
Holding the RBA’s feet to the fire 
This note outlines how contractionary monetary policy has needlessly slowed the Australian            
economy in recent years, why the RBA should ease monetary policy today, and how they               
could be more transparent in line with other central banks. 
 
Missing the target 
 
Over the past 5 years the RBA has comprehensively failed to meet their target for inflation                
as agreed to by successive federal governments. Underlying inflation has been consistently            
below the target band in year ended terms since the beginning of 2016, with headline CPI                
below target since the end of 2014. 
 
This period of low inflation is largely due to weak aggregate demand: unemployment has              
been well above 5 per cent since 2016, and GDP growth has been feeble. 
 
However, over this period the RBA has reduced the cash rate only four times - including the                 
past two policy decisions. Between February 2016 and May 2019, the RBA chose to keep               
interest rates unchanged 35 out of 37 times despite core inflation being below the target and                
interest rates far from the zero lower bound. 
 
Quantifying the cost 
 
The cost of this tight monetary policy can be estimated with a back-of-the-envelope             
calculation using the RBA’s most recent general equilibrium model of the Australian            
economy (Rees, Smith and Hall 2016). In this model an (exogenous) 100 basis point              1

reduction in the cash rate results in an increase in the inflation rate of ~0.2 percentage                
points, and an increase in real GDP growth of ~0.6 percentage points over the subsequent               
four quarters.  
 
Under a counterfactual where the RBA cut interest rates by 150 basis points over the course                
of 2016 the core inflation rate would have risen to the bottom of the RBA’s target range,                 
while unemployment would have been ~0.35 percentage points lower.  2

 
A counterfactual in which the RBA eased monetary policy such that underlying CPI returned              
to the mid-point of the target band (2.5 per cent) implies changes in the cash rate which are                  
substantially larger. Assuming linearity, this would have increased GDP by ~2.5 percentage            
points, equivalent to a fall in unemployment ~0.9 percentage points resulting in almost             
90,000 additional jobs being created. This counterfactual would have required nominal           3

interest rates below zero, or switching to unconventional monetary easing at the effective             
lower bound. 

1 This model plays relatively little role in the RBA’s decision making process, but is the main (only?) 
way to model counterfactual scenarios. 
2 The translation of GDP to employment uses Okun’s Law which Lancaster and Tulip (2017) estimate 
as having a coefficient of ~0.3. Ball, Leigh and Loungani (2013) estimate a coefficient for Australia of 
~0.5 which implies an even higher reduction in unemployment. 
3 A point of comparison is the GFC during which the unemployment rate rose 1.9 percentage points 
from trough to peak.  



While these estimates are only a rough guide, they could well be conservative if the NAIRU                
is lower than thought, as in the US (Powell 2019). 
 
Financial stability 
 
It is often argued that higher interest rates can limit or deflate asset bubbles. However, this                
argument implicitly assumes that the costs of higher interest rates - in the form of slower                
growth - more than offset the benefit of slower asset price growth or lower household debt. 
 
Lars Svensson shows in a series of papers (2013, 2017a, 2017b) that a policy of “leaning                
against the wind” has substantial costs. Obviously, if no crisis eventuates, the economy ends              
up weaker than it should have been. A second cost—less obvious, but higher—is a weaker               
economy in the event of a crisis. Svensson (2017a) concludes that the marginal cost of               
leaning against the wind is roughly six times larger than the marginal benefit. 
 
New research from the RBA (Saunders and Tulip 2019) applies this research to Australia              
and shows this policy of “leaning against the wind” is far from optimal, since “...the costs of                 
leaning against the wind [are] three to eight times larger than the benefit of avoiding financial                
crises.” 
 
Instead of using monetary policy to correct an imbalance in a specific sector of the economy,                
regulations targeted at the problem, such as APRA’s macroprudential rules, are generally            
the first best policy response. 
 
Unconventional monetary policy 
 
The RBA has yet to deploy unconventional monetary policy. However, the recent cuts in the               
cash rate have raised the prospect that the effective lower bound will be reached and               
unconventional measures will be required to stabilise the economy. Despite the increased            4

likelihood that unconventional easing will be required, the RBA has yet to announce what              
policies they would use, should short-run interest rates be unable to be lowered. 
 
Monetary policy is much more effective when it is seen to be credible and predictable.               
Bernake, Kiley and Roberts (2019) shows that when firms and households understand how             
policy is implemented the welfare losses from liquidity traps are much significantly smaller.             
When households anticipate further monetary easing the length and magnitude of           
recessions caused by the effective lower bound is much lower. 
 
While there are several potential policy responses to hitting the zero lower bound (Svensson              
2003) most, if not all, involve lifting public expectations of inflation as a key mechanism to                
lower real interest rates. A publicly announced plan for unconventional monetary policy will             
limit public panic over the RBA “running out of ammunition” and help the RBA credibly shape                
inflation expectations decreasing both the likelihood and severity of a future recession. 

4 While zero has traditionally been seen as the lower bound on nominal interest rates, in recent years 
several countries have achieved small, negative yields due to the costs of holding cash. Thus the 
effective lower bound may be slightly negative. 



 
Transparency at the Bank 
 
The RBA is one of the least transparent amongst its peers. A recent survey list the RBA has                  
having the second-lowest level of transparency among developed country central banks,           
being the RBNZ, Bank of England and the Federal Reserve (Warsh 2014). In particular it               
does not publish transcripts of its policy meetings, nor individual votes of its members. It only                
publishes abbreviated minutes in which no individual views are attributed. It also fails to hold               
regular press conferences after policy meetings.  5

 

 Bank of  
England 

Bank of  
Canada 

Federal 
Reserve 

Riksbank ECB RBNZ Bank of  
Japan 

Transcripts of meetings ✓ ✘ ✓ ✘ ✘ ✘ ✓ 

Publish voting record ✓ ✘ ✓ ✓ ✘ ✘ ✓ 

Regular press conferences ✓ ✓ ✓ ✓ ✓ ✓ ✓ 

Attribute views in minutes ✓ ✘ ✓ ✓ ✓ ✘ ✓ 

 
With great power and independence comes great responsibility. Central banks around the            
world have recognised that having been granted independent control of monetary policy, a             
high degree of transparency is necessary to maintain public confidence and achieve better             
policy outcomes. The RBA has been a laggard in this regard, perhaps in part due to the                 
composition of its board, and should commit to improving their public disclosure. 
 
Zac Gross & Jamie Hall  6

 
 

5 Some of these failings are a function of the composition of the RBA’s board, which is staffed largely 
with non-experts which might make it difficult to post transcripts, voting records or attribute members’ 
views. This could of course be remedied by appointing board members with expertise in monetary 
policy which, one would hope, improve the conduct of monetary policy more broadly. 
6 Authors can be contacted at isaac.gross ~at~ monash.edu 
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Appendix 
 
A - Missing the target 
 
The RBA’s official target pertains to headline CPI, which has broadly been below the target               
range since Q4 2014. In practice more weight is placed on underlying inflation, in particular               
trimmed mean CPI. This less volatile series has been consistently below the target range              
since Q1 2016. 

  
 
 
 

B Quantifying the cost 
 
To quantify the cost of this inflation undershoot we used the impulse response functions from               
the RBA’s workhorse model in response to a monetary policy shock. 



 
An exogenous 100 basis point reduction in the cash rate results in an increase in the                
inflation rate of ~0.2 percentage points, and an increase in real GDP growth of ~0.6               
percentage points. Since this is a linear model we can use the ratio to estimate the impact of                  
higher inflation, due to an easing of monetary policy, on GDP.  
 
The average, year-ended trimmed mean inflation rate in 2016 was 1.65 per cent. The two               
counterfactuals estimate the impact of a monetary easing such that inflation increases to 2.0              
and 2.5 per cent respectively. Translations from GDP to employment uses Okun’s Law using              
the dynamic model from Lancaster and Tulip (2017) which has a coefficient of 0.35. 
 
 

Counterfactual Cash rate Trimmed mean CPI GDP Unemployment 

Bottom of Range ↓175bp ↑0.35 ↑1.05 ↓0.37 

Middle of Range ↓425bp ↑0.85 ↑2.55 ↓0.89 

 
C Financial Stability 
 
The methodology of Svensson (2017a), and Saunders and Tulip (2019) calculates and            
compares the marginal cost and benefit of higher interest rates. The response of             
unemployment is estimated using the AUS-M model maintained by Outlook Economics. A            
structural VAR is used to estimate the impact of higher interest rates on credit. Finally, the                
authors use Schularick and Taylor’s (2012) model of a financial crisis to estimate how credit               



affects the probability of a crash occurring. They then assume that a financial› crisis results               
in unemployment being 5 percentage points higher for six years. 
They use this collection of models to estimate the overall impact on unemployment due to               
higher interest rates. 

 
D Transparency 
 
Warsh’s (2014) review into central bank transparency was sponsored by the Bank of             
England and led to an increase in transparency at the BoE. 

 
Warsh’s ranking of central banks broke down overall transparency into 5 subcategories. 



 


