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Australia’s Lowe says “No” to negative
rates

It's good (and rare) to hear a central banker talking common sense
when it comes to unconventional monetary policy - The Reserve Bank
of Australia's Lowe mostly did that in a speech last night.

Reserve Bank of
Australia Governor
Philip Lowe

Source: Shutterstock

Lowe on Unconventional monetary policy (UCMP)

Having presided over a recent BIS report on unconventional monetary policy recently, which | read,
and which | didn't much like (it seemed to basically endorse all that central banks have done since
the GFC - not surprising, as it was their paper on themselves), Philip Lowe's speech last night is a
rarity in my book - a central banker mainly talking common sense on UCMP.

It's worth a much longer read and a much longer write up than | can do here today, so here is the
link for those interested, but in a nutshell, here are my quick takeaways.

1. Negative interest rates - they do more harm than good. Regular readers will be aware that
this is a personal bugbear. It now turns out that there is even a new term in
economics/finance, to describe the point at which rate declines stop being helpful, and start
doing damage. This apparently is the "reversal interest rate". (Note to self, go and write that
critical book before it becomes mainstream!). As Lowe also succinctly puts it "there is
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evidence that...(low interest-rates)...can encourage households to save more and spend
less, especially when people are concerned about the possibility of lower income in
retirement”. Importantly (and this is my main point), this can happen at low positive
nominal rates. They don't need to turn negative. The AUD took slight comfort momentarily
during his speech when he pointed out that negative rates were very unlikely for Australia.

2. Forward guidance - | don't share central bankers enthusiasm for "forward guidance".
Indeed, | don't even consider it a "tool". So when these people start talking about their
arsenal of policies and include forward guidance in the list, | basically conclude that they are
out of ammunition (Bank of Japan, ECB). My point is, we (that is the market), are not stupid
(at least not collectively - there will be exceptions). So when central banks try to drive longer
yields down by claiming they won't do such-and-such until a certain date, or until certain
conditions are met, we are either well ahead of them or have a more realistic future
outlook. In other words, this only works if the central bank knows something we don't, and
is solving a principal-agent failure. Otherwise, it's just hot air. "Forward nonsense". Here, |
part company with Governor Lowe. This part of the speech | think you can skip. But it's
short. Maybe he isn't much of a fan either.

3. There is a section on extended liquidity provisions - read it if you want, | don't consider this
unconventional so much as "modified". It's an important adaptation to changed
circumstances, but an evolution, not a revolution in monetary policy.

4. Asset purchases - or QE. The interesting part of this speech is the somewhat rambly
explanation for what they are supposed to do. | think this owes to the fact that when they
were first introduced, most central banks didn't really have much idea what they were
trying to do, beyond stem a massive collapse in confidence. This worked, fortunately.
Though most of the subsequent rationale for QE - portfolio balance theory, in particular, is in
my opinion, ex-post justifications for policies that were made on the fly more in hope than
in the certainty that they would do any good.

Lowe also set out some points for Australia:

¢ QE would not be started until and unless conventional rates fell to 0.25% (they are currently
0.75%).

¢ He noted that he didn't expect this point to be reached in the near future - (but then he
would say that wouldn't he, which is another example of why forward guidance is such a
waste of time)

¢ | was particularly encouraged by one of Lowe's concluding sentences, which | think is spot-
on "In my view, there is not a smooth continuum running from interest rate reductions to
quantitative easing. It is a bigger step to engage in money-financed asset purchases by the
central bank than it is to cut interest rates". This is a hugely important admission.

Day ahead

We've had a further positive steer on trade talks according to the US President, which would
normally be supportive for local currencies, including the CNY and CNH. Markets seem to be getting
enured to such comments, though, especially when they don't come with any added supporting
information, and the fact that we have heard these positive comments so often but are still
waiting for a deal could be interpreted as meaning that significant problems still remain. This may
be more than just dotting the "i's" and crossing the "t's" (this is another example of the irrelevance
and overuse of forward-qguidance - but here in a political setting).
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We've already had some NZ trade figures for October - not terribly exciting. Both exports and
imports coming in close to expectations and the trade deficit narrowing a bit more on a 12M year-
to-date basis ($5.037bn now from $5.330)bn. The NZD is looking reasonably perky this morning, so
these figures may have provided some support.

We've got some China data out later too - industrial profits - a good contemporaneous indicator of
where the Chinese economy is given the misgivings many of us have over the GDP figures.
However, there may be some issues with today's release, and as Iris Pang writes "We expect a turn
in the headline number from negative yearly growth to positive yearly growth because of base
effects from the same period last year. This base effect will mask how the infrastructure projects
have benefited related manufacturers, and how the trade war has hurt export-related
manufacturers".

Thailand has also been addressing its weak domestic demand problem with some fiscal stimulus:
Praksah Sakpal notes that "The government yesterday rolled out additional stimulus worth $3.3
billion (0.6% of 2018 GDP) to support growth. Almost all of it is directed toward additional support
to farmers and village cooperatives. October manufacturing data today will inform about the
direction of GDP growth in the current quarter. The consensus is a slightly steeper 5% YoY fall in
output than September’s 4.7% fall. We continue to look for signs of a bottoming in activity. We are
seeing this in exports but not yet in manufacturing, which means continued sluggish GDP growth
in the current quarter. Even so, we don't think the BoT will ease policy again at the December
meeting, especially now that the government has unveiled more stimulus".

The big G-7 data out tonight will be the October US personal spending figures. The outlook for the
Fed, the USD and US Treasuries changes completely if the US household stops supporting the rest
of the economy. Durable goods data is likely to keep showing weak business investment.
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