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Negative rates, QE & other measures the RBA may deploy —
why? will it work? what would it mean for investors?

Key points

> The RBAis likely to first exhaust conventional easing by
cutting the cash rate to 0.5% by year end before
deploying unconventional measures beyond forward
guidance which is already being used.

> Unconventional monetary policy measures could help
the economy, but negative interest rates are unlikely
and quantitative easing would be most effective and
fairest if combined with fiscal stimulus.

> For investors it means low interest rates for even longer.

Introduction

Since the RBA started cutting interest rates again back in June
and in the process taking them closer to zero there has been
increasing debate that it will deploy so-called “unconventional
monetary policy measures” such as negative interest rates and
quantitative easing. This debate has hotted up in recent weeks
after the escalation in the US-China trade war posing a rising
threat to global growth, numerous central banks cutting interest
rates this month in a so-called “race to zero”, the Governor of
Reserve Bank of New Zealand saying that negative rates are
possible and RBA Governor Lowe saying that its “prepared to
do unconventional things if the circumstances warranted it”
even though he also said that QE was “unlikely”. News of a
Danish lender offering negative mortgage rates has only added
interest to the issue. But what exactly are these unconventional
monetary policy measures? Do they work? Would they work in
Australia? Are there better options? Will they be deployed and
when? What will it all mean for investors?

What’s behind talk of unconventional monetary policy?

Put simply Australian economic growth has slowed sharply
below its long-term potential reflecting the housing downturn
and weak consumer spending. While house prices may be
bouncing back in Sydney and Melbourne and there are
anecdotes that the tax cuts are helping retailers, the downturn
in housing construction has further to go and other factors from
drought to the threat from the US trade wars cloud the outlook
with increasing talk of recession globally. Slower growth has
seen the outlook for unemployment deteriorate — at a time when
there is still a high level of unemployed and underemployed (at
13.6% of the workforce). Which in turn threatens to keep wages
growth and inflation lower for longer. So, with the cash rate
approaching zero the question naturally arises of what to do
next? Of course, Australia is not alone - with talk of recession
globally, other central banks ramping up or considering the use
of unconventional monetary policies and all of this being
reflected in record low bond yields. Basically, there is an excess
of global savings and this is driving ultra-low interest rates.
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Global bond yields - race to zero
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What are unconventional monetary policy measures?

They refer to a bunch of policies which have been deployed by

major central banks in the aftermath of the GFC. They are:

e explicit forward guidance — where the central bank indicates
the cash rate is not expected to rise for some time period;

e very low and negative policy interest rates;

e quantitative easing (QE) — which has involved using printed
money to purchase public and private securities;

e providing cheap funding to banks to support lending; and

e intervening to push the Australian dollar lower.

But do they work?

A common comment is that “QE etc hasn’t worked in the major
economies so why should it work here?”. In reality such policies
do appear to have helped notably in the US and Europe where
they were progressively deployed from the time of the GFC
once interest rates hit zero and then became the lone stimulus
measures as fiscal austerity took hold. Since its high in 2013
unemployment in the Eurozone has fallen from 12% to 7.5%
and in the US it fell from 9% in 2011 to 4% in 2017 enabling the
Fed to start unwinding unconventional monetary policy. Inflation
has not been returned to 2% targets, but wages growth has
lifted and at the start of last year it looked like the global
economy was getting back to normal. So unconventional
measures have helped. Of course, Trump’s trade wars have
provided a big threat since then.

The main lessons look to have been that different measures are
appropriate depending on the issues facing a country, that a
range of measures are preferable to just one and that central
banks need to go early unlike Japan which left it too late.

Will it work in Australia?

Our assessment is that unconventional monetary policy
measures may help in Australia, but it will depend on the
measure deployed and their impact will be limited particularly
compared to overseas. We now look at the issues around each.



Explicit forward guidance — the RBA has already started this
with its comment this month that “it is reasonable to expect that
an extended period of low interest rates will be required”. If the
US and ECB are any guide this is likely to morph into a specific
time period through which rates will remain low. This can help
keep bond yields low, but the low yields in other countries
dragging our yields down will arguably do this anyway.

Zero or negative interest rates — while the Fed stopped
cutting rates in the GFC and its aftermath at 0-0.25% and the
Bank of England stopped at 0.25%, the Bank of Japan and
several European banks led by the ECB have taken rates
negative. This negative rate applied to the deposit rate banks
get for leaving deposits at the central bank and was motivated
to encourage them to lend out cash which was building up as
reserves due to quantitative easing. There is some evidence
that negative rates in Europe have boosted bank lending but cut
into bank profits because banks are reluctant to take interest
rates on bank deposits (which are used to fund lending) below
zero and so further falls in lending rates lead to reduced profit
margins which may crimp lending. The thought of negative
rates may also scare people. Sure a 10% bank deposit rate and
12% inflation is really no different to a -1% deposit rate and 1%
inflation — but the former would feel a lot better!

For these reasons it would make sense for the RBA to call a
halt to cash rate cuts around 0.5% (which we expect to see by
year end) or maybe 0.25%. There would be little point in going
to zero or negative as the banks will be unlikely to pass it onin
lower mortgage rates as they won’t want to take deposit rates
negative. So negative interest rates will hopefully be avoided.

Asset purchases under quantitative easing — QE in the US,
Europe and Japan involved pumping printed money into the
economy by central banks buying government bonds, high-
rated private debt and, in Japan’s case, some shares. This was
aimed at pushing long-term bond yields and hence borrowing
costs even lower, boosting narrow money in the economy with
the hope that it will be lent out, pushing investors into more
risky assets to make more capital available for investing and
(although they don’t admit it) pushing their currencies down. It
tends to be what you do once interest rates have hit zero.

In Australia, QE may provide less help because there are less
Government bonds for the RBA to buy given relatively low
public debt in Australia, bond yields are already low anyway
and in any case 85% of mortgage borrowing is linked to short-
term interest rates and so there would be little benefit to the
household sector from lower long-term bond yields.

What's more it’s not clear that QE as practiced in other
countries is the most efficient or fairest way to boost growth.
There is no guarantee that the cash pumped into the economy
is lent out and spent and a lot of it has just helped share
markets (which is good for the better off) at a time when interest
rates are low (which is not so good for lower income earners
who rely more on bank deposits). More on this later.

Cheap funding for banks — the RBA did this around the time
of the GFC and the ECB and the Bank of England have
provided cheap financing to banks tied to them boosting
lending. It's not really an issue at present in Australia as banks
are not facing difficulties in terms of funding and the recent
slowdown in credit growth in Australia owes more to tighter
regulatory oversight around “responsible lending”. However,
following the UK experience the provision of cheap funding to
banks may be a way for the RBA to ensure that cash rate cuts
are continued to be passed on to lower mortgage rates and that
lending holds up as the cash rate gets closer to zero.

FX intervention — this is a return to old fashioned RBA
intervention in the foreign exchange market to push the $A
down by selling Australian dollars and adding to its foreign
exchange reserves with the aim of helping growth. It seems

unlikely though as it would be criticised by other countries as
competitive devaluation and the $A is already low anyway.

A better option — helicopter money?

Given the issues with some of the unconventional monetary
policy measures — notably negative interest rates and
guantitative easing — there may be a better way. This would be
for the RBA to work with the Federal Government to use printed
money to provide direct financing of government spending or
“cheques in the mail” to households with use by dates. While
some might say this is just “Modern Monetary Theory” in reality
there is nothing “modern” about it at all (although support for
MMT may help clear a path toward it). Such an approach was
referred to decades ago as a “helicopter drop” by Milton
Friedman. | was taught at university that government spending
can be financed by tax, issuing bonds or printing money. So it's
nothing new. It's been eschewed because of the worry that
politicians will misuse it and cause hyper-inflation. But a lack of
inflation is the issue now. Such an approach would be
guaranteed to boost demand and eventually inflation and the
spending could be targeted in a way that is seen as fair. To
provide a lasting boost to inflation without running out of control
it could be set up to continue until certain objectives are met
then gradually phased down. Hopefully, it won’t come that, but
it's a preferable option to the hit and miss of just relying on
alternative monetary policy measures. In the meantime, more
fiscal stimulus could take some pressure off the RBA.

Will the RBA deploy unconventional policies?

The RBA is likely to exhaust conventional easing by cutting the
cash rate to 0.25-0.5% before doing unconventional measures
beyond forward guidance. The probability of other measures
next year is rising. Negative interest rates are unlikely but
guantitative easing would likely be included. Ideally this would
involve working with the Government to provide a fiscal boost.

Implications for investors?

There are a number of implications for investors. First, bank
deposit rates are likely to fall even further and remain
unattractive for a lengthy period yet. Second, the low interest
rate environment means the chase for yield is likely to continue
supporting commercial property, infrastructure and shares
offering sustainable high dividends. The grossed-up yield on
shares remains far superior to the yield on bank deposits.
Investors need to consider what is most important — getting a
decent income flow from their investment or absolute stability in
the capital value of that investment.

o Aust shares offer a far more attractive yield than bank deposits
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Third, the continuing low interest rate environment will support
Australian residential property prices, but still high debt levels,
tight lending conditions and rising unemployment mean that it's
unlikely to set off another full-blown property boom.
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Finally, easy monetary policy in Australia will likely help keep
the $A lower than it otherwise would be.
Dr Shane Oliver

Head of Investment Strategy and Chief Economist
AMP Capital
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