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[ thank Simon Grant and the Australian National University for the kind invitation to be here today. It is an honour
to present the annual Sir Leslie Melville Lecture at my alma mater.

Melville was the first economist at the Reserve Bank of Australia. He established the precursor for Economic
Group, which is responsible for macroeconomic analysis, forecasting and policy advice. | spent much of my career
there, including as the RBA's chief economist. | also helped set up the Financial Stability Department, and for
some years now, | have been overseeing Financial Markets Group.

Today | will cover some key issues that have garnered my attention in those roles.

I will start with the observation that despite significant structural differences across economies, including some
relatively unique features of the Australian financial system, there is no evidence that monetary policy is stronger
in Australia than in other advanced economies. This finding may appear to be at odds with the comparatively
large stock of variable rate mortgage debt carried by Australian households and thus their exposure to significant
interest rate risk. But this apparent conflict can be reconciled when one considers the various ways that interest
rate risk is managed in Australia, as well as the effects of the other important channels of the transmission of
monetary policy. After stepping through the arguments in more detail, | will finish with some observations on
forward guidance and some reasons why it has been used somewhat differently by the RBA than many other
central banks.

The aggregate transmission of monetary policy in various economies

One way to judge the overall potency of monetary policy is to compare its effects across different economies on
aggregates like GDP and inflation using macroeconomic models. Doing so for a range of models for several
advanced economies suggests that the effect of monetary policy is neither faster nor more potent in Australia
than elsewhere. Central estimates from RBA models of how much GDP and inflation decline in response to an
unanticipated increase in policy rates sit near estimates generated by models used by central banks in the United
States, euro area, United Kingdom, Canada and Sweden (Graph 1)." While the central estimates of the effect on
inflation are lower for some models of the United States compared with estimates from other economies,

these modest differences should be considered within the context of the wide confidence intervals around each
estimate (not shown).
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At the same time, however, key structural differences are likely to underpin some variation in the nature and
strength of specific channels of transmission across economies. One key structural feature that sets Australia
apart is the prominence of variable-rate debt.

The prominence of variable-rate debt in the Australian
financial system

In Australia, most private sector debt is subject to variable interest rates. Even fixed-rate debt tends to be fixed for
short periods compared with other economies. At the other extreme, most mortgage debt in the United States is
fixed for 30-year terms and large corporations issue a lot of fixed-rate bonds.

The share of Australian mortgages at fixed rates has averaged around 20 per cent over the past two decades.
Most of this is fixed for two years or less (Graph 2).2
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Graph 2
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Similarly, a larger share of business debt in Australia is at variable rates than in the United States. In common with
most advanced economies, Australian firms borrow mostly from banks, and around 90 per cent of these loans are
at variable rates. While this is comparable to the share of variable rate business loans provided by large US
banks,* bank loans are only a small share of US corporate debt. Large US firms obtain much of their debt by
issuing bonds, typically at fixed rates and with an average tenor of 11 years (Graph 3).> In comparison,

since 2022 large Australian businesses issued fixed rate bonds with a slightly shorter average tenor, of around
nine years.
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Interest rate risk

Households with sizeable variable rate debts face significant interest rate risk compared with other households.°
A rise in interest rates quickly reduces the disposable incomes of such households and their capacity to consume,
invest and save. This creates budget pressures and can lead some households into financial distress and, in the
extreme, leave them unable to service their debts. The same is true for businesses with sizeable variable rate
debts, but in what follows | will focus my attention on household mortgages, which constitute a larger share of
total debt than most other economies and set Australia’s financial system apart from many others.

The prominence of mortgages at variable rates in Australia suggests that interest rate risk can manifest itself
much more quickly than in most other advanced economies. Indeed, over recent years, some of the most rapid
increases in average outstanding mortgage rates occurred in Australia and Norway, which also has a high share
of variable rate mortgage debt.” This is despite policy rates rising by less in these economies compared with

Graph 3
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many other advanced economies (Graph 4).
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Graph 4
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Debt levels for households are also relatively high in Australia (as a proportion of incomes) (Graph 5). Combined
with the significant rise in outstanding mortgage rates, this has led required mortgage payments — interest plus
principal — to increase by 2.5 percentage points of total household disposable income since May 2022; the
increase as a share of mortgage holders' incomes is much larger still. These mortgage payments have reached
record highs in Australia (Graph 6).8
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Graph 6
Housing Mortgage Payments
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Despite the substantial increase in mortgage payments, there has been little increase in acute financial distress
among borrowers. Mortgage arrears rates have risen, but they remain low and at similar levels in Australia and

the United States (Graph

7). This is despite the significant rise in required mortgage payments in Australia.? The

low levels of defaults in both economies partly reflects the large savings buffers many households built up during
the pandemic as well as benign labour market conditions, since unemployment tends to be a strong predictor of

mortgage arrears.1 0
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Graph 7
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Financial distress has also been contained, in part, by the way that interest rate exposure of Australian mortgage
holders is managed by banks (overseen by the regulators) as well as by the borrowers themselves. In short,
these contribute to borrowers having buffers that can lessen the burden of adjustment in the face of a rise in
interest rates.

Banks account for interest rate risk when setting their lending policies and the Australian Prudential Regulation
Authority (APRA) ensures that banks maintain prudent lending standards. When a bank determines how much to
lend a prospective borrower, they must assess the borrower’s ability to service their mortgage at an interest rate
300 basis points above the current rate while still meeting basic living expenses.!! This buffer recognises the risk
associated with rates increasing as well as other risks — such as to income or unexpected spending needs.'?

Borrowers play a key role in managing their own interest rate risk. This starts with their decision on how much to
borrow. Historically, only a small share of new borrowers took out loans close to the value of the maximums on
offer.1n 2022, only around 15 per cent of new owner-occupiers borrowed more than 80 per cent of their
maximum assessed capacity. This share is likely to have increased since then due to increases in interest rates and
housing prices and declines in real incomes. For the same reasons, more borrowers are struggling to get a
mortgage. Indeed, the median deposit has increased noticeably for all types of borrowers over recent years,
particularly for first home buyers (Graph 8). And while the first home buyer share of new loans has been a bit
above average of late, the so-called bank of mum and dad may have increasingly helped many first home buyers.
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Graph 8
Characteristics of New Loans
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Once Australians have a mortgage, they tend to reduce their interest rate risk by paying down their loans more
quickly than required. They do this by accumulating funds in offset and redraw accounts. These accounts,
which are readily available in Australia for variable-rate loans, provide a highly liquid form of saving and a
favourable rate of return since the interest saved on balances in these accounts is tax free. Currently, these extra
payments are a bit above 20 per cent of the total value of outstanding housing credit.!?

Existing borrowers can respond to rising interest rates and the associated increases in required mortgage
payments in several ways:

Some borrowers may tap into existing savings. Indeed, the share of borrowers making persistent withdrawals
from their offset and redraw accounts increased noticeably as interest rates rose (Graph 9).14 Despite this,
borrowers overall have continued to add to these accounts at a similar rate to before the pandemic. As a
result, the distribution of these savings buffers (expressed as a share of borrowers’ minimum scheduled
payments) has not changed much since 2020, despite borrowers” minimum scheduled payments having
increased by 45 per cent (Graph 10).
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Graph 9
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Some households may also reduce their savings rates for a time. Consistent with this, the aggregate savings
rate for households declined as interest rates increased and broader cost of living pressures ate into
households' real incomes; although, some of this decline reflected a normalisation of savings rates as the
effects of the pandemic wore off (Graph 11).
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At the same time, however, higher interest rates provide an incentive to save more, so some borrowers may
reduce the extent of their discretionary consumption and even increase their rate of saving. Other borrowers
may have limited options other than to reduce consumption as required mortgage payments increase.

While aggregate household consumption, particularly of discretionary items, has been weak for some time
now, there is no timely and comprehensive data available on consumption by different household types.
Nevertheless, spending data from some of the large banks provide a rough guide. It shows that the growth of
spending (in nominal terms) has declined for all types of borrowers since mid-2022, but it has been weaker
still for borrowers and renters compared with those that own their homes outright.

Borrowers may also be able to take on extra work to manage higher mortgage payments. Indeed, borrowers
with the highest ratio of mortgage payments to income in 2021 found more work over the past three years

than other groups, thereby contributing to the strong rise in labour force participation over recent years.'?

Lenders can help borrowers manage temporary periods of financial stress, deferring payments for a time —
including by charging interest only — or lengthening the term of a loan. Many lenders have had to improve their
hardship arrangements after a review by the Australian Securities and Investments Commission.'® This included
identifying stress and setting up hardship arrangements before borrowers fall behind on their mortgages.
Borrowers who are experiencing persistent difficulties servicing their mortgages, and with no further options to
adjust their finances, may decide to sell their homes. Our liaison with lenders suggests that while more
households are making this very difficult decision, it is less costly financially than otherwise given the low share of
mortgages currently in negative equity (less than 1 per cent).!”

I have focused mainly on households in this discussion because their exposures are quite different in Australia
than in many other economies. But businesses also face interest rate risk. Recent increases in interest rates have
largely passed through to small business loans.'® Pass-through has been less for listed companies, owing to their
use of longer term fixed-rate debt and interest rate hedges. For many Australian businesses, the effect of higher
interest rates has been mitigated by strong financial positions as monetary policy was being tightened, including
cash buffers that were noticeably above pre-pandemic levels.'? And while company insolvencies have increased
over the tightening phase, this largely reflects factors beyond the direct effects of higher interest rates.?
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It is worth emphasising that the Reserve Bank Board is attuned to interest rate risk and the burden of adjustment
being experienced by households and businesses with sizeable debts. Australians more broadly have had to
constrain their spending during the period of elevated inflation, including those people who rent and those
without debts. While the Board is well aware of variation in the circumstances facing different households and
businesses, it has only one instrument — the cash rate target — to achieve its inflation and employment objectives.

The effect of interest rates on the cash flows and behaviour of indebted households receives extensive attention
in Australia. But this is only one side of the cash-flow channel, and that, in turn, is only one of the channels of
monetary policy transmission.

The cash-flow channel of monetary policy

The other side of the cash-flow channel is the effect of interest rates on the incomes of households (and
businesses) with net asset positions. When interest rates rise, they receive more interest income on deposits and
other interest-bearing assets. As interest rates rose from 2022, deposit rates in Australia responded noticeably,
with about 80 per cent of the increase in the cash rate being quickly passed through to deposits. Pass-through
was greater here than in many other advanced economies.?'

Because Australian households hold more debt than interest-sensitive assets, the net effect of higher interest
rates has been to reduce household cash flows. Household net interest income has declined by 1.2 per cent of
household disposable income since early 2022 (Graph 12). While this overall cash-flow effect appears modest, it is
important to recognise that borrowers' marginal propensity to consume is generally much larger than it is for
savers.22 Hence, even this modest change in household sector cash flows can have a noticeable impact on
household consumption.

Graph 12
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Other channels of monetary policy transmission

While the cash-flow channel may be stronger in Australia than in many other economies, estimates from the
RBA's MARTIN model suggest that the cash-flow channel of monetary policy is not the strongest part of the
transmission mechanism in Australia.?>
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The other channels of transmission include the savings/investment, credit, asset price, and exchange rate
channels.?* Again, differences in economic structures, including household and corporate balance sheets,
are likely to affect the relative strength of these transmission channels across economies.

The savings/investment channel (or intertemporal channel) operates through the opportunity cost of borrowing
(or forgoing saving) to finance new investments or fund consumption. Because savings and investment
behaviour should be guided by what the average (real) interest rate is likely to be over the life of the relevant
asset or liability, the opportunity cost should not vary according to whether the interest rate on loans is fixed

or variable.

But fixed-rate lending may, in some cases, amplify or dampen the effect of monetary policy on some spending
and investment decisions. For example, most existing US mortgage holders (with long-term fixed rates) were
protected from the effect of rising interest rates from 2022 (Graph 13). But at the same time, it became
unattractive for existing borrowers to move house because that would require them to refinance their loan at a
much higher rate.2> This adverse effect on housing turnover and the associated economic activity implies lower
investment and consumption than otherwise in the United States. Such a consideration is not relevant to
Australian borrowers on variable rate mortgages, though it is important to note that new housing investment is
quite sensitive to changes in interest rates in Australia. 20

Graph 13
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Differences in industrial structures may also matter for the strength of the savings and investment channel.
Changes to interest rates can have strong effects on the demand for durable consumption and capital goods
(such as cars, furniture, electronics, or plant and equipment used by businesses). This is because households and
businesses have considerable discretion about the timing of those purchases.2” In Australia, production of
durable goods is lower than in many other advanced economies (Graph 14). Hence, more of any given change in
the demand for durable goods in Australia associated with a change in interest rates is reflected in a change in
imports, with less of an effect on the demand for factors of production, like labour. Instead, a larger share of
Australian production is accounted for by commodities, the demand for which is less sensitive to interest rates.
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Graph 14
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There are aspects of other channels of monetary policy transmission that are likely to vary across economies.
For example, the structure of household and business balance sheets can influence how responsive
consumption and investment decisions are to asset prices or the willingness of banks to lend (both of which will

change in response to interest rates).?8

Australians have a lot of their savings tied up in compulsory superannuation. Hence, they have a higher share
of their financial assets in pension funds than many other advanced economies, and more than twice the US
share (Graph 15).22 Consequently, Australians have a lower share of their financial wealth in directly held
securities. We would expect the transmission of monetary policy via asset prices to be much stronger for
directly held securities, which households can sell (or borrow against) to fund spending, than assets ‘locked
up’ until retirement.

« The median listed company in Australia has a higher share of assets held in cash and lower leverage than the
median firm in many other advanced economies (Graph 16). All else equal, this will reduce the vulnerability of
Australian companies to a rise in interest rates. With access to internal funds, they are less likely to cut back on
investment if lenders are less willing to extend credit in response to higher rates (weakening the credit
channel).3°

Time does not allow for a detailed treatment of the exchange rate channel. The strength of this channel depends,
among other things, on the nature of the goods and services traded and the level of foreign currency liabilities
exposed to exchange rate movements.3! It is an important channel for Australia as implied by estimates from the
RBA's MARTIN model, and it is also an important channel for other small open economies.
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Forward guidance and the reaction function

The first stage of the transmission of monetary policy describes how a change in the overnight policy rate (i.e.
the cash rate in Australia) passes through to other interest rates further out along the yield curve. These rates will
depend, among other things, on the expectation of future short rates. The yield curve, in turn, influences a
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broader range of financial conditions, including yields on corporate debt, other asset prices and the exchange
rate. The spending and investment decisions of businesses and households — which influence aggregate
demand and inflation — will depend not just on the near-term rates they face, but also on the path of future rates
they expect.

Hence, the effect of any given change in the overnight rate will depend on the implication of that change for the
path of the overnight rate out into the future. This can be influenced by central banks in two ways. First,

by providing information about the central bank’s reaction function — how it is likely to respond to changing
economic circumstances to best achieve its inflation and employment goals. Second, by providing guidance on
what policymakers at the central bank see as the likely path of future interest rates. Information on a central
bank’s reaction function, and its forward guidance on the likely path of rates (that policymakers think will best
deliver on the central bank's inflation and employment goals) can also help to anchor inflation expectations.

Central banks provide the public and markets with extensive information on the economic outlook and what
guides their monetary policy decisions, and some information on the likely path of interest rates. But exactly how
they do this varies across central banks. | will step through some of those differences, with a focus on approaches
the RBA has used.

To preface these remarks, | would note two things. First, the results | presented at the outset — on the similarity in
the effect of changes in policy rates on aggregate demand and inflation — implicitly suggest that despite different
approaches, including on forward guidance, monetary policy effectiveness has been broadly comparable across
advanced central banks.

Second, there are two types of forward guidance on interest rates. Under the stronger form, a central bank
commits to keep interest rates at or close to the effective lower bound during extremely adverse circumstances.
The RBA's review of its pandemic experience noted the difficulties of overlaying its initial ‘state-based’
commitment with an inflexible and lengthy time-based element and pairing it with the three-year government
bond yield target.32 But that pandemic episode has been discussed at length and | will not go over that form of
guidance here again.

Instead, in what follows | will consider only forward guidance that provides some sort of information about the
likely path for the policy rate.33 It is worth clarifying that forward guidance can also shed some light on the
central bank’s reaction function. This was the case, for example, following the August 2024 decision of the
Reserve Bank Board. The Governor’s media conference and the minutes noted that, in contrast to the market
path for the cash rate that had shifted noticeably lower over the days leading into the meeting, the Board
thought ‘it was unlikely that the cash rate target would be reduced in the short term’ based on the information to
hand.3* This reflected concerns that inflation may not return to the target in a reasonable time, which has
remained the Board's highest priority. As | will note below, there may be other ways to convey the reaction
function more directly.

Outside of the pandemic episode, the RBA's guidance has tended to be provided less frequently, in less explicit
and more qualitative ways, and covering shorter terms than several other central banks. For example,
policymakers from the central banks of the United States, New Zealand, Sweden and Norway have for some time
been providing their views on the appropriate path of policy rates going out three years (conditional on the
information to hand about the likely outlook for key economic variables).

| have heard several arguments for the approach that the Reserve Bank Board has taken over the years:3?

1. One is that more specific guidance may be taken by some people to be a commitment on a particular path
of rates. If a different path were taken, even in response to unexpected circumstances, it might damage
credibility. This may be more likely in Australia given the intense focus on monetary policy that stems from
the prominence of variable-rate mortgages.3® And while the RBA's experience with strong time-based



16

forward guidance during the pandemic provided evidence in support of this argument, other central banks
have not found this to be a concern when pursuing more standard forward guidance; the Norges Bank is
particularly relevant here given that most mortgages in Norway are also at variable rates.’

2. Market participants are likely to be more forgiving (than households and businesses) when a central bank’s
guidance does not come to pass. More importantly for them is understanding the central bank’s reaction
function. Indeed, the former Deputy Governor Guy Debelle argued that if the reaction function ‘is sufficiently
clear, then forward guidance does not obviously have any large additional benefit and runs the risk of just
adding noise or sowing confusion'38 In other words, efforts to clarify the reaction function can be a substitute
for providing forward guidance. This could be achieved by consistently explaining the logic of the Board's
decisions, and what they are looking for to guide future decisions. More generally, laying out expectations for
the economy and explaining decisions is important for transparency and accountability that are the
cornerstones of credibility. Another approach gaining attention is to use scenarios to convey how monetary
policy might respond in different circumstances. While scenarios can help to convey the reaction function,
they need to be based on the policymakers’ preferences. Results based solely on models are not sufficient
since these are estimated with imprecision and reflect the typical behaviour of policymakers in the past,
whereas a board’s preferences (and even mandates) can evolve over time, including as the composition of
the board changes.

3. This brings me to an argument about the nature of the Reserve Bank Board. Because six of the nine members
are part-time, it may be more difficult for them to provide the sort of guidance provided by full-time
policymakers, who typically benefit from macroeconomic training and/or extensive support of staff.3°

4. Another argument | have heard against near-term guidance is that if there is a good degree of agreement
among the Board members of the need for an imminent policy change, then rather than provide guidance to
that effect, why not just change rates now?0

5. A question that may be worth further investigation is whether differences in the channels of monetary policy
transmission have implications for forward guidance? In particular, because a large share of funding in
the Australian economy is priced off the very short end of the yield curve, it may be that forward guidance
beyond the near term may have a more limited role to play than in other economies, particularly the United
States, where a lot of funding is priced off the longer end of the yield curve.*! To be clear, this is not an
argument against forward guidance in Australia, just that it might be less useful than in an economy like the
United States. Differences in two transmission channels of monetary policy support this argument. First,
the cash-flow channel of monetary policy in Australia — which drives off the short end of the yield curve —is
stronger than it is in the United States (even if it is not a dominant channel for Australia). Second, the credit
channel in Australia depends on the very short end of the yield curve - since the assessment of borrowers’
ability to service a loan is based on current interest rates. By contrast, serviceability depends on longer term
rates for a much larger share of lending in the United States. However, other channels of transmission depend
on longer-run expectations of rates in Australia, implying a potential role for forward guidance. In particular,
the savings/investment channel depends on longer-run expectations and should be invariant to the
structure of finance in an economy. Similarly, the Australian dollar exchange rate is responsive to interest rates

out along the curve, as is the case for exchange rates of other advanced economies.*2

Conclusion

A key characteristic of the Australian financial system is the prominence of variable-rate mortgage debt.
While not unique, it sets Australia apart from financial systems in many other economies.
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One consequence of this is that Australian borrowers are exposed to considerable interest rate risk. Indeed,
mortgage arrears rates in Australia are trending up following the large rise in required mortgage payments.

Even so, arrears rates here remain low and are at similar levels to those in economies with much more fixed-rate
lending. This outcome reflects several features of the Australian mortgage market that collectively leave most
borrowers with buffers that help them to manage through a period of higher interest rates. That has been the
case through the recent episode, although many borrowers have struggled in the face of rising interest rates over
the past two years or so, and household spending more broadly has weakened noticeably.

This influence of monetary policy on the cash flows and behaviour of variable rate borrowers receives a lot of
attention in Australia. However, this is only one of the channels of monetary policy and there is no evidence that
monetary policy overall is more potent in Australia than in other advanced economies. Further study on the
efficacy of these different channels, particularly cross-country comparisons, is an interesting area for

further research.

Outside the pandemic episode, the RBA has tended to provide forward guidance that is more infrequent,
short-term and qualitative than many other central banks. | have outlined some of the arguments for this, but |
think it would be worth reviewing the RBA's approach to forward guidance from time to time, including to
consider other ways that the RBA might clarify the nature of its reaction function. Any such reviews should
carefully account for features of Australia’s financial system that set it apart from other economies.

Finally, it also bears repeating that all advanced economy central banks provide extensive information about the
economic outlook and their reaction functions that guide the public and markets to form views about the future
path of monetary policy. Central banks may be more or less explicit about that guidance, but as is the case with
the aggregate transmission of monetary policy, while the internal mechanisms might differ, the overall effect can
be quite similar.

Endnotes

* | thank Matt Gibson, Peter Wallis, Dominique D'Netto, David Meredith, Hebe Williams and Sharon Lai for help in preparing this
speech, and numerous RBA staff for helpful comments and suggestions. The views are my own and not necessarily those of the
RBA.

1 These results are based on semi-structural and DSGE models. Different modelling approaches (e.g. vector autoregression
models) tend to yield a wider range of estimates regarding the macroeconomic effects of monetary policy. Even so,
these approaches do not suggest that Australia is an outlier in relation to other economies. Note that the estimates presented
here almost all come from a one-quarter, unanticipated monetary policy shock that is then unwound. This approach is standard
practice in the literature and allows for a relatively consistent comparison of outputs across models. However, the artificial nature
of the shocks used means we should not read these estimates as reflecting the real-world strength of monetary policy in an
absolute sense. For example, a larger effect would be apparent if a change to the policy rate was held in place for longer than a
quarter.

2 During the pandemic, the share of debt fixed for periods longer than one year increased noticeably in response to a decline in
fixed rates relative to variable rates following the package of policy measures of the RBA in response to the pandemic. Even so,
this share remained lower than in most other countries. It has since declined to historical lows. Presently, 97 per cent of housing
credit is either variable rate or fixed for a term of one year or less. See RBA (2022), ‘Review of the Term Funding Facility'

3 For larger businesses, some of this variable-rate borrowing may be hedged. See RBA (2024), ‘Chapter 2: Resilience of Australian
Households and Businesses, Financial Stability Review, September.

4 See Castro M and S Jordan Wood (2022), ‘How Changing Interest Rates Affect Variable-Rate Loans to U.S. Firms, On the Economy
Blog, 16 August.

5 For the year to date in Australia only around 6 per cent of the value of bonds issued by non-financial corporates had floating rate
coupons, while this was even lower in the United States at 2 per cent.

6 For a cross-country overview of household and business exposures to interest rate risk, see Committee on the Global Financial
System (2024), ‘Interest rate risk exposures of non-financial corporates and households: Implications for monetary policy
transmission and financial stability, CGFS Papers No 70, November.

7 Average outstanding mortgage rates also rose at a similar rate in New Zealand, where most mortgages have residual terms of
less than a year, and the policy rate was increased as much as it was in the United States.
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