cease its action.

The new interchange fees for Bankcard, MasterCard and Visa which

came into effect at the end of October 2003 have achieved almost a 50
percent reduction in interchange fees. The RBA continues to monitor
the flow-on of these savings to merchant service fees and at the June

hearing Mr Macfarlane noted that:

The reduction in the interchange fee has been carried through
to the merchant service fee, which means that the banks are
now receiving about $430 million a year less than they
formerly were in fees from the merchants for credit cards.?

In response to questions from the Committee about the banks’ 38
percent increase in credit card fee income*, the Governor responded
that the RBA is not overly concerned with banks charging fees:

We do not object to bank fees. We thought the movement
away from a situation where banks got all their income from
the interest rate margin to one where they have a narrower
interest rate but charge a fee for service was not only an
improvement but also something that had to happen...We
think that user pays, if it is done properly, is an acceptable
system—particularly if there is a little safety net at the
bottom, which there is.

Mr Macfarlane added that in the RBA’s view bank fees had not gone
up disproportionate to the aggregate rise in banks’ balance sheets. He
said:

gl B w N

Official Hansard, 8 December 2003, Brisbane, p.24.
Official Hansard, 4 June 2004, Sydney, p. 27.
Reserve Bank of Australia, Bulletin, May 2004, p.58.
Official Hansard, 4 June 2004, Sydney, p. 26.
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We do not subscribe to the view that [banks] have replaced
the income lost through the narrowing of the spread by
raising fees faster in a special attempt to regain that income.
There are a lot of particular things we can say about bank
fees, some of which we can approve of and some of which we
can disapprove of, but | think that at the aggregate level they
are just something the market has delivered...5

EFTPOS interchange fees

3.8

3.9

3.10

3.11

In the EFTPOS system in Australia there is a fee which the issuing
bank pays to the merchant’s bank, an EFTPOS interchange fee. This
fee makes the issuing of EFTPOS cards costly for banks and
encourages banks to recoup the cost through the imposition of fees on
the cardholder.

The RBA’s position is that EFTPOS interchange fees are ‘totally
unnecessary’’ and should not exist. At the Sydney hearing the
Governor noted that in countries where EFTPOS works most
efficiently such as Canada and the Netherlands there is no
interchange fee. Mr Macfarlane further explained this position:

We talked to various people, including the banks and they
eventually agreed to try and reduce it to zero. | want to
mention that there is nothing in it for the banks because half
the banks receive it and half of them pay it. For the banks, it
was a zero sum game.®

Any change to the interchange fee involved authorisation from the
ACCC because the initial setting of the fee had involved a collective
action, as would agreement to set it at zero. In spite of the ACCC
agreement to the change, the Australian Competition Tribunal
disallowed the change on appeal, on the basis that the ACCC had not
made a strong enough case that reducing the interchange fee was in
the public interest.

The RBA noted that although it had opposed the appeal and
remained in favour of the interchange fee being set at zero, it would
now be considering what action to take in the future:

6  Official Hansard, 4 June 2004, Sydney, p. 26.
7 Official Hansard, 4 June 2004, Sydney, p. 28.
8  Official Hansard, 4 June 2004, Sydney, p. 28.
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3.12

3.13

We believe that the majority of participants in the payment
system would be in favour of having no interchange fee but
we are not going to just go ahead and ignore the Competition
Tribunal. We regard this as a new piece of information and
we will consult again with the public. If we consult again, do
further analysis and feel that there is a case for designation,
we may well designate, which would bring it back into our
court.’?

The appeal was taken to the Australian Competition Tribunal by large
retailers and oil companies, a group that would stand to lose
significant income arising from their involvement in the EFTPOS
network. The RBA'’s position however, is that this group are already
gaining from the changes in credit card fees, particularly the capacity
to ‘surcharge’l? credit card costs and that lack of change to EFTPOS
interchange means they are effectively getting a double bite at
transaction fees income. A recent news article described the position
of the RBA and other banks:

...the banks have argued retailers are seeking to protect the
revenues from EFTPOS while also benefiting from credit card
fee cuts of more than $400 million annually.tt

The Committee expects an update from the RBA at the next hearing.

ATM fees

3.14

3.15

Currently, someone wishing to utilize a foreign ATM —that is, an
ATM not owned by their bank or financial institution - is charged a
foreign ATM fee. Most customers are unaware as to what this fee is
until after the transaction has taken place, usually when they receive a
statement.12

The RBA indicated that the industry steering group that is addressing
ATM reform is proposing the elimination of the current ATM
interchange fee (underpinning the average foreign ATM fee) and

9  Official Hansard, 4 June 2004, Sydney, p. 29.

10 At the Sydney hearing, Mr Macfarlane noted that the term ‘surcharge’ is not technically
correct but actually refers to the passing on of the banks’ costs to the consumer at the
point of purchase. The RBA credit card reforms allowed retailers the capacity for this
passing on of costs.

11 Moullakis, J 2004, ‘Don’t bank on card reforms’, Australian Financial Review, 22 July, p.60

12 Official Hansard, 8 December 2003, Brisbane, p.29.
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3.16

3.17

3.18

3.19

moving in the direction of full disclosure of costs to consumers. The
Governor expanded on this point:

[the] steering group, which consists of the banks, building
societies and...the people who provide ATMS...are
proposing to get rid of the interchange fee—again, getting rid
of the hidden fee. They are proposing to replace it with an
upfront fee, which you will see when you go to an ATM. If it
is your own bank’s ATM, maybe you will get it for nothing.
But if you go to another ATM, which increasingly you will,
there will be a fee up there and you will know how much it is
going to cost you.13

The stated aim of this reform is to achieve greater transparency and
competition in relation to ATM fees. It may lead to ATM owners
using signs on their machines to set out foreign ATM costs to
customers. Individuals would then have the necessary information to
decide whether or not to make a transaction on a particular machine.

At the Sydney hearing the RBA expressed a strong view that foreign
ATM costs are too high and that reform should address this:

I wish there was no distinction [between foreign and non-
foreign ATM fees]. | have said to people that foreign fees are
too high. They say: ‘you do not have to use them. Just use
your own bank’s ATM’...I think you have to assume that the
average person will use whatever is the most convenient
ATM and that means most of the time it will not be the ATM
provided by their bank.

The Committee also questioned the RBA about the UK experience
with ATMs and the relevance for that experience here in Australia.

The Governor described the UK ATM system as having two distinct
parts. About 25 percent of the market is held by ‘independent
deployers’ who are not deposit-takers. They have a single focus of the
provision of ATMS and charge a fee for use of their ATMS. Banks are
responsible for the remainder of the market share and the Governor
noted that banks in the UK have come to a collective arrangement
regarding fees:

13 Official Hansard, 4 June 2004, Sydney, p. 35.
14 Official Hansard, 4 June 2004, Sydney, p. 35.
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3.20

3.21

3.22

3.23

In the UK banks have adopted a ‘knock for knock’ approach
towards their customers. The major banks agreed not to
charge any foreign user a fee for using an ATM.15

In Australia ATMs provided by third party providers have grown
from none to about 25 percent in the last five or six years.’6 The RBA
noted that it did not see the growth in this area as a bad thing. In fact,
Mr Macfarlane commented that it would provide ATM services
where there currently were none:

I think the non-bank provider will charge what they can. And
I do not think that is a particularly bad thing. At the moment
there are a lot of locations where no-one would put an ATM
because the volume is too low. It may well be that, in those
locations that currently do not have an ATM, a non-bank
provider might put an ATM in there at a higher fee than in a
popular area.”

Although the RBA believes that non-bank providers will charge what
they can, it did not believe that reforms to the ATM system would
encourage banks to pursue a differential scale of fee charging, for
example, charging rural and regional users at a higher cost:

...at the moment banks do not charge a different fee for any
of the services they provide to rural customers compared to
city customers...l would expect that to continue if banks were
free to charge whatever they wanted on their ATMs. | would
expect they would be mad not to—the reaction would be so
overwhelming...l think they would continue with their
current practice of charging the same amount, wherever you
came from.’8

The Committee, however, is aware of at least one regional bank that is
considering differential fee charging.?®

The Committee is of the view that an overall review of the payments
system may be beneficial to the implementation of reforms. Given the
likely timing of the Federal election, this is a matter for the Committee
to pursue in the next Parliament.

15 Official Hansard, 4 June 2004, Sydney, p. 35.
16 Official Hansard, 4 June 2004, Sydney, p.36.
17  Official Hansard, 4 June 2004, Sydney, p. 36.
18 Official Hansard, 4 June 2004, Sydney, p. 35.

19

Bank of Queensland Limited, Submission to RBA: ATM system designation, 8 July 2004,

Brisbane, p.2.
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RBA Governance

Activities of RBA board members

3.24

3.25

3.26

3.27

The Committee questioned the Governor on issues of conflict of
interest among board members following publication of a news item
stating that the Governor had prevented a board member from taking
an ‘outside advisory role with a property investment fund’.20

The Governor explained that the bank had specific policies on such
matters. He went on to say:

The article you refer to was not so much about advising but
receiving an income and share options for involvement in
what | regarded as a form of financial intermediary. In my
view, there would be a conflict of interest in that case so that
activity did not go ahead.2

Mr Macfarlane went on to note that while the Reserve Bank Act 1959
had always prohibited board members from being directors or
employees of banks and had widened that to any deposit-taking
institution, he felt there was scope to go further:

But in my view that is not wide enough. | think it should be
any supplier of finance. If you are an employee or a director
of a supplier of finance, which means some form of financial
intermediary, | think there is a conflict between that and
sitting on the Reserve Bank board, where we spend so much
of our time trying to limit the amount of finance that is going
out. That was the basis of [my] decision.?

The Committee is inclined towards effective polices that deal with
governance issues for the RBA.

20 Garnaut, J. 2004, ‘Central bank mandarins in tangle over outside interests’, Sydney
Morning Herald, 31 May

21 Official Hansard, 4 June 2004, Sydney, p. 38.
22 Official Hansard, 4 June 2004, Sydney, p. 38.
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IRecommendation 3

That the Government consider amendments to the Reserve Bank Act to
extend the restrictions applying to the activities of board members to
include all suppliers of finance, irrespective of whether the supplier is
considered to be an authorised deposit taking institution.

Conclusion

3.28  The public hearing in Sydney again demonstrated the value of the
Committee’s biannual hearings with the RBA. The hearing was
well-attended by the public, student groups and others, and as always
attracted considerable interest from financial markets and the media.

3.29  The Committee thanks the RBA for its support for the hearings
conducted during this Parliament, and looks forward to continuing
this productive process following the pending Federal election.

David Hawker MP
Committee Chairman

August 2004
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