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Since financial deregulation in the early 1980s, monetary policy in Organisation for Economic Co-
operation and Development countries has functioned by changing the key policy interest rate. 
 
But no longer does tightening mean a credit squeeze. Instead, borrowing becomes dearer, slowing 
the economy more gently. 
 
While monetary policy still packs a punch in Australia, in the United States and elsewhere its counter-
cyclical impact is weak. When a central bank raises its key policy rate, it routinely doesn't have to do 
much more than announce the new target rate. It is enough that the banks know the central bank 
could, if necessary, leave them short of interbank clearing balances, forcing up interbank interest 
rates. 
 
But the interest rate is also the key financial price. It is the price which clears financial markets – the 
reward for saving, and the cost of borrowing. These diverse pressures can be reconciled: short-term 
rates are set by monetary policy, while real factors (savings behaviour, investment opportunities, risk 
perceptions, inflation expectations, global interest rates and other factors) determine long-term rates. 
 
How much influence does policy have beyond the interbank market, which is a trivial source of bank 
funding? In practice, the central bank's influence dominates all rates at the short end of the yield 
curve. Changes in the policy rate are mirrored in variable lending rates and short-term deposit rates. 
 
Banks have no reason to resist such changes. Altering both their lending and deposit rates leaves 
their margin (and their profits) largely invariant to the policy stance. 
 
In this way the central bank acts as a signaller, raising and lowering interest rates without making 
substantial transactions in financial markets. Shifting out along the yield curve attenuates the 
influence of the policy rate, but expectations about the policy rate over the next year or two will have a 
big influence on the one-two-year rates. 
 
The policy rate should not have much influence on long-term interest rates: monetary policy is 
essentially a cyclical matter. 
 
For interest rates with duration beyond the length of the cycle, policy should not have much effect. 
While this framework is common around the world, it plays out differently in different countries. 
Monetary policy in the US, for example, has been a feeble instrument in the years leading up to the 
2008 crisis and its aftermath. 
 
One reason is that many borrowers are not paying the US Federal Reserve's policy rate. US 
mortgages tend to be 30-year fixed-rate loans, so mortgage rates did not rise when the Fed began 
tightening in July 2004. 
 
Additional factors weakened the attempt to tighten monetary policy: honeymoon rates gave borrowers 
two years of near-free money and, most damaging of all, there was a drastic decline of lending 
standards. 
 
The 2008 crisis brought further radical restructuring of US interest relativities, both along the yield 
curve and around it. The policy rate was lowered to near zero, but even the cheapest mortgage rates 
remained some 400 basis points above this because risk margins were radically revised upwards. 
Even this modestly reduced rate is not available to 8 million borrowers who are stuck with mortgages 
at 6 per cent, unable to re-finance because the house is worth less than the loan. 
 



Meanwhile the long end reflects factors other than monetary policy. The flight to safety, not the low 
policy rate, drove 10-year bond yields down to little more than 2 per cent. But the government is the 
only borrower getting the advantage of this amazingly low rate. The Fed has attempted to spread the 
benefit to a wider range of borrowers via two rounds of quantitative easing and operation twist, with 
little effect. 
 
Thus the Fed's attempt to stimulate a flaccid economy has been no more successful than the earlier 
attempt to constrain the boom. This reflects not just the liquidity trap (interest rates can't go below 
zero). Nor is it just the old story of monetary policy pushing on a string (that is, unable to counter weak 
demand for credit). 
 
As well, the policy signal is not being reflected in the cost of borrowing. If monetary policy has had any 
influence, it's likely to have been via the exchange rate rather than cheaper borrowing costs. 
 
Other countries have their own problems applying monetary policy via interest rates. For some, the 
influence of foreign rates is overwhelming. Hong Kong and Singapore have given up trying to 
influence the domestic interest rate, and rely on more direct controls (loan-to-valuation ratios, property 
taxes, suasion) to influence credit growth. These are the very methods which deregulation was 
designed to supersede. 
 
In Europe, the common currency has meant a common policy interest rate. Unfortunately the right 
rate for Germany was not right for southern Europe. Worse still, the market did not build in substantial 
risk premiums for these peripheral countries when the euro was created. They were able to borrow at 
historically rock-bottom rates, which they did with alacrity. A decade later, the painful consequences 
are apparent. 
 
In Australia, with its preponderance of variable-interest mortgages, there is still plenty of room for 
policy to influence the price of borrowing, although over time around one-quarter of borrowers have 
moved out along the yield curve, softening the immediate impact of policy changes. 
 
Australian banks have never followed the RBA cash rate slavishly in setting their variable rates, and in 
December ANZ Banking Group said it would set its own rate, independently of the RBA's cash rate. 
This might weaken the nexus a little further, but the public perception of a close link has advantages 
for everyone, including the banks. When interest rates are rising, linking lending rates to the cash rate 
lets the banks shift the blame to the RBA. 
 
Let's see how independent ANZ wants to be when rates are rising. 
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