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Executive Summary

After analysing the current economic condition condition in Australia and considering the aim of
maintaining a healthy inflation cash rate of 2-3%, the cash rate is proposed to be raised by 25
basis points from 1.5 per cent to 1.75 per cent in the month of October. This business report has a
target of analysing the current economy in Australia, which includes the reasons why there
should be contractionary monetary policy, as well as the impact of this policy on the economy of
Australia. More specifically, this report focuses on the following three arguments,

Increasing the cash rate to 1.75% to maintain stability in the economy by calming the housing

market, strengthening the value of the Australian dollar, as well as lowering unemployment rates.

Introduction

The Reserve Bank of Australia is the central bank of our nation that is responsible for
maintaining stability in the financial system, ensuring efficiency and safety in financial
transaction as well as implementing monetary policy. One of the main actions taken by the RBA
is determining the official cash rate. This is done once a month (except for January) and has a
significant impact on the operation of all other financial systems as well as individual financial
transactions in Australia The official cash rate is an important instrument of monetary policy
that sets the market interest rate on overnight loans. To varying degrees, this benchmark rate
underlies the determination of other interest rates for lending and borrowing in the economy. The
target cash rate is carefully calculated to promote financial prosperity and economic welfare of
the common people. Among other key factors, the cash rate significantly influences: the stability

of the Australian dollar, the strength of our economy and the level of employment (based on



inflation rates). For the past fourteen months the reserve bank of Australia has kept the cash rate
at a steady 1.5 percent. This record-low cash rate has made the economy stagnant, meaning there
is no significant level of activity in the market. The best course of action would be to increase the
cash rate from 1.5% to 1.75%. This is likely to boost the economy and increase the flow of
funds. It is our duty, as board members to fully grasp all the possible effects and predict all
possible outcomes of varying the cash rate to ensure that the RBA is making a well-informed
decision that is fully functional. Our current method of keeping the cash rate at a steady, record-
low level of 1.5 percent enforces consumer confidence in borrowing (taking out loans) as the low
interest rate is often passed onto consumers by the major banks. This in turn means that there is
more money available for expenditure which stimulates consumption in the economy, increasing
inflation. With this in mind, the best course of action to stimulate the economy would be to

increase the cash rate by 25 basis points to give a benchmark rate of 1.75 percent.

Argument 1

The increase in cash rate of 25 basis-point would stabilise the overall economy in Australia.
Specifically, lowering cash rate to stimulate demand is not necessary, and raising cash rate would
remove the potential risk in the economy.

Table 1: demand and output growth (per cent)



March December Year to March

quarter 2017 quarter 2016 quarter 2017

GDP 03 1.1 1.7
Domestic final demand 03 1.1 1.7
— Consumption 0.5 10 23
- Dwelling investment -44 19 -25
- Mining investment 37 1.5 -175
— Non-mining investment -04 14 43
- Public demand 04 10 4.0
Change in inventories® 04 -03 06
Exports -1.6 37 56
Imports 1.6 19 79
Mining activity® 1.0 26 36
Non-mining activity® 0.1 09 1.5
Nominal GDP 23 32 77
Real gross domestic income 1.7 3.1 6.5
Terms of trade 6.6 96 248

(a) Contribution to GDP growth
(b) RBA estimates
Sources: ABS; RBA

As shown by recent data in table 1, it is suggested that the overall economic condition in
Australia has been improved in the June quarter. There is a strong development in the retail
market, in regards to the improvement of business condition. Besides, the condition in labour
market has become better in the June quarter, strong decrease in unemployment rate has been
recorded over last months because growing wages level even though it is remain lower
compared to historical standards. As the economy constantly growing in Australia, all of the
records show that the economy are strong enough to allow RBA to reject emergency stimulating
policy, there is no necessarily need to boost the economy, but it is more important to be aware of
the downside risk existing in the economy, eliminating the demand for ultra-low cash rate

(Yeates, 2017). The following statement would adjuify the need of removing potential risk.

For the cost of debt, the increase in cash rate means higher loan and mortgage repayments. When
the RBA increase the cash rate, both household and business would react immediately, which is
a fall in investment (Valadkhani, Arjotnandi & O'Brien, 2013). Higher repayment discourages
people to borrow or make money for long-term investments, even for those who have not made a
loan or mortgage, they would also be discouraged from doing so. For example, housing market is

one of the most significantly affected market.The Australian house market has already reached



the peak, there is a boom in Australian housing market (Janda, 2017). Evidence shows that
housing price in Australian major cities has been growing since September, which indicates that
the more strict lending rules are trying to eliminate debt-driven bubble in the housing market
(The Age, 2017). In addition, a slowdown in housing market is more desired by APRA, which
has made tighter standards on interest-only loans and household investment, resulting in banks
rising rates on loan and mortgage (The Age, 2017). According to RBA website, increase in
official cash rate make borrowers in Sydney, Melbourne and Brisbane are discouraged by higher
debt repayments. It could be understood that, due to the bubble in the housing market, increasing
in cash rate by RBA makes the repayment higher which would discourage household from
investing in housing market. There would be less household crowd into housing market, cooling
housing price, then removing the housing bubble in Australia. Therefore, considering the current
condition in Australia overall market, there is no need to decrease cash rate to boost the
economy, and in order to eliminate the potential risk in the economyi, it is necessary to raise cash

rate to 1.75%.

Argument 2

Increasing the cash rate by 25 basis points to 1.75 per cent will increase the exchange rate of the
Australian Dollar. As of 30 September 2017, 3:30pm, the currency exchange is 1.00 AUD = 0.78
USD. The official cash rate plays a role in the balance of flow of funds. For example, a general
increase in the cash rate will increase interest rates. This results in consumers spending less due
to having less to spend and being discouraged, and in return the demand for goods and services

also decreases. As such, there is an overall decrease in the flow of funds of Australia’s economy.



However, with a general increase in the prices of goods and services, this will attract potential
investors from overseas, who will invest in the Australian market because of a potential greater
return they may receive. In the case of real estate, the strengthening of the Australian currency
will persuade foreign investors to make an investment in housing and property, as there is a high
chance that the prices of housing will increase significantly over the years. Moreover, because of
the correlation between education and property in Australia, many foreign individuals will invest
in Australian property in order to secure a position in their desired educational institution. By
having foreign individuals invest in the Australian property market, this will increase inflation
specifically for the cost of housing, and taking into account that the housing industry accounts
for a large quadrant of Australia’s economy, this will in return strengthen the Australian dollar.
By increasing interest rates, banks will make a higher return when foreign investors make
borrowings. However, an increase in the Australian dollar to the extent where foreign investors
are discouraged and the inflation rates are unfair, is undesirable and must be avoided. If such a
situation were to happen, the Australian dollar will weaken significantly, as there are no
domestic nor international consumers. As such, the Australian economy will overall weaken, and
the RBA will be forced to lower to official cash rate to promote spending. As such, the increase
of the cash rate by 25 basis points is neither too generous nor expensive. The RBA hopes the
increase in general interest rates will increase levels of inflation only to the point where
Australia’s economy and currency strengthens even more. The RBA also hopes that the
strengthening of the Australian dollar will attract foreign investors; especially in the housing

industry, to invest in Australian real estate and further strengthen our currency.
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Argument 3

Each month the board of directors of RBA meet to decide on the monetary policy for the current
month. This process of configuring the monetary policy also includes setting the Official Cash
Rate for the month. Official Cash Rate (OCR), is the rate of interest that the central bank charges
on overnight loans to commercial banks. When the RBA increases the cash rate, interest rates on
deposits usually rise in correspondence, this encourages people to save their hard earned money
rather than spend. However, when the interest rate decreases, it is more rewarding to spend rather
than saveas we can borrow more money and have lower rates of repayment. Moreover, the
interest rates alone are not the factor which determine the level of spending in the economy,
there are many other key factors like the circumstances of an individual and how they decide to
maintain and control their personal financial decision making process. The cash rate increase
also has an effect on the employment in Australia. The increase in cash rate means that the banks
are charged higher interest rates when they borrow from each other, which means the cost of
debt for the economy rises, as the banks transfer the higher cash rate on interest rate charged on
loans and mortgages. When the interest rates increase, people in the economy are not willing to
borrow, from individuals to corporations and organisations. Organizations and corporations are
forced to borrow more money through debt due to the financial circumstances of the business
requiring funding. Hence, to offset this excess borrowing, (the acquisition of higher liabilities) as
part of the cost cutting mechanism, businesses are likely to find other ways to reduce their
spending. One of the first areas to receive cuts would be the wages expense, which results in
redundancies. Overall, this is likely to increase the unemployment rate in Australia, as many

people are left jobless.
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Conclusion

Ostentatiously, increasing the official cash rate by 25 basis points is ideal for maximising
economic welfare for a number of reasons. The cultivation of positive growth in our economy
reinforces that this decision will prove to be invaluable for cooling the housing market: through
increasing interest rates and discouraging borrowing (for the purposes of home loans and
mortgages) , attracting foreign investors: by strengthening the value of our Australian dollar and

curbing unemployment in our country.
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