
Topic 4: Interest Rate Determination – Liquidity Preference and Loanable 

Funds Theories  

Monetary Policy Objectives and Cash Rates  

Monetary policy decisions are expressed in terms of a target for the cash rate, which is the overnight 

money market interest rate.  

The cash rate is determined by the activity in the open-market operations. It is set by the RBA, who 

is Australia’s central bank and is responsible for moderating economic activity.   

The monetary policy objectives for the RBA are to: Week 4 question 3(a) 

 Manage inflation (target inflation rate is 2-3% - if out of this range RBA will use monetary 

policy to bring it in this range – e.g. currently inflation only at 1%, hence why interest rates 

are so low as they want to increase spending and therefore inflation)  

 Manage the stability of currency – This is because the value of our currency will impact the 

demand for our exports, and will impact our ability to purchase imports.  

 Maintain full employment in Australia – Whilst we will never truly have full employment, 

and we will never get there because this brings about many costs (e.g. if full employment, 

there is no one to cover for sick leave, and also efficiency and productivity will decrease), we 

do not want unemployment to be too high.  

 Bring about economic prosperity and welfare of the people of Australia – This welfare 

should be spread around Australia so that everyone is benefitting.  

Note: These are the objectives only for Australia, the objectives of policy setters in other countries 

would be very different.  

The first 2 objectives (first 2 dot points), are the main aims of the RBA (in particular inflation, this is 

its main aim). The second two points are more idealistic and hard to implement, and are also harder 

to measure.  

The macroeconomic context of interest rate determination  

In most developed economies monetary policy actions are directed at influencing interest rates.  

Monetary policy decisions are expressed in terms of a target for the cash rate, which is the overnight 

money market interest rate.  

If this short-term cash rate changes, there is an expectation that, in an efficient market, medium to 

long term interest rates will change over time to establish a new equilibrium.  

Interest rates are the price of money. Yields on investments and the cost of borrowing are measured 

in interest rates. Any change in interest rates will affect returns received on investments and the 

cost of borrowing. Importantly, this will flow through to changes in future economic growth and 

business activity.  

By understanding what motivates a central bank in its implementation of interest rates policy, 

financial market participants can anticipate changes in a government’s interest rate policy and 

lenders and borrowers can make better-informed decisions.  

In Australia, the cash rate is set by the Reserve Bank of Australia (RBA) and is currently set at 1.5%.  



In 1990 the cash rate was at a whopping 17.5%. This was slashed due to recessions and a lack of 

confidence in the market. The cash rate then slowly went back up and in August 2008, the cash rate 

was at 7.25%. This increased due to the mining boom. These cash rates were slashed down to 3% by 

April 2009, due to the GFC. The interest rate then rose slightly and stagnated, however it has steadily 

dropped from 3% at the beginning of 2013 to the current rate of 1.5%. This rate has remained low 

due to an end in the mining boom, and this has resulted in a low level of inflation (inflation at just 

1%), so the RBA wants to encourage borrowing and therefore spending.  

Why does a Central Bank (such as the RBA) raise interest rates?  

A central bank may increase interest rates (tightening monetary policy) if there is: Week 4 question 1  

 Inflation above the target range (target range is 2-3%)  

 

 Excessive growth in GDP – this excessive growth would mean people are well off, and 

therefore are likely borrowing a lot. Thus we want to slow down GDP growth so there is less 

credit lending (less risk), and ensuring that GDP growth is sustainable.  

 A large deficit in the balance of payments – This is where we have cash outflows exceeding 

cash inflows, meaning money is leaving the economy which means less goods and services 

are being produced. To stop this, the RBA will increase interest rates because most of the 

money is going overseas because they have better interest rates overseas, thus if we 

increase interest rates they may invest in Australian accounts, and foreign investors see 

Australia as an attractive investment option. 

 Rapid growth in credit and debt levels – Similarly to excessive growth in GDP, it will stop 

people from borrowing as they would need to pay higher rates of interest, and thus reduce 

the credit lending risk. 

 There are ongoing and unsustainable price increases in major economic sectors such as the 

property or mining sector.  

 Excessive ‘downward’ pressure on Foreign Exchange (FX) markets – Having ‘downward’ 

pressure indicates the Australian dollar is losing its value. We only do this if it is excessive 

(remember we now have a floating dollar - However, if it fluctuates too much then the RBA 

will intervene).   

Remember that whilst the main focus is on the inflation rate, all these other factors will impact on 

the level of inflation in the future, so they are also taken into account.  

An increase in interest rates (tightening of monetary policy) will have the following consequences: 

 Eventually increase long-term interest rates (we examine the relationship between short 

term and long-term interest rates, we use a yield curve – ON ASSIGNMENT) 

 Slow consumer spending - as borrowing is costly 

 Reduce inflation and demand for imports – This is only the case in the short term, where 

spending on the whole will decrease, which will drop the price of local goods and services 

making imported goods less appealing. In the long term however, the AUD will likely 

appreciate (as higher interest rates mean people invest in Australia) and therefore the 

demand for imports is offset and the overall impact unknown. 

 Decrease the size of the current account deficit – Because as we saw with the balance of 

payments, we are seeking to get more foreign investment coming into Australia, and 

prevent Australians from investing overseas. 



 May attract foreign investment (as they are looking to take advantage of the higher interest 

rates), causing the domestic currency (AUD) to appreciate. 


