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Monetary policy refers to the interest rate decisions taken by the Reserve Bank of Australia to affect monetary and financial conditions within the economy, with the aim of achieving low inflation (price stability) and sustainable economic growth. Reserve Bank decisions on the cash rate flow through to interest rates throughout the economy. Small changes in interest rates can have a powerful effect on aggregate demand which then affects the level of output, employment and prices.



The financial sector



To understand how monetary policy works we first investigate the role of financial markets and interest rates. Financial markets are an intermediary between savers and investors, or lenders and borrowers of funds. Most financial institutions - banks, building societies, finance companies, merchant banks and credit unions - serve this intermediary role. They borrow from individuals or firms with excess funds and lend to those who need funds. They are termed financial intermediaries because they ‘come between’ or ‘mediate’ between people who have surplus funds and those who need to borrow. As illustrated in figure 13.1, here are three main types of financial markets: • loan markets - in which business firms borrow money to buy capital equipment while households borrow for housing and cars. Banks, finance companies and credit unions are part of the loan market; • bond markets - in which firms and governments sell bonds to raise finance. A bond is also known as a fixed interest security, and is the main method by which governments fund a budget deficit; and
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Investigating Macroeconomics RESERVE BANK Financial markets are essential to channel funds from savers to lenders to facilitate investment.



Maintains a strong and stable financial system



Financial sector Loan markets Savers



Bond markets



Lenders



Share markets



Figure 13.1 The financial sector • share markets - in which firms can obtain finance for expansion by issuing new shares through the stock market. A well-functioning financial sector is critical to an economy’s health because of its role in providing finance. Money and credit facilitate transactions between buyers and sellers, and enable savings to be converted into investment. Investment is a key ingredient in promoting economic growth and increasing living standards over time. The adage that ‘money makes the world go round’ is very pertinent. Money performs three key functions in an advanced economy: • a means of exchange – used for purchasing goods and services; • a unit of measurement – used to measure and compare prices, incomes and profit; and • a store of value – money can be saved and used for future transactions. To perform these functions well, it is important that the value of money should remain relatively stable. Excessive inflation erodes the value of money and reduces the ability of money to perform its key functions. This is why the Reserve Bank pursues the goal of price stability – keeping inflation low to protect the value of money and promote the stability of the financial system. The financial sector is important because it is linked to every sector of the economy. A stable financial system is a key ingredient in ensuring sustainable economic growth. A crisis such as the failure of financial institutions can quickly lead to a major economic recession. This is precisely what led to the global financial crisis of 2008-09 and the subsequent world recession. An important role for the government is to ensure the stability of the financial system. In most countries this role was the basis for the creation of a central bank. In Australia the central bank is the Reserve Bank of Australia (RBA),
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Monetary policy in the United States, it is called the Federal Reserve Bank, and in the United Kingdom it is known as the Bank of England. In each of these countries, the central bank is responsible for administering monetary policy and the maintenance of overall financial stability.



Interest rates Interest rates represent the price of credit – a payment from Interest rates borrowers to lenders for the use of funds. Interest represents the represent the cost of borrowing money over a period of time. In other words, price of credit and are an important interest rates are the opportunity cost or the price of money. determinant of A loan at 7 per cent means that $7 in annual interest will be saving & investment charged for every $100 borrowed. Interest rates also represent the reward for saving - the return people get for not spending. Savers determine the supply of funds while borrowers determine the demand for funds. The interest rate in a particular market is the price that equates the demand and supply of funds. A large proportion of transactions in the economy involving both consumption and investment are based on credit and borrowing. Changes in interest rates can therefore have a significant effect on the level of spending and economic activity. It is important to distinguish between nominal interest rates – rates that are not adjusted for the rate of inflation, and real interest rates. The real interest rate is the nominal rate minus the rate of inflation. For example if the nominal interest rate is 7 per cent and the expected inflation rate is 3 per cent, then the real interest rate would be 4 per cent. The real rate of interest is an important influence in economic decisions involving borrowing and saving. The real rate of interest will show how much borrowers actually pay and how much lenders receive in terms of purchasing power. Borrowers prefer low real interest rates, while investors and lenders prefer high real interest rates. Nominal interest rates will tend to reflect changes in inflation. If inflation increases, then nominal interest rates will rise as well. Interest rates charged on various types of borrowing and lending vary quite widely. The rates offered by the financial institutions to lenders will obviously be less than the rates charged by the same institutions for loans, as the major portion of the firms’ costs (including profit) are met by this differential. What, then, are the reasons behind variations in interest rates? Basically, interest rates vary due to reasons associated with the risk and maturity period of any given loan. Risks arise because the future is uncertain. Generally, if a loan is made for a purpose which has a higher level of uncertainty (higher risk) surrounding repayment of the money, the interest rate charged will be higher. This is because lenders require a higher rate of return to compensate them for taking that risk. Generally, loans to government carry the lowest degree of risk, and thus offer the lowest rates of interest.
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Investigating Macroeconomics Interest rates vary according to the amount of risk involved, and the length of time over which the risk is held. Generally, the greater the risk, the higher the interest rate, and the longer the term, the higher the rate. Find the current interest rates for the following forms of credit in Australian money markets and capital markets: the RBA cash rate



180 day bank bills



your savings transaction account



3 year Treasury bonds



10 year Treasury bonds



a two year bank fixed deposit



housing loan (variable rate)



business overdraft (small business)



credit cards



Record the sources of your data. Chart the course of ONE of these interest rates over the last five years



Numeracy - locate and access data Time is an important influence on interest rates. Longer term interest rates are usually higher than short term rates, because lenders need to be compensated for parting with their funds over a longer period. A longer loan period equates with greater risk and greater uncertainty and therefore the interest rate should be higher than for a short term loan. Figure 13.2 shows the fluctuations in a number of interest rates in the Australian market. Notice how all rates rose as the economy grew strongly Figure 13.2 Interest rates in Australia Interest rate % p.a.
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Monetary policy in 2007, then fell in the second half of 2008 with the onset of the GFC. Global interest rates tumbled to very low levels - the Reserve Bank slashed Australia’s cash rate from a high of 7.25 per cent in March 2008 to just 3 per cent by April 2009. The 90 day bank rate fell from around 8 per cent to 3 per cent, while the ten year bond rate fell from just under 7 per cent to around 4.2 per cent. All of the rates shown increased somewhat over 2009 - 2011, but fell after mid 2011 in response to continued slow economic growth. The relationships described between interest rates and (i) risk and (ii) time to maturity generally holds. The bold line is the official RBA cash rate - the overnight interbank rate charged on banks borrowing to fund their day-today exchange settlement needs. The 90 day bank bill rate (normally just a bit higher than the cash rate) is used as the benchmark for short term interest rates. The 10 year bond yield represents the yield at which government securities are traded on financial markets, not the interest rates at which the loans were issued. Note that this is higher than the cash and 90 day rates although bonds bear little risk because they are government issued, they specify a longer time period. The business lending rates are higher again, the higher small business rates representing the perceived risk of lending to a small firm.



The market for loanable funds To analyse how the financial system coordinates an economy’s saving and investment we focus on the market for loanable funds. This is the market in which savers supply funds and investors borrow funds. There are three main financial markets in the economy consisting of the loans market, the bond market and the share market. For our purposes it is convenient to group these three markets together into one market which we call the market for loanable funds. We can then use our model of demand and supply to analyse how this market operates. The demand for loanable funds (DLF) is the quantity of funds demanded for investment by the private sector and the government. Investment comprises business investment and residential investment in housing. The government’s budget deficit is the excess of government spending over government revenue. The demand for loanable funds will be a negative function of the real rate of interest (see figure 13.3). The higher the real interest rate, the smaller the quantity of loanable funds demanded. Remember that the real interest rate represents the price or opportunity cost of funds. Firms (and households) will be willing to demand more funds for investment at lower real interest rates. At higher real interest rates, the cost of borrowing funds increases and firms will demand less funds. The supply of loanable funds (SLF) is the quantity of loanable funds supplied to the market. The main source of loanable funds is from savings
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Investigating Macroeconomics The market for loanable funds determines the equilibrium interest rate in the economy. The supply of loanable funds (SLF) represents the total pool of savings in the economy - both private and government savings. The demand for loanable funds (DLF) is the quantity of funds demanded by firms, households and the government for investment. In this market the equilibrium rate of interest is 5% and $100 billion of funds are supplied and demanded.



Interest rate



SLF Excess supply: rates fall



7%



Equilibrium



6% 5%



Excess demand: rates rise DLF 100



Figure 13.3 The market for loanable funds



Loanable funds $ billion



- private savings by households and firms and government saving from budget surpluses. As illustrated in figure 13.3, the supply of loanable funds is a positive function of the real interest rate. As the real interest rate rises, the quantity of loanable funds supplied will increase - higher interest rates are an incentive to save. The equilibrium real interest rate in the market for loanable funds represents both the return to saving and the cost of borrowing funds. The equilibrium interest rate adjusts to balance the demand and supply of funds. In our example, the equilibrium real interest rate is 6 per cent and the quantity of funds available is $100 billion. If the real interest rate was 7 per cent, then there would be an excess supply of funds, putting downward pressure on the interest rate. If the real interest rate was 5 per cent, on the other hand, the quantity of loanable funds demanded would exceed the quantity supplied and the real interest rate would rise towards equilibrium. What causes real interest rates to fluctuate? It is important to remember that interest rates are prices – the price of money and credit. The market forces of demand and supply are fundamental in determining the movement in interest rates. The level and movement in interest rates will reflect conditions in both the domestic and the global economy. Using our model of the market for loanable funds we can examine the factors that can cause either the demand curve or the supply curve to shift. For example, an increase in interest rates can be caused by either an increase in the demand for funds or a decrease in the supply of funds. Interest rates will fall if there is an increase in the supply of funds or a decrease in the demand for funds. Figure 13.4 shows the effect of an increase in demand and a decrease in supply.
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Monetary policy Interest rate
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Figure 13.4 Changes in interest rates



An increase in real interest rates What factors could increase the demand for loanable funds? • An increase in economic activity: If business confidence grows and profit expectations increase, then firms will increase their demand for funds to finance increased investment. When employment and incomes are high, households are likely to increase their demand for housing which will also boost the demand for loanable funds and shift the DLF curve to the right. An increase in demand for funds by the private sector will increase real interest rates and the quantity of funds invested. • A government budget deficit: this occurs when the government’s planned spending exceeds its revenue. The government must borrow to meet the shortfall and this will increase the demand for funds and raise interest rates. But this will have a negative effect on private investment. Private investment decreases and is said to be ‘crowded out’ by the increase in government spending. What factors could cause a decrease in the supply of loanable funds? • A decrease in private saving: If firms and/or households decrease their saving, the SLF curve will shift to the left, increasing real interest rates and lowering the quantity of funds invested. A fall in economic activity will lead to a fall in the profits of firms and an increase in unemployment. Lower real incomes will decrease the overall level of saving in the economy and raise interest rates.
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Investigating Macroeconomics A decrease in real interest rates Real interest rates will fall if either the demand for loanable funds decreases or the supply of loanable funds increases. What factors could decrease the demand for loanable funds? • A decrease in economic activity: If the economy contracts and production and employment levels fall, then investment by firms will decrease which will reduce the demand for loanable funds. In times of low economic activity, households will also decrease their demand for housing and durable goods such as motor vehicles. The DLF curve will shift to the left, decreasing real interest rates and the quantity of funds available. What factors could cause an increase in the supply of loanable funds? • A government budget surplus: this occurs when the government’s planned revenue exceeds its spending. The government is effectively saving and this will increase the supply of funds and decrease the real interest rate. This will have a positive effect on private investment. Private investment increases and is said to be ‘crowded in’ by the increase in government saving. • An increase in private saving: an increase in household income will normally increase saving. Similarly, an increase in business profits may lead to an increase in corporate saving. Australia’s household saving rate has increased in recent years and may be the result of cautious behaviour. The global financial crisis of 2008 reduced people’s wealth and changed their attitude to debt. When people are uncertain about the future, they are more likely to save.



What is monetary policy? Monetary refers to those actions taken by the Reserve Bank of Australia to affect monetary and financial conditions in the economy by affecting the price of money and credit. Monetary policy involves setting the interest rate on overnight loans in the money market (‘the cash rate’). The aim of monetary policy is to help achieve sustainable growth in the long run by controlling inflation. Inflation reduces the value of money and undermines the confidence of households and firms. High levels of inflation can have a negative effect on economic growth and living standards. This is why low inflation or price stability is seen as a vital objective in achieving long term economic stability. The objectives of monetary policy are defined in the Reserve Bank Act: • the stability of the currency of Australia (price stability or low inflation)
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Monetary policy • • 



the maintenance of full employment (low unemployment) in Australia; and the economic prosperity and welfare of the people of Australia.



The most important objective of monetary policy is, arguably, price stability. Most central banks set an inflation target in order to promote financial stability and protect the value of money. Keeping inflation low also helps to achieve the second objective of low unemployment. Low inflation promotes business confidence and encourages investment which underpins economic growth. The first two objectives lead to the third and most important objective of monetary and economic policy as a whole. The key objective of economic policy is to improve living standards. Higher living standards can be achieved through economic growth which increases employment and raises national income. Economic growth is quite often accompanied by inflation which can impose costs on the economy. Inflation undermines economic growth because it increases uncertainty, redistributes income and encourages investment in non-productive assets. Inflation can undermine the value of the currency and erode the value of people’s savings. High cost inflation is often associated with Benefits of low inflation a rise in unemployment and a stagnant Maintains the real value of money economy - often referred to as stagflation. Protects the value of savings Inflation leads to higher interest rates which Keeps nominal and real interest rates reduces private sector spending and lowers low economic growth. Inflation also reduces Promotes productive investment international competitiveness. If Australia’s Reduces uncertainty which promotes inflation rate is higher than other countries, long term growth and job creation then Australia’s exports will be less Promotes international competitiveness competitive. Domestic producers will also Does not distort income distribution find it difficult to compete with imported Improves decision making goods and services. For these reasons price stability is seen as a crucial objective in order to achieve sustainable (non-inflationary) economic growth and promote increases in employment. Most central banks around the world tend to focus almost exclusively on price stability as their number one priority. The Reserve Bank believes that by keeping inflation low, the other two objectives can be achieved. Price stability is the means by which the other two objectives of low unemployment and rising economic prosperity can be realised. Achieving a low rate of inflation helps businesses in making sound investment decisions, encourages employment growth and preserves the value of the currency. This protects people’s savings. The Reserve Bank has adopted a medium term strategy of keeping consumer price inflation between 2 and 3 per cent, on average, over the business cycle.
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Investigating Macroeconomics This is referred to as inflation targeting. Inflation can be measured using the ‘headline’ or the underlying rate. The headline rate is measured by the consumer price index (CPI) – this is the most commonly used measure of inflation. The Consumer Price Index measures quarterly changes in the price of a ‘basket’ of goods and services which account for a high proportion of expenditure by metropolitan households. Underlying or core inflation is the headline inflation rate minus volatile and seasonal elements and is meant to provide a more accurate measure of inflation. Economists prefer to focus on measures of underlying inflation because the headline inflation numbers can be misleading due to certain volatile categories. What are the key volatile components of the consumer price index? Typically it is fruit and vegetable prices, which are subject to seasonal factors and retail petrol prices which reflect movements in the world oil price and changes in the exchange rate. Removing these volatile components from the headline rate can have quite a dramatic effect on the core rate of inflation. The Reserve Bank calculates its own measure of underlying inflation by using two statistical measures known as the ‘trimmed mean’ and the ‘weighted median’. These are basically averaging techniques and eliminate the top and bottom of the CPI price series to provide an approximate estimate of the ‘true’ rate of inflation. Figure 13.5 shows the different measures of annual inflation for the Australian economy between 2011 and 2014. There are four measures - the headline CPI; the CPI excluding volatile items; the weighted median and the trimmed mean. The Reserve Bank averages the weighted median and the trimmed mean to derive its measure for underlying inflation. Figure 13.5 Measures of inflation The Reserve Bank has an inflation target of between 2 and 3% over the economic cycle. It pays more attention to measures of underlying inflation than the ‘headline’ rate of inflation. During 2014, the headline rate nudged the upper edge of the target, but underlying inflation remained below 3%.
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Date



Headline CPI (% p.a.)



exclude Volatile Items



Weighted Median



Trimmed Mean



Sept 2011



3.4



2.3



2.7



2.6



Dec 2011



3.0



2.6



2.5



2.8



March 2012



1.6



2.0



2.0



2.2



June 2012



1.2



1.8



1.7



1.9



Sept 2012
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2.4



2.2



2.2



Dec 2012



2.2



2.4



2.3



2.2



March 2013



2.5



2.4



2.6



2.2



June 2013



2.4



2.6



2.7



2.3



Sept 2013



2.2



2.4



2.5



2.3



Dec 2013



2.7



2.6



2.7



2.5



March 2014



2.9



2.7



2.7



2.7



June 2014



3.0



2.8



2.6



2.8



Sept 2014



2.3



2.1



2.6



2.5 Source: ABS Cat 6401.0



Monetary policy In June 2014, Australia’s headline rate of inflation was 3.0 per cent, but each of the underlying measures were below 3 per cent.



How is monetary policy implemented? The Reserve Bank monitors domestic and international economic conditions. It needs to be aware of changes in a number of leading economic indicators to assess the strength or weakness of the economy and the position of the economy in six to twelve month’s time. The Reserve Bank not only monitors changes in the CPI, but closely tracks changes in wages, the retail sector, the labour market, the housing sector, business investment, the exchange rate, the terms of trade, the balance of payments, the national accounts as well as international economic data. The Reserve Bank needs to assess the state of the economy and it needs to know the position of the economy in the business cycle. Monetary policy is meant to be forward looking. This means that the Reserve Bank’s actions will affect the economy in six to twelve months time. For example, if the Reserve Bank believes that inflationary expectations are beginning to rise, then they will increase interest rates before the inflation rate increases. The Reserve Bank Board meets on the first Tuesday of each month to review these indicators. Reserve Bank staff brief the Board on current economic conditions, after which the Board announces what the target cash rate will be for the next month. The Reserve Bank now conducts monetary policy by changing short term interest rates. It does this through its domestic market operations with financial institutions in the short term money market. The tool of monetary policy is the cash rate. The cash rate is determined by the demand for and supply of overnight funds between financial institutions and the Reserve Bank. The Reserve Bank controls the supply of funds which financial institutions use to settle their transactions with each other. These funds are referred to as exchange settlement funds.



There are two ways of implementing monetary policy- through the availability of credit (the money supply) or its price (interest rates). The quantity method was used in Australia until the early 1980s. The Reserve Bank used direct measures, such as liquidity ratios, and interest rate controls on banks. The Reserve Bank abandoned direct controls in the 1980s, as part of the financial deregulation process, to allow market forces to play a greater role in determining the cost of credit.



Open market operations Open market operations consist of buying or selling of Australian government securities. If the aim is to tighten monetary policy, the Reserve Bank will enter the money market to create a shortage of cash by selling securities. This will increase the price of cash - the cash rate - and will cause other short and long term interest rates to rise (for example, the 90 days bank bill rate, the prime rate, personal loans and mortgage rates). Higher interest rates mean that the
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Investigating Macroeconomics price of borrowed money has increased. If the cost of borrowing rises then the demand for credit will contract and private spending in the economy will fall. If the RBA announces that it intends to raise the cash rate, then the monetary policy stance is said to tighten. In other words, monetary policy is said to have adopted a contractionary stance. If the Reserve Bank wants to ease monetary conditions, on the other hand, then it will use market operations to create a surplus of cash by buying securities. This will reduce the price of cash and place downward pressure on interest rates charged on loans by banks and other financial institutions. The cost of borrowing will fall, the demand for credit will rise and spending and economic activity will expand. If the Bank announces that it intends to lower the cash rate, then the policy stance is said to ease. In other words, monetary policy is said to have adopted an expansionary stance. Figure 13.6 illustrates changes in the Reserve Bank’s cash rate over time and suggests monetary policy stances. The neutral stance implies the bank feels rates are about their long term average. At the time of writing (November 2014), the Reserve Bank cash rate was at historically low levels - 2.5 per cent. The rate had been at this level for over a year! This stance was prompted by below average levels of economic activity. RBA monetary policy statements during the year often referred to ‘below trend growth’; ‘reluctance of nonmining business to increase investment’; ‘subdued labour market conditions’ and ‘average consumer confidence’ in describing domestic economic conditions. From an international perspective, the Bank often reported ‘falling commodity prices’ and ‘modest economic growth in the Euro area’ although it noted some pick up in the United States economy after mid year. Figure 13.6 Monetary policy changes Date The Reserve Bank increases the cash rate when the economy expands too fast and inflation rises above the target range of 3%. The Bank decreases the cash rate when the economy is in a downturn, unemployment is high and business confidence is low.
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7 Oct 2009 4 Nov 2009 2 Dec 2009 3 Mar 2010 7 Apr 2010 5 May 2010 3 Nov 2010 2 Nov 2011 7 Dec 2011 2 May 2012 6 June 2012 3 Oct 2012 5 Dec 2012 8 May 2013 7 Aug 2013



Change in cash rate +0.25 +0.25 +0.25 +0.25 +0.25 +0.25 +0.25 -0.25 -0.25 -0.50 -0.25 -0.25 -0.25 -0.25 -0.25



New cash rate target 3.25 3.50 3.75 4.00 4.25 4.50 4.75 4.50 4.25 3.75 3.50 3.25 3.00 2.75 2.50



Monetary policy stance Contractionary Contractionary Contractionary Contractionary Contractionary Neutral Neutral Expansionary Expansionary Expansionary Expansionary Expansionary Expansionary Expansionary Expansionary Source: RBA



Monetary policy In 2009-2010, by contrast, the RBA increased cash rates on seven occasions. Its reasons included ‘recovery from the relatively mild downturn’ (referring to Australia’s performance in the GFC); a ‘growing level of confidence’; ‘optimism in the resources sector’; and ‘rising housing prices, especially in Melbourne and Sydney’.



The transmission mechanism Changes in the cash rate influence the expectations of the private sector and affect the level of domestic demand in the economy. How changes in interest rates affect the level of economic activity in the economy is referred to as the transmission mechanism – illustrated in figure 13.7. A change in the cash rate by the Reserve Bank will precipitate changes in other interest rates. Changes in interest rates lead to changes in private spending which affects output and employment, and prices. There are a number of different aspects to the transmission mechanism, because changes in interest rates affect: • saving and investment decisions; • the cash flow of households and firms; • wealth and asset prices; and • the exchange rate. Changes in interest rates have important effects on households’ decisions to save and firms’ decisions to invest. A rise in interest rates will increase Figure 13.7 The transmission mechanism CASH RATE



Interest rates



Asset prices



Expectations



Domestic spending consumption and investment



Exchange rate
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Output (GDP) and employment



Prices and wages



Changes in interest rates affect the spending decisions of both households and business firms (i.e. consumption and investment). The interest rate also affects the exchange rate, which affect net exports. In this way a change in interest rates can affect economic growth and inflation.



Inflation



275



Investigating Macroeconomics the incentive to save because it will increase the return on deposits with financial institutions. At the same time a rise in interest rates increases the cost of borrowing funds and so will reduce spending by households and reduce the demand for finance. Businesses often borrow to invest, so a rise in interest rates will reduce the demand for investment funds because it will affect the profitability of many investment projects. Interest rates also affect the cash flow position of both households and firms. A rise in mortgage rates for example, will reduce the amount of income available for households to spend on other goods and services. If borrowing costs increase for firms then this will also affect a firm’s cash position. Most firms are net borrowers, which means that interest payments on their overdraft and loan accounts represent a significant portion of their profits. If interest rates rise then firms will have less cash to pay expenses and are not likely to expand production or increase employment. Interest rates can have important effects on wealth and asset prices. A rise in interest rates makes shares less attractive compared to bonds and this leads to a fall in the stock market. Share prices begin to decline, which lowers the wealth of households with share portfolios and ultimately will lead to a decrease in spending. A rise in interest rates will also lower asset prices such as property which also decreases people’s wealth. Interest rates also affect the exchange rate. A fall in interest rates will reduce capital inflow, which will reduce the demand for the currency, and will lead to a currency depreciation. A lower exchange rate will decrease export prices and increase import prices. This will increase net exports and again raise total spending in the economy. This is why monetary policy is considered to be quite powerful when coupled with a free exchange rate. Lowering interest rates not only stimulates private spending (consumption and investment) but also increases net exports (X –M).



Contractionary stance - policy transmission A rise in interest rates is designed to have a contractionary effect on aggregate demand. A rise in interest rates will help to prevent the economy from ‘overheating’ and stop inflation from rising above the target threshold of 3 per cent. Higher interest rates have a dampening effect on private spending, especially durable consumption and investment spending. Investment demand is a negative function of interest rates. Higher interest rates increase the cost of borrowing funds and reduce disposable income of households and the cash flow of firms. Mortgage payments represent one of the major items of household expenditure. Small changes in interest payments can have a significant effect on monthly repayments. Credit card repayments will also be affected by changes in interest rates. Credit card debt has increased quite significantly over time which means that a rise in interest payments can have a large impact on a household’s budget.
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Monetary policy a. Investment demand curve



b. Aggregate expenditure model Expenditure
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A rise in interest rates discourages investment spending, leading to a fall in aggregate expenditure and a decrease in the equilibrium level of income.



Real GDP



Figure 13.8 Contractionary monetary policy (AE model) Higher interest rates will discourage both households and firms from increasing their borrowing and help to reduce current expenditure. Aggregate expenditure in the economy will fall which will help to slow the economy’s growth rate. This is shown in the aggregate expenditure model in figure 13.8. Panel (a) shows investment demand as a negative function of interest rates. A rise in interest rates will decrease private investment. Panel (b) uses the aggregate expenditure model to show the impact of the decrease in investment on the level of output via the multiplier process. A rise in interest rates may also provide a cushion to a depreciating exchange rate. Differences in relative interest rates can affect financial capital flows between countries. A rise in Australia’s interest rates against the United States, for example, will usually result in an inflow of foreign investment into the Australian economy, increasing the demand for $A in the foreign exchange market and appreciating the currency. Note that if we used the AD/AS model, a rise in interest rates would be modelled as a leftward shift of the AD curve.



Expansionary policy transmission As illustrated in figure 13.6, the Reserve Bank reduced the cash rate on eight occasions after November 2011, with the August 2013 decision establishing a record low for Australian cash rates. Other things being equal, lower interest rates reduce the costs of borrowing funds and increase the disposable income of households and the cash flow of firms. Lower interest rates thus encourage households and firms to increase their borrowing and increase current expenditure. Aggregate expenditure in the economy will rise which will help to raise the economy’s growth rate. Aggregate expenditure would increase raising the level of output, employment and income, the opposite scenario to that shown in figure 13.8. Had we used the AD/AS model, a cut in interest rates would shift the AD curve to the right.
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Investigating Macroeconomics A fall in interest rates may affect financial capital flows between countries. A fall in Australia’s interest rates compared to those on offer in the United States, for example, will usually result in an outflow of foreign investment from the Australian economy, reducing the demand for $A in the foreign exchange market and depreciating the currency. Sometimes it may be prudent for the Reserve Bank to adopt a neutral stance. This means setting interest rates at a level that is neither stimulatory nor contractionary. A neutral stance implies neither a positive nor negative influence on the economy. During 2010, the Reserve Bank increased interest rates to bring them back to a more ‘normal’ setting as the economy recovered. Figure 13.6 shows that when the cash rate was between 4 and 4.5 per cent, this would be referred to as a neutral stance. It is important to note that a rise in interest rates (fall) does not necessarily mean that it represents a contractionary (expansionary) stance.



Inflation targeting



The Reserve Bank’s current monetary strategy is called inflation targeting. This was formally established with the “Statement on the Conduct of Monetary Policy” in 1996. This was an agreement between the Reserve Bank and Government setting out the Bank’s inflation objective and recognition of the Reserve Bank’s independence in setting monetary policy. Price stability is viewed as an essential precondition to sustain long term economic growth. By keeping inflation low, it is possible to keep the economy growing for an extended period. Normally, economic expansions end when the economy peaks, inflation becomes a problem and high interest rates push the economy into a contraction. If inflation is kept low while the economy is growing, then economic expansions can be sustained. The usual boom-bust cycles can be avoided. Australia’s recession in 1991 was policy-induced because interest rates had been raised to very high levels to reduce inflation. Australia has not had an official recession since 1991. This is one of the longest expansion periods in Australia’s history and it could be argued that it is in large part due to the Reserve Bank’s success in keeping inflation low. The Australian economy did enter a severe contraction in the December quarter 2008 and while avoiding a technical recession, the economy was very weak in 2009, with a GDP growth rate of less than 1 per cent. To achieve medium term price stability, the Reserve Bank adopted the objective of keeping inflation between 2 and 3 per cent, on average, over the course of the economic cycle. Part of this new era of monetary policy is a move to make monetary policy more transparent. This means that the Reserve Bank believes it is important to announce and explain its policy decisions. In the past, interest rate changes were made with no announcement from the Reserve Bank. The financial markets had to ‘guess’ the stance of monetary
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Monetary policy policy. Now the Reserve Bank is very open about the nature and direction of policy. This helps to make monetary policy more effective in controlling inflation and influencing economic activity. The close link between the cash rate and inflation is shown in figure 13.9. The Reserve Bank’s target zone of 2-3 per cent is shaded on the graph. Both the cash rate and the inflation rate follow similar paths. The cash rate was quickly raised in 2007-08 as inflation increased well above the target zone. The global financial crisis of 2008-09 saw inflation tumble and interest rates followed suit. Rates were again raised during 2010 back to more normal levels as inflation began rising again. Since late 2011, they have been cut eight times to historic lows (2.5 per cent). As monetary policy is said to be ‘forward looking’ (sometimes called ‘pre-emptive policy’), this implies that the RBA sees little chance of inflation rising above its target band for some time. Changes in the inflation rate serve as a useful leading indicator of economic activity. If prices begin to rise it tends to indicate that the economy is starting to accelerate so the Reserve Bank will consider raising the cash rate. When inflation falls, it is usually a sign that the economy is weakening. Australia is not the only country to have adopted inflation targeting as the guiding objective for monetary policy. Other countries such as Canada, the United Kingdom, New Zealand and Sweden have also adopted inflation targets. The results have been very encouraging. Since the adoption of inflation targets, inflation in the group of inflation targeting countries has fallen. The importance of announcing an inflation target and being seen to pursue that target is vital in terms of influencing the expectations of firms and households. The economic growth and inflation data also show that the Figure 13.9 Inflation and the cash rate 8
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The Reserve Bank’s objective is to keep inflation between 2 and 3 per cent over the business cycle. The Reserve Bank increased the cash rate between 2006 -2008 as inflation increased. Rates were cut quickly after the global financial crisis of 2008-09, then rose slowly until late 2011, when they were cut again (to historically low levels) due to slow growth.
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Investigating Macroeconomics inflation targeting approach to monetary policy has been successful for the Australian economy in keeping inflation low and in promoting a satisfactory rate of economic growth.



Strengths of monetary policy Monetary policy is recognised as being the most important economic policy tool of the government to influence economic activity because of its flexibility and the speed at which monetary policy decisions can be made and implemented. Changes in interest rates can have a powerful effect on the level of spending in the economy. Arguably the greatest strength of monetary policy is its flexibility. Decisions about whether to raise or cut the cash rate are made every day by the RBA - thus monetary policy can be far more flexible than other types of policy. It does not require specific authorisation by Parliament, which also adds to its flexibility. The decision and action time lags for monetary policy are relatively short compared with fiscal policy. The Reserve Bank is an independent authority and is not aligned to the government in power. The transmission route for monetary policy is more subtle than that of other policies. Interest rates affect every sector of the economy, and people tend not to see the policy as particularly aimed at ‘them’. Monetary policy is independent of the political process. Decisions made by the Reserve Bank are based on economic rather than political reasons. It is recognised that monetary policy is more effective in the control of high levels of aggregate demand and inflation, than during the recession phase of the business cycle. Tighter money policy has greater force than easy money policy because higher interest rates have more direct effect on economic decisions than do lower rates. When interest rates are high, they assume a very important role in the decisions of consumers who have to borrow, or investors comparing likely rates of return. Finally, there is an important link between interest rates and the exchange rate. Changes in interest rates affect the interest rate differential with other countries which affects movements in financial capital. A cut in interest rates for example will lead to a fall in capital inflow (foreign investment). This will reduce the demand for the currency and lead to a depreciation. Net exports will be stimulated as export prices fall and import prices rise. Thus an expansionary monetary policy (reducing interest rates) will not only increase consumption and investment, but also increase net exports. The effect of monetary policy on net exports, via the exchange rate, is an important part of the transmission mechanism.
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Monetary policy Weaknesses of monetary policy Both fiscal and monetary policy suffer from time lags. Time lags can be split into two broad types – the inside lag and the outside lag. The inside lag refers to the time it takes to undertake a policy action. The inside lag consists of: • the recognition lag: the time taken to recognize a change in economic conditions; • the decision lag: the time taken to make a policy decision; • the action or implementation lag: the time taken to implement the policy decision. The inside lag for monetary policy is relatively short. This is an advantage compared with fiscal policy where the inside lag is very long. The outside lag refers to the time it takes for the policy to actually affect the level of economic activity – the effect lag. The effect lag for monetary policy is longer than for fiscal policy. This is because monetary policy works indirectly through interest rates to affect the level of aggregate demand in the economy. For example, after the global financial crisis of 2008-09 interest rates were lowered to very low levels but it took time before the private sector began to borrow and invest. Fiscal policy works more directly because it changes either government spending or taxation which affect aggregate demand more quickly. Monetary policy is more effective in a period where economic activity is high, than when the economy is in recession. Low interest rates may not be sufficient to stimulate private spending when economic conditions are pessimistic. For example, the cash rate could be could be 3 per cent or less, but if the investor did not expect favourable economic conditions in the future, then they may not wish to borrow funds and invest even though the cost of borrowed money is relatively low. The old adage that ‘you can lead a horse to water, but you can’t make him drink’ is an appropriate description of this weakness of monetary policy. Some critics of monetary policy also refer to it as ’pushing on a piece of string’. An excellent example of the ineffectiveness of monetary policy during a severe recession is the United States economy. During 2008-09, the cash rate in the U.S. (known as the Federal Funds rate) fell from 3.5 to just 0.25 per cent. In other words, the official rate had fallen close to zero, but its impact on the economy was negligible. This situation is referred to as a liquidity trap. If consumer and business confidence is very weak then low interest rates may not help to stimulate consumption and/or investment. Direct government spending and taxation cuts may be required to lift the economy out of its slump. Monetary policy is certainly more effective when trying to restrict economic activity rather than expanding it.
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Investigating Macroeconomics Fourthly, monetary policy, unlike fiscal policy, cannot be used selectively to target particular groups or sectors in the economy. Changes in interest rates affect everyone. For example, the Reserve Bank cannot put interest rates up for the state of Western Australia and leave them unchanged for the rest of Australia. Similarly, the Reserve Bank cannot exclude a particular industry such as the car industry from a rise in interest rates. This is why monetary policy is often referred to as a ‘blunt’ policy instrument. Figure 13.10 summarises the use of monetary policy using the AD/AS model. The intention of both loose and tight policy stances is to stabilise economic activity close to the potential level of output.



Case studies Brief case studies are provided below . They refer to the monetary policy stances taken hy the RBA during the period of string growth in 2007, and the extended period of weak growth in 2012-13. Figure 13.10 Monetary policy stances Economy in recession Economic activity is below potential - aggregate demand is insufficient employ all economic capacity, indicated by low economic growth, low inflation, low investment and higher cyclical unemployment. The RBA will adopt an expansionary stance. They will reduce the cash rate to stimulate aggregate demand (AD1 to AD2). Other things being equal, economic growth rates will rise, and there may be some upward pressure on prices. Real output moves closer to the economy’s potential Qp.
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SRAS



P2 P1 AD2 AD1 Q1



Economy in boom Economic activity is higher than potential aggregate demand exceeds economic capacity, indicated by above average economic growth, inflation above 3 per cent, string investment and low cyclical unemployment. The RBA will adopt an contractionary stance. They will increase the cash rate to restrain aggregate demand. Other things being equal, economic growth rates will fall, and the rate of inflation should fall. Real output moves closer to the economy’s potential Qp.
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Price level
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Real output



LRAS SRAS



P1 P2



AD1



AD2



Qp Q1



Real output



Monetary policy



Economic conditions and outlook: strong • • 



2007 Boom



• • • 



Strong growth for the 12th straight year Forecast real GDP growth rate for 2007-08 was 3.75% Inflation rate near top of the RBA target band. Business investment at its highest level in 32 years (up 70% in four years) Unemployment rate lowest in many years - 4.5%;



• • • • 



Real household wealth doubled over last 10 years Strong terms of trade and strong exports in mining and agriculture after the end of the drought Government had eliminated net debt in 2005-06. Conclusion: boom conditions but low inflation reduces pressure



Contractionary monetary policy stance- cash rate rises 0.25% At its meeting yesterday, the Board decided to increase the cash rate by 25 basis points to 6.5 per cent. The Board judged that a somewhat more restrictive monetary policy setting was required in order to keep inflation consistent with the target in the medium term. Extract from the Statement by the RBA Governor, 8 August 2007



• • • • • • 



Domestic growth below trend - 2.7% p.a. World growth softening in late 2011 Quarterly inflation rate for March just 0.1%; Business confidence turns negative in March quarter; reflects Euro area decline; Capacity utilisation returns to 2009 (low) levels Unemployment rate at 5.2%, up from 2011 figure;



• • • • 



Job vacancies have been falling since mid 2011; Terms of trade have fallen by 20 percentage points in six months European purchasing managers index had fallen below 50 in last months of 2011; Conclusion: Economic indicators suggested slowing economy since middle of 2011.



Expansionary monetary policy stance - cash rate falls 0.5% At its meeting today, the Board decided to lower the cash rate by 50 basis points to 3.75 per cent, effective 2 May 2012. This decision is based on information received over the past few months that suggests that economic conditions have been somewhat weaker than expected, while inflation has moderated.



2012 weak growth



Economic conditions and outlook: weak growth



Since it last changed the cash rate in December, the Board has maintained the view that the setting of policy was appropriate for the time being, but that the inflation outlook would provide scope for easier monetary policy, if needed, to support demand. A reduction of 50 basis points in the cash rate was judged to be necessary in order to deliver the appropriate level of borrowing rates. Extract from the Statement by the RBA Governor, 1 May 2012



Figure 13.11 Monetary policy decisions
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Investigating Macroeconomics Worksheet 1 Read pages 263-269 to answer the following questions.



1. Define monetary policy. 2. Why is monetary policy seen as more important than fiscal policy? 3. What is the ‘cash rate’? 4. Outline the role of the financial sector. 5. Outline the three functions of money. 6. Explain the term ‘financial intermediation’. 7. Explain why a stable financial system is important to the economy. 8. What is the goal of price stability? 9. What is the role of the Reserve Bank? 10. What do interest rates represent? 11. Distinguish between nominal and real interest rates. Which is more important? 12. What is the market for loanable funds? 13. Distinguish between the demand for loanable funds and the supply of loanable funds. 14. Explain what will happen to the demand for loanable funds if economic activity increases. What will be the effect on interest rates? 15. Explain what will happen to the supply of loanable funds if households increase their savings. What will be the effect on interest rates? 16. Why are interest rates normally low during a recession? 17. How does a government deficit affect the market for loanable funds and interest rates? 18. What is meant by ‘crowding out’? 19. Why did interest rates fall in Australia after the GFC?



Multiple choice 1 1. 



The most important monetary policy tool of the Reserve Bank is a. the Budget deficit. b. the exchange rate. c. the cash rate. d. the 90 day bank bill rate.



2. 



Real interest rates are usually defined as a. the actual market rates available for households and business. b. nominal interest rates less the expected rate of inflation. c. nominal interest rates less the overseas rate. d. the official cash rate determined by the Reserve Bank.



3. 



If the rate of interest on bank loans is 10% and the expected rate of inflation is 3% and the economic growth rate is 4%, then the real rate of interest on bank loans is a. 13%. b. 7% c. 6% d. 3%
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Monetary policy 4. 



What effect will an increase in household saving have on the market for loanable funds? a. The supply of loanable funds will decrease increasing interest rates. b. The supply of loanable funds will increase decreasing interest rates. c. The demand for loanable funds will decrease decreasing interest rates. d. The demand for loanable funds will increase increasing interest rates.



5. 



Which of the following could explain a general fall in interest rates? a. A sudden decrease in consumption and investment spending. b. A shortage of funds available for lending. c. A tightening of monetary policy. d. An increase in the rate of inflation.



6. 



In Australia the most important economic policy used to stabilise the economy is a. fiscal policy. b. monetary policy. c. microeconomic reform. d. wages policy.



7. 



If you had to choose between holding your wealth as money or as an interest bearing bond, the ________ the interest rate on the bond the _________ money you would hold. a. higher, more. b. lower, less. c. higher, less. d. none of the above.



8. 



Which of the following is most likely to be affected by changes in the rate of interest? a. consumer spending. b. investment spending. c. government spending. d. exports of goods and services.



9. 



The Reserve Bank of Australia is responsible for a. controlling the exchange rate and the inflation rate. b. administering both monetary policy and fiscal policy. c. controlling the cash rate and the exchange rate. d. administering monetary policy and maintaining financial stability.



10. 



A government budget deficit will a. increase the supply of loanable funds increasing interest rates. b. decrease the supply of loanable funds decreasing interest rates. c. increase the demand for loanable funds decreasing interest rates. d. decrease the demand for loanable funds increasing interest rates.



Worksheet 2 Read pages 270-284 to answer the following questions.



1. 2. 3. 4. 



What is the Reserve Bank’s monetary policy instrument? List the three objectives of monetary policy. What are the benefits of low inflation? What is the Reserve Bank’s medium term strategy?
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Investigating Macroeconomics 5. Distinguish between the headline and the underlying rate of inflation. 6. Explain how monetary policy works. 7. How does the Reserve Bank influence interest rates in the economy? 8. What is the monetary ‘transmission mechanism’? 9. Briefly describe the four channels in the monetary transmission mechanism. 10. How does a change in interest rates affect the level of aggregate expenditure? 11. Explain the link between interest rates and the exchange rate. 12. When would the Reserve Bank want to ‘tighten’ monetary policy? 13. Explain the strategy of inflation targeting. 14. List the key strengths of monetary policy. 15. Identify the different time lags associated with economic policy. Which lags are important for monetary policy? For fiscal policy? 16. Why is monetary policy considered ineffective during a recession? 17. Why is monetary policy more flexible than fiscal policy? 18. How does a free exchange rate improve the effectiveness of monetary policy? 19. Why did the Reserve Bank lower the cash rate during 2008-09? 20. Why did the Reserve Bank raise interest rates during 2010?



Using economic models Refer to the first model shown below which depicts the investment demand curve. interest rate



interest rate



I I Investment



1. 2. 3. 4. 5. 



Investment



Explain why investment and interest rates are negatively related. What other factors other than interest rates affect investment? Which investment demand curve is more responsive (more elastic) to interest rates? For each diagram, illustrate the effect of a decrease in interest rates on investment. For which investment demand curve would monetary policy be more powerful. Explain your answer. 6. Which investment demand curve would more likely be associated with the boom phase of the business cycle; the recession phase of the business cycle? Provide reasons.
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Monetary policy Refer to the diagram below. In panel A (aggregate expenditure model) the economy is initially located at income level Y1, the full employment level is Yf. In Panel B (ADAS model) three different income levels are shown dependent on the level of aggregate demand. Exp
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Price Level
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AD2 AD1 Y1



Yf
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Y2 Yp Y3



1. In Panel A describe the position of the economy at income level Y1. Is the economy in a deflationary or inflationary gap? Would inflation or unemployment be a bigger problem in this economy? 2. What type of monetary policy should the Reserve Bank employ: tight or easy? What will the Reserve Bank do to the cash rate? 3. Copy Panel A and illustrate the effect of the Reserve Bank using expansionary monetary policy. 4. What role does the multiplier play in monetary policy? 5. In panel B, if the economy is at income level Y3, what problem is the economy experiencing? What type of monetary policy should the Reserve Bank employ: tight or easy? What would be the impact of this policy on the aggregate demand curve? 6. At income level Y1 (panel B), what problem is the economy experiencing? What type of monetary policy should the Reserve Bank employ - tight or easy? How would this affect aggregate demand and the level of economic activity?



Multiple choice 2 1. 



Which of the following is not one of the Reserve bank’s official objectives of monetary policy? a. The stability of the currency of Australia. b. The stability of the exchange rate of Australia. c. The maintenance of full employment in Australia. d. The economic prosperity and welfare of the people of Australia.



2. 



Contractionary monetary policy is most likely to be used when a. inflation is high, unemployment is low and consumer spending is high. b. inflation is low, unemployment is high and consumer spending is low. c. inflation is high, unemployment is high and consumer spending is low. d. inflation is low, unemployment is low and consumer spending is high.



3. 



What would be the most likely effect of a decrease in interest rates on domestic spending? a. increased spending on imports. b. increased spending on non-durable consumption. c. increased government spending on consumption. d. increased spending on exports.
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Investigating Macroeconomics 4. 5. 6. 



If the economy is producing at a level that is lower than full employment output, ________ monetary policy could be used to _________ aggregate demand and _________ unemployment. a. expansionary; increase; decrease. b. contractionary; decrease; increase. c. expansionary; decrease; decrease. d. contractionary; increase; decrease. The economy is experiencing inflation and the Reserve Bank decides to pursue a tight money policy. Which set of actions would be most consistent with this policy? a. Creating a shortage of funds in the cash market to lower the cash rate. b. Creating a shortage of funds in the cash market to raise the cash rate. c. Creating a surplus of funds in the cash market to lower the cash rate. d. Creating a surplus of funds in the cash market to raise the cash rate.







A newspaper headline reads “The RBA cuts rates for the 3rd time this year.” This that the Reserve Bank is most likely trying to a. increase the value of the Australian dollar. b. reduce inflationary pressures in the economy. c. stimulate the economy. d. slow the rate of economic growth.



7. 



A significant problem with monetary policy is that a. the Reserve Bank of Australia can be influenced by the Treasurer. b. interest rates can only be changed by 0.25%. c. consumers do not react to interest rate increases during a boom. d. it may not be effective during a recession.



8. 



As the interest rate increases, a. the demand for investment curve shifts to the right. b. the demand for investment curve shifts to the left. c. there is a movement down and to the right along the investment demand curve. d. there is a movement up and to the left along the investment demand curve.



9. 



An increase in interest rates will a. increase investment since it will be more profitable to hold shares and bonds. b. increase investment since people will be less willing to hold money. c. decrease investment only if firms have to borrow money to fund the investment. d. decrease investment regardless of whether firms have to borrow.



indicates



10. Which of the following pairs of policy lags is typically shorter with monetary policy than with fiscal policy? a. The decision-making lag and the implementation lag. b. The recognition lag and the effectiveness lag. c. The effectiveness lag and the decision-making lag. d. The recognition lag and the implementation lag. 11. Monetary policy will be more effective in changing real GDP if ___________ is sensitive to changes in ____________ . a. interest rates; investment. b. consumption; tax rates. c. exports; interest rates. d. investment; interest rates.
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Monetary policy RBA extract - May 2014 Refer to the extract from the interest rate decision media statement to answer the following questions. At its meeting today, the Board decided to leave the cash rate unchanged at 2.5 per cent. Growth in the global economy was a bit below trend in 2013, but there are reasonable prospects of a better outcome this year, helped by firmer conditions in the advanced countries. China’s growth appears to have slowed a little in early 2014 but remains generally in line with policymakers’ objectives. Commodity prices in historical terms remain high, though some of those important to Australia have softened further of late. 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. In Australia, the economy grew at a below-trend pace in 2013. Recent information suggests moderate growth is occurring in consumer demand and foreshadows a strong expansion in housing construction. Some indicators of business conditions and confidence have improved from a year ago and exports are rising. But 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, as firms wait for more evidence of improved conditions before committing to expansion plans. Public spending is scheduled to be subdued. The demand for labour has been weak over the past year and, as a result, the rate of unemployment has risen somewhat. More recently, there has been some improvement in indicators for the labour market, but it will probably be some time yet before unemployment declines consistently. Growth in wages has declined noticeably and this has been reflected more clearly in the latest price data, which show a moderation in growth in prices for non-traded goods and services. As a result, inflation is consistent with the target. If domestic costs remain contained, that should continue to be the case over the next one to two years, even with lower levels of the exchange rate. Monetary policy remains accommodative. Interest rates are very low and savers continue to look for higher returns in response to low rates on safe instruments. Credit growth has picked up a little, while dwelling prices have increased significantly over the past year. The decline in the exchange rate from its highs a year ago will assist in achieving balanced growth in the economy, but less so than previously as a result of the rise over the past few months. The exchange rate remains high by historical standards. Looking ahead, continued accommodative monetary policy should provide support to demand, and help growth to strengthen over time. Inflation is expected to be consistent with the 2–3 per cent target over the next two years. 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. Statement by Glenn Stevens, Governor. 6 May 2014. Source RBA.gov.au



1. Who is the “Board’ referred to in the extract? What is the ‘cash rate’? 2. What factors in the extract suggest the economy may have been below its growth trend in early 2014? 3. Explain how output growth could be affected by ‘an exchange rate that remains high by historical standards’’?
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Investigating Macroeconomics 4. Explain the meaning of the phrase ‘monetary policy remains accomodative’. 5. Interest rates overseas were still lower than those in Australian markets. How would the RBA cash rate decision impact on the exchange rate? Use a model similar to that developed in chapter 6. 6. Use the AD/AS model to show the impact of this policy decision on economic activity. To what extent will its impact be immediate?



Data interpretation Question 1 refers to the table right - Australia’s cash rate, growth rate and inflation rate for the period March 2009 to September 2011. Year 2009 March June Sept Dec 2010 March June Sept Dec 2011 March June Sept



Cash rate (%)



Economic growth (% annual)



Inflation (% annua)



3.25 3.00 3.00 3.75 4.00 4.50 4.50 4.75 4.75 4.75 4.75



1.0 0.9 0.9 2.7 2.4 3.1 2.7 2.7 1.0 1.4 1.6



2.5 1.5 1.3 2.1 2.9 3.1 2.8 2.7 3.3 3.6 3.5



1. Prepare a graph which compares and contrasts the cash rate, economic growth and inflation rate for the period shown. 2. Explain the relationship between economic growth and inflation and between the cash rate and inflation. 3. What is the RBA’s target for inflation? What would be an ideal rate of growth for the Australian economy? 4. What evidence suggest that the economy was weak in 2009? 5. Why was the cash rate increased during 2010? Question 2 refers to the graph. 9
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Monetary policy 1. 2. 3. 4. 5. 6. 



What is the meaning of the ‘real’ cash rate? How is it calculated? On average what is the annual difference between the two rates shown in the graph? In which year is the real cash rate highest, and what is that rate? What effect would a high real cash rate have on the economy? In which year was the real cash rate negative? Provide two reasons for this very low rate. Explain how a change in the cash rate affects the exchange rate.



Question 3 refers to the table below. Cash rate



Jun-2014



2.50



90 day bank bills



2.70



10 Year government bond



Lending rates small business



large business



7.10



4.50



3.7



Jul-2014



2.50



2.65



7.10



4.50



3.7



Aug-2014



2.50



2.63



7.10



4.50



3.7



Sep-2014



2.50



2.66



7.10



4.45



3.5



Oct-2014



2.50



2.72



7.10



4.45



3.5 all rates in per cent p.a.



1. Explain the difference between the cash rate and the 90 day bank bill rate. 2. Interest rates have fallen slightly during the time period illustrated. What factors may have caused this reduction? Use the market for loanable funds model to assist your explanation. 3. There is a significant difference between rates charged to small and large business firms wishing to borrow funds. Explain. 4. Over the period, the cash rate did not change, yet market rates fell slightly. Explain. 5. Assume underlying inflation was steady at 2.6 per cent over this period, but rose to 3.2 per cent in late October and then to 3.8 per cent in November. How would the RBA react, and what changes would this have on market rates? Question 4 asks about the hypothetical policy statement below. “The Central Bank has today increased the overnight cash rate charged to banks wanting to borrow money to meet their commitments by 0.5 percentage points, from 7.0 per cent to 7.5 per cent”.



1. Suggest what has happened in the economy to warrant this policy decision. What label would the media apply in reporting the decision? 2. What is meant by the ‘transmission mechanism’? Explain impact the increase in rates would have on (i) housing mortgage rates; (ii) consumer confidence; (iii) the exchange rate of the country’s currency. 3. Use either an AD/AS model or the Keynesian aggregate expenditure model to
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Investigating Macroeconomics illustrate the economic situation and the impact of the policy decision. 4. To what extent would the policy (i) have the desired impact on the economy, and (ii) over what period might that impact occur?



Extended writing Each of the following questions should be answered in 2-3 pages of writing. Include diagrams and examples where appropriate. Pay attention to the allocation of marks when writing your answer.



1. (a) Define monetary policy and discuss the importance of its three objectives. [8 marks] (b) Explain the monetary transmission mechanism and describe how the Reserve Bank uses monetary policy to stabilise the economy. Use a model ito assist your explanation. [12 marks] 2. 



Outline why the Reserve Bank would want to increase interest rates and the effects this would have on the economy. [20 marks]



3. 



(a) (b) 







Explain the concepts of expansionary, contractionary and neutral monetary policy stances. (10 marks) Demonstrate and explain the impact of different monetary policy stances on the level of economic activity, using the AD/AS model. (10 marks)



4. 



Explain briefly the policy objectives of the Reserve Bank of Australia. Describe two reasons why it changed interest rates in (a) the boom of 2006-2007 or (b) the period after the onset of the global financial crisis in 2008, and explain how this change is likely to affect each of the components of aggregate expenditure.



5. 



(a) 



Explain in detail why price stability is regarded as a key objective of many central banks around the world. [10 marks]







(b) 



What policy decision would be expected from central banks if inflation threatened to rise, and how would that decision be transmitted through the real economy to reduce aggregate spending. [10 marks].
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