
 

 

EXPLAIN HOW DOMESTIC MARKET OPERATIONS CAN BE USED TO INFLUENCE THE LEVEL OF ECONOMIC 
ACTIVITY 

 
The Reserve Bank of Australia (RBA) has a role in conducting monetary policy through domestic market 
operations to maintain the cash rate at its target level. Domestic market operations are actions by the 
Reserve Bank in the short-term money market to buy and sell securities – either outright or through 
repurchase agreements – in order to influence the cash rate and the general level of interest rates, in order 
to achieve the RBA’s policy goals. The current monetary policy is loose, with the RBA setting the cash rate at 
two percent, however according to the August 2015 statement on monetary policy, there is indication that 
this figure will be lower than forward estimates.  

 
Domestic Market Operations (DMO) are conducted directly between financial institutions and the RBA, 
through exchange settlement accounts (ES). Exchange settlement accounts are the funds held by banks and 
other financial institutions with the RBA in order to settle payments with other banks and the RBA. The cash 
rate is determined by the supply and demand of these ES accounts, the supply being able to be controlled by 
the RBA, the current rate at two percent. The cash rate is also known as the benchmark rate as it is the 
foundation to the setting of all other interest rates in the economy.  
 
The current monetary policy is loose, and therefore stimulates the economy by injecting more funds into the 
system. When the RBA wants to loosen monetary policy, it buys second hand securities (bonds) and 
repurchase agreements from financial institutions. Repurchase agreements are a form of payment, where 
the seller agrees to buy back the security back at a later date. When the reserve bank buys securities, it pays 
for them by crediting the ES account of the seller, which increases the overall supply of funds in ES accounts 
creating an excess of borrowable funds. The opposite effect occurs when the sales of securities take place. 
This puts downward pressure on the cash rate and thus loosens monetary policy.  
 
The automatic effect on the cash rate has little direct effect on households and businesses, however changes 
in monetary policy usually transfer quickly through to the rate at which banks fund themselves, and therefore 
are usually also translated into the rates that banks charge for lending. This is because the cash rate is the 
backbone and benchmark to other interest rates in the economy, enforcing an effect on consumers/ 
businesses indirectly.  Downward pressure on the cash rate from the loosening of monetary policy leads to 
the decrease of market interest rates due to the banks desire to maintain margins. This results in existing 
borrowers have to pay less on their debt (unless on fixed interest rate) and new borrowers will find it easier 
to borrow funds if needed because they will be more likely to be able to pay back their debt with a lower 
interest rate. Lower interest rates leads to increased consumer spending and confidence in ability to pay back 
loans. This leads to an increase in demand and thus the demand for labour goes up because it is a derived 
demand. An increase in the demand for labour causes an increase in employment and hence an increase in 
the level of economic activity.  
 
The RBA cash rate chart shows that since 2002, there have been two major cycles of tightening monetary 
policy, being 2002 to 2008, and 2009 to 2010. This was a direct response to the strong and above trend 
economic growth, and high- end inflation. During these periods, the RBA was increasing the target cash rate 
through selling securities and repurchase agreements with its DMO. The intention was to slow the economic 
activity to a more sustainable rate of growth and to reduce inflation pressures. The cash rate chart also shows 
two recent cycles of loosening monetary policy between (2008-2009) and (2011- current). In the period of 
2008 – 2009 it was a direct response to the global economic conditions being the Global Financial Crisis. The 
government did this to stimulate spending in the economy as a bid to prevent the Australian economy going 
into severe recession. In both instances the RBA determined that economic growth was below trend and 
inflation was as a result meek. Therefore it announced reductions in the target cash rate, and used DMO to 
ensure that the balance of ES funds and the interest rate matched it’s new target.  
 
The current state of play in the economy is a loosening monetary policy cycle, with the last cash rate cut on 
the 6th May 2015. This was a record low cash rate, at 2.00%. The reason behind this is the slowing economy, 



 

 

with GDP growth of 2.3% still below trend, and unemployment increasing. However the RBA is not concerned 
and has provided support statements indicating that the rise in unemployment was a result of an increase in 
workforce participation as the rate of employment has also increased. The slowing economy reflects the end 
of the mining investment boom and a weaker global growth outlook particularly in China and some parts of 
Europe (Greece). National income growth has also declined due to a sharp fall in Australia’s terms of trade. 
The RBA is continuing to keep interest rates low as seen in it’s August 2015 Statement on Monetary Policy, 
so it can support growth in the interest rate sensitive sectors of the economy, notably housing and 
consumption spending.  
 
In conclusion, the RBA uses domestic market operations to achieve its target level of cash rate. This is the 
major policy too; used by the RBA to influence the economy to achieve it’s policy goals of sustainable 
economic growth, stable inflation, and full employment. The RBA has most recently been loosening monetary 
policy by lowering the cash rate in an attempt to boost economic growth. Unless the economy returns to 
trend growth over forward estimates, it is likely that the RBA will maintain the current cash rate or possibly 
even lower it further.  
 


