The brutal truth of Australia's monetary policy: Higher interest rates are coming, and it will hurt some more than others
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Lowe used his time in the parliamentary spotlight this week to double down on his resolve to squeeze millions of household budgets.(ABC News: Nicholas Haggarty)
[bookmark: _GoBack]
abc.net.au/news/higher-interest-rates-coming-hurt-some-more-than-others/101989320
No one wants to be in a dentist's waiting room.
Why? Well because there's a better-than-even chance you're about to experience physical pain.
You could argue many Australian households are in that metaphorical waiting room right now, worrying about how much financial pain is heading their way.
The NAB's Alan Oster puts the odds of an Australian recession in the next 12 months at 51 per cent — just to emphasise the point that the risks have risen and there's now a better-than-even chance of an economic contraction.
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Alan Oster, an economist at the NAB, puts the chances of a recession at more than 50 per cent. (ABC News: Sean Warren)
What's shifted?
Nothing, except that after enduring intense pressure and criticism, far from retreating, the Reserve Bank has doubled down on its monetary policy agenda.
RBA governor Philip Lowe told Senate Estimates this week:
"I also want people to understand we're really serious about this.
"[Inflation is] too costly, too damaging, too corrosive.
"If people start to think inflation's going to be 7 or 8 per cent the year after next then we're going to have all sorts of trouble."
That has led a list of commercial and investment banks to forecast the Reserve Bank will need to raise its cash rate to 4.1 per cent or higher.
They're also worried about that interest rate outcome, and how much damage it could inflict on the economy.
"We are getting more concerned, though, that the RBA is raising rates too far in response to inflation which is a lagging indicator and is not paying enough attention to the lagged flow through of rate hikes to the economy and signs of slowing demand and improving supply which will push inflation down," AMP's chief economist Shane Oliver said.
"This is increasing the risk of a recession that we don't have to have and with that a bigger rise in unemployment and a bigger fall in home prices."
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AMP's chief economist Shane Oliver is worried about the impact of more interest rate rises.(ABC News: John Gunn)
That's the other thing that's changed. The unemployment rate is now edging up.
So there's a lot of noise around inflation, interest rates, and the Reserve Bank — and it's left us in no doubt that the economy's slowing, perhaps quite markedly, and it's going to hurt some more than others.
But there's one major aspect of monetary policy that needs to be understood and resolved as a matter of urgency, and it may go some way to easing a bit of this pain.
Corporate profiteering and inflation
Let's quickly revisit what's causing this inflation, because we learned more this week.
We know demand and supply forces are driving the current soaring inflation.
The Reserve Bank has confirmed higher business costs (and businesses passing those costs on to customers in the form of higher prices) is driving the bulk of inflation.
We also know now that costs have actually been trending down for businesses, but they are yet to reduce their prices.
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Our job is 'unpopular': RBA Governor Philip Lowe
"Importantly, survey measures of purchase cost and labour cost growth remain below their 2022 peaks and a downward trend still appears evident," the NAB noted this week.
The RBA governor confirmed to the House Economics Committee that firms are pushing prices as high as they can.
"When demand is strong you don't discount," Lowe said.
"And some firms no doubt take the opportunity to put up their price when demand is strong.
"That's how it works."
The problem here is that this profiteering may be occurring among firms delivering essential goods and services, items — like gas, for example — that some households cannot do without.
The Reserve Bank insists as interest rates keep rising, consumer demand will eventually fall, and firms will be forced to discount their prices.
It's unclear if this means some low-income households will endure a period of having to forgo basic items. 
Unemployment on the rise
In any case, tens of thousands of households had to deal with a family member losing a full-time job last month.
Unemployment jumped from 3.5 per cent to 3.7 per cent in January, with the new Australian Bureau of Statistics data this week reminding us how vulnerable millions of families are to financial stress.

Unemployment rate rises to 3.7 per cent in January
Australia's unemployment rate increases over the summer break, lifting from 3.5 per cent to 3.7 per cent in January's figures.
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There was a bit of statistical "noise" in the numbers but the Treasurer drew the conclusion it was a sign that higher interest rates were now causing a degree of economic damage.
Economist David Bassanese said it showed the economy was beginning to "buckle".
This week MPs asked the Reserve Bank governor if this evidence would influence his interest rate decisions in the coming months and the answer was a resounding "no".
In short, he said the labour market was still "very tight" — meaning plenty of Australians still have the capacity to spend and drive inflation higher.
That is, the RBA governor is still proceeding on the basis that there's "strong demand" in the Australian economy.
The Reserve Bank doubles down
If anything, Lowe used his time in the parliamentary spotlight this week to double down on his resolve to squeeze millions of household budgets.
His reasoning for implementing an economic policy that's designed to inflict some degree of financial pain on households is sound. The alternative — allowing high inflation to fester — is far more painful for households because it leads to even higher interest rates and unemployment, he said.
"I know it's really hard for people to pay more on their mortgages but it'll be harder still if inflation gets too high and stays too high. It'll mean even higher interest rates and higher unemployment."
"It's hard for people to kind of understand that."
So what we've learned is that inflation is "way too high" and it needs to come down to avoid severe, widespread economic and financial pain.
The policy tool to control inflation is blunt and takes time to "kick in".
As it stands now though, the households carrying the financial burden of containing inflation are low-income households.

If Lowe was feeling the heat, he didn't show it
If Philip Lowe was feeling the heat at his Senate Estimates grilling on Wednesday, he didn't show it. For 90 minutes, he calmly explained why nine rapid interest rate rises, with the prospect of more to come, were the only way to go.
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Lowe told MPs this week that all income segments are driving inflation, but wealthy households more so, and low-income families are disproportionately feeling the pain of rate rises.
This was new in terms of what we know about the "demand" landscape and a harsh reminder of the reality of a rising interest rate environment with low levels of wage growth and high levels of household debt.
Prosperous households are inadvertently pushing inflation higher and low-income households are paying the biggest price.
"It's hitting the wrong people," Labor MP Sam Rae told Lowe this week. 
The RBA governor replied: "It's the only tool we have."
One obvious remedy
There's been some talk this week about alternative ways of reducing inflation, outside the limitations of monetary policy.
Fiscal policy has a role to play. The RBA governor said a much-reduced budget deficit would assist him in his role.
"If fiscal policy was tightened a lot, that would have implications for [interest rates], it's true," he told the House Economics Committee.
But there's one aspect of monetary policy that's not yet being fully implemented, and it would make some inroads into reducing its inequity and increasing its potency — deposit rates.
The first paragraph of the RBA's most recent statement read:
"At its meeting today, the Board decided to increase the cash rate target by 25 basis points to 3.35 per cent. It also increased the interest rate on Exchange Settlement balances by 25 basis points to 3.25 per cent."
The second sentence has been rarely discussed. So, what are exchange settlement balances?
They're the commercial banks' deposit accounts with the Reserve Bank. The banks put their excess cash in these accounts every day.
By increasing the return on these accounts for the banks, the Reserve Bank opens the door for the banks to increase their own deposit rates on savings accounts.
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More Analysis
We know this aspect of monetary policy is not functioning as it should. Its weak flow-through is potentially pushing mortgage rates higher than they need to be.
It's also robbing millions of bank customers of potential savings — money that ends up in the banks' coffers instead.
The Commonwealth Bank's record profit was generated in part due to growing its deposit base to 75 per cent, where it pays less to depositors than it charges out to borrowers.
The Reserve Bank says as much as 15 per cent of savings pay zero interest.
"When we put up interest rates the immediate effect, I think, is a boost to bank profits — particularly if they're slow in raising deposit rates, which they have been," Lowe said. 
"And I know the government is concerned about that and rightly."
"The banks earn more profits.
"My advice is to switch [banks]."
"There are some good deals out there and people should hunt them."
Australian households hold more than $1.3 trillion in savings and deposit accounts.
Interest rate comparison website RateCity said bank customers should be looking for a deposit rate with a 4 in front of it.
"While some banks have increased rates beyond the RBA's 0.25 percentage point rise this month, what ultimately matters is what rate customers are receiving on an ongoing basis.
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Big four banks saving accounts rates.  (Source: RateCity.com.au)
"Customers should be aiming for an ongoing interest rate that's at least 4 per cent, while keen savers can now get ongoing rates of up to 4.80 per cent.
"On this measure, a number of the big four bank savings accounts continue to fall short."
On Wednesday, Treasurer Jim Chalmers released the direction he gave to the Australian Consumer Competition Commission (ACCC) to investigate the timing of when the banks raise interest rates for savers.
The ACCC will report to the Treasurer by December and is expected to release an issues paper in the coming months, putting the banks on notice.
But while other solutions are investigated, more households are being swept up in this latest rising interest rates tsunami and all we can do is watch it coming at us.
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Big four bank savings account rates —today s before the rate hikes

BONUS SAVERS
Account 1-May-22 Today iy Conditions for max rate
CBA Goalsaver 0.25% 4.00% 3.75% Grow balance each mth
‘Westpac Life 0.25% 2.00%" 3.75% Grow balance each mth
NAB Reward Saver 0.25% 4.00% 3.75% 1 deposit, no withdraw / mth
ANZ Progress Saver 0.15% 3.50% 3.35% $10+ dep, no withdraw/mth

Existing customer rates
Account 1-May-22 Today ":f,:::ie Intro rate and conditions
CBA NetBank Saver 0.05% 1.60% 155% 4% for 5 mths. No conditions,
‘Westpac esaver 0.05% 0.85% 0.80% 4%* for 5 mths. No conditions.
NAB isaver 0.05% 135% 130% 4% for 4 mths. No conditions,
ANZ Online Saver 0.05% 0.85% 0.80% 2.65% for 3 mths. No conditions.

Account 1-May-22 Today iy Difference (% points)
Westpac Spend&save Grow bal each mth. S+ purchases
(1829 yrs) 2100% 435% 235% in linked bank account.

'ANZ Plus Save (15 yrs+) 050% 2.00% 350% | None

Source: RateCity.com au. “Westpac rate effective 21 February.
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