1. The International Environment
The ongoing rollout of COVID-19 vaccines and
significant policy stimulus has laid the
groundwork for a sustained global economic
recovery. Activity has generally recovered
quickly once vaccination coverage has risen,
allowing mandated restrictions and health
concerns to be eased. GDP is expected to return
to its pre-pandemic trend in many advanced
economies over the next year. GDP in China has
already returned to its pre-pandemic path;
however, growth has slowed of late, in part
because of authorities’ efforts to reduce leverage
in the economy, as well as other recent policy
shifts that have introduced considerable
uncertainty to the outlook in China. Concerns
about the financial health of Evergrande, a large
private Chinese property developer, led to some
volatility across global financial markets since
the last Statement. There are similar concerns
about a number of other Chinese property
developers, but risk sentiment outside the
property development sector has stabilised.
Capacity constraints in many countries could
result in the recent increase in global inflation
pressures persisting for longer than initially
expected, and pose a downside risk to the
growth outlook. Strong global demand this year
has run up against a lack of spare capacity in
manufacturing and transportation networks,
while shortages have also emerged more
recently in energy markets. This has seen a sharp
rise in the price of shipping, energy, base metals
and other inputs with energy-intensive
processes. Some economies have also
experienced a pick-up in wages growth.
Consumer price inflation has increased to its

highest rate in several years in a number of
economies, though central banks still generally
expect inflation to return to levels consistent
with their targets next year.
Central banks in some advanced economies
have begun to increase their policy rates, and
market pricing suggests that some others will
do so in the next few quarters. A number of
these central banks assess their economies to
have limited spare capacity and that inflationary
pressures will persist beyond the next year, while
some have pointed to concerns about the buildup of financial imbalances at very low interest
rates. Central banks in most advanced
economies have implemented or discussed the
timing of reductions in the pace of asset
purchases. The market-implied path of expected
policy rates has shifted higher in recent months
as upside risks to the inflation outlook have
increased. Yields on government bonds have
increased in advanced economies, although
financial conditions overall have remained very
accommodative. Financial conditions among
emerging market economies have continued to
diverge, with a number of central banks outside
Asia having tightened policy substantially in
response to rising inflation. Central banks in
emerging Asia have kept policy rates
unchanged, but some are expected to begin
raising rates before the end of the year.

As vaccination rates rise, COVID-19
restrictions have been reduced
Vaccination coverage has increased in many
economies over recent months (Graph 1.1). This
has enabled restrictions to be eased in advanced
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economies from around mid year. While the
number of COVID-19 cases subsequently
increased as a result of this easing,
hospitalisations and deaths have remained
much lower than in earlier waves, reflecting the
protection provided by the vaccines (Graph 1.2).
In China, localised restrictions have been
introduced intermittently to manage COVID-19
outbreaks. Case numbers and deaths have been
declining in the rest of Asia since August, which
has allowed restrictions to ease there.

Graph 1.1
Vaccinations – Selected Countries
Share of total population
China*
Singapore
South Korea
Canada
Japan
Malaysia
New Zealand
Brazil
Australia
United Kingdom
European Union
United States
Thailand
India
Indonesia
0

20

Fully vaccinated 30 June

40

60

Fully vaccinated

80

%

Activity has been recovering in
countries with high vaccination rates
The improvement in health outcomes and the
easing of restrictions over the course of the year
have enabled a strong recovery in many
advanced economies (Graph 1.3). Policy
measures implemented early in the pandemic
supported private incomes and balance sheets,
which limited the amount of scarring on the
economy from the COVID-19 shock. Fiscal
measures have since largely pivoted towards
those aimed at driving the recovery and
stimulating private demand. Consumption has
led the recovery, but business and dwelling
investment have also picked up strongly and in
some countries are back above pre-pandemic
levels. Economic activity in the United States has
now more than retraced its decline. Activity
throughout Europe, the United Kingdom and
Canada has risen substantially but is still slightly
below pre-pandemic levels. There are signs that
supply constraints are limiting activity in some
industries.
The recovery in consumption in advanced
economies has been driven by a recovery in
discretionary services (Graph 1.4). Consumer
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spending on many services has now returned to
pre-pandemic levels, with air travel a notable
exception. Nonetheless, goods consumption has
remained strong even as discretionary services
consumption has recovered. It is expected that
the share of consumption spent on goods will
fall back over time, although the pandemic may
have prompted some changes in expenditure
patterns that persist for a while.
Consumption will be supported in the period
ahead by the general improvement in
household balance sheets seen during the
pandemic and as wages growth picks up; this
experience stands in contrast to previous
economic downturns. Overall, household wealth
has risen because of the increased savings
during the pandemic and the strong growth in
housing and equity prices (Graph 1.5). An
upswing in housing prices has been a feature of
the recovery globally. Strong housing demand
has been supported by low interest rates,
growth in incomes from fiscal support and a
recovery in labour market conditions, as well as
changes in household preferences.
The extent of recovery has been mixed in the
Asia-Pacific region. The recovery in most
advanced economies in Asia has continued,

Graph 1.4

underpinned by strong export growth and
investment in manufacturing capacity, despite
disruptions caused by COVID-19-related
restrictions and some supply shortages. Activity
in India is likely to have recovered strongly
following a sharp contraction mid year related to
its Delta wave. In contrast, a tightening in
COVID-19 containment measures stalled the
recovery in some economies in the region in
recent months, including New Zealand, Thailand
and Indonesia. Mobility data throughout Asia
has picked up as containment measures have
eased, which should support consumption and
overall activity in the December quarter.

China’s economic growth has slowed
amid targeted regulatory tightening …
GDP in China has already returned to its prepandemic path. However, growth slowed
considerably in the September quarter, in part
because of authorities’ efforts to reduce leverage
in the economy. Localised restrictions imposed
in response to short-lived COVID-19 outbreaks
also weighed on growth over this period,
particularly household spending on services
(Graph 1.6). The weakness was concentrated in
July and August, with retail sales rising in
September after activity restrictions were eased.
Strong global demand for goods has provided
some offset by continuing to support industrial
production and exports, and manufacturers
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have increased investment in response.
However, power shortages have weighed on
manufacturing output over the past month or
so.

also appear to be less likely than in the past to
respond to slowing construction activity by
easing credit conditions, given the trade-off that
would imply for leverage in the economy.

The decline in consumption growth during the
September quarter compounded the
dampening effect of longstanding efforts by the
Chinese authorities to reduce leverage in the
economy, most prominently in the residential
property sector. From late 2020, the authorities
have restricted the capacity of developers to
finance new projects if those developers cross
one of ‘three red lines’ – that is, for having
leverage or gearing ratios that are too high, or
cash holdings that are too low. This has resulted
in a decline in both construction starts and the
pipeline of work under construction (Graph 1.7).
New home sales have also fallen sharply in
Tier 2 and Tier 3 cities since late July.[1] This
policy has had a particularly adverse effect on
one property developer – China Evergrande –
and has increased funding costs for a number of
other highly leveraged property developers (see
‘Box A: Stress in the Chinese Property Develop
ment Sector’). While the slowing in China’s real
estate sector has been moderate to date, there is
a risk that construction activity could decline
sharply, particularly if households become
reluctant to purchase from property developers
in the current environment. Chinese authorities

Regulatory restrictions have also slowed growth
in some other sectors. Restrictions on the ability
of local governments to commence and finance
new infrastructure projects have induced a
steady decline in infrastructure investment over
the past year. Steel output caps introduced by
the authorities to reduce air pollution and
carbon emissions over recent months have also
contributed to the sharp fall in steel production.
As a result, iron ore prices have fallen by more
than 50 per cent since their recent peak in May
(Graph 1.8). At the same time, Chinese steel
prices have been elevated. This divergence
implies that the decline in steel supply has more
than offset a small decline in domestic steel
demand. Production of a range of other
materials, most notably aluminium, has also
been hampered by power shortages. These
shortages are the result of strong demand for
energy from other sources, as well as disruptions
to energy supply – including because of the
authorities’ efforts to restrict energy usage.
Over this year, there has been an increased
public focus on ‘common prosperity’ goals,
which has been interpreted as reducing
inequality and improving living standards for the

Graph 1.6
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broader population. Another policy focus has
been on stricter enforcement of anti-monopoly
and consumer protection rules in the
technology sector. While these objectives may
enhance growth in the medium term, the
breadth of policy adjustment recently has
created uncertainty and raised the risk of an
unintended slowing in the economy.

… but financial conditions in China
overall remain stable
While financing conditions have tightened for
property developers and some companies
directly exposed to Evergrande, overall financial
conditions in China have remained stable. Yields
have increased only slightly for investmentgrade corporate bonds (both onshore and
offshore), in contrast to the sharp rise for highyield offshore Chinese bonds, which are
predominately issued by property developers.
Money market rates have also been largely
stable, in part reflecting liquidity injections by
the People’s Bank of China (PBC). Equity prices
have been little changed since the August
Statement, although offshore-listed equities have
been more volatile than onshore equities; this is
partly because mainland Chinese property
developers make up a sizeable portion of Hong
Kong’s exchange.

Financing restrictions for real estate companies
and off-balance sheet investment activities of
local governments have contributed to a
gradual slowing in the growth of debt. Total
social financing (TSF) has been stable as a share
of GDP over the past year, in line with the target
set by Chinese authorities earlier this year
(Graph 1.9).
Over recent months, the PBC announced a
number of targeted easing policies to help
support credit provision, particularly for small
businesses and disadvantaged provinces in
China. At the same time, China’s national cabinet
has requested that local governments accelerate
their investment and expenditure plans, which
may support TSF growth over coming months,
as authorities utilise more of their unspent
annual special bond quotas.
The Chinese renminbi remains around its
highest level in recent years against the
US dollar and it has appreciated around
6 per cent on a trade-weighted basis since the
start of the year (Graph 1.10). Trade surpluses
and foreign investment continue to support the
currency, although foreign inflows into China’s
securities markets moderated in the September
quarter (Graph 1.11). This is in contrast to the
episode in the mid 2010s when financial stability
concerns were also elevated. During that earlier
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period, capital controls were tightened to
support the exchange rate in the face of large
capital outflows and exchange rate depreciation.
In September, the authorities proceeded with
further easing of controls on cross-border
portfolio flows as planned. Additional outbound
investments are now allowed, with mainland
banks and institutional investors able to
purchase certain bonds in Hong Kong’s market.
This is in line with the long-stated goal of capital
account liberalisation, and may boost liquidity
and offshore issuance of renminbi-denominated
debt. In addition, individual investors in Hong
Kong will also be allowed to purchase wealth
management products in select cities in South
China, and vice versa.

Graph 1.10
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Capacity limits to global production are
boosting commodity and other prices
Capacity constraints in global goods markets
have been surprisingly persistent and have
broadened in recent months, straining transport
networks and weighing on downstream
production in a number of areas. Container
shipping costs, the backlog of unfinished work
and supplier delivery times all remain around
historically high levels (Graph 1.12; Graph 1.13).
The supply of semiconductors has not kept pace
with demand, which has increasingly disrupted
downstream manufacturing in an environment
of strong demand for finished goods. Most
notably, global automotive production declined
by around 15 per cent over the first half of this
year, across a wide range of countries. More
recently, there have been reports of shortages in
the supply of building materials and furniture in
various countries. Inventories of finished goods
have declined further from already low levels, as
retailers struggle to secure enough supply to
meet strong demand for goods.
Capacity constraints have also substantially
boosted the prices of energy-related
commodities since the middle of the year
(Graph 1.13; Table 1.1). The prices of thermal coal
and LNG – key Australian exports – have
increased sharply in recent months and, despite
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Table 1.1: Commodity Price Growth(a)
SDR terms; percentage change
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Over the past year
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28
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38
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Brent crude oil(b)
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RBA ICP

−3
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– Using spot prices for bulk commodities
(a) Prices from the RBA Index of Commodity Prices (ICP); bulk commodity prices are spot prices
(b) In US dollars

a recent easing, are still higher than at any other
time in over a decade. The tightness in gas
markets has been most evident in the United
Kingdom and Europe, where it has adversely
affected production, compressed margins and
started to flow into significant rises in prices for
some downstream industries. Similar increases
in gas prices have not been seen in Australia
because the domestic and export gas markets
are segmented. China experienced widespread
power shortages during September and
October that curtailed production of energy-
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intensive products like aluminium, other base
metals and cement. High prices for coal and
LNG have also contributed to oil prices rising to
around their highest level in seven years, with
OPEC oil supply only increasing gradually. The
rise in energy prices has also amplified the rise in
base metals prices in recent months.
The broad and persistent nature of these
capacity constraints in goods and energy
markets primarily reflects ongoing strength in
global demand for goods as economies have
reopened – and the resulting impact on the
energy intensity of the economic recovery. This
is illustrated by global merchandise trade,
industrial output and electricity production all
having increased or remaining elevated as
capacity constraints have tightened (Graph 1.12,
top panel). Demand for energy has recently
been exacerbated by unseasonably warm
weather in the northern hemisphere.
Persistent supply disruptions have played some
part in these constraints. COVID-19-related
shutdowns to factories and ports in Asia have
continued, delaying the ability of firms to
increase shipments of a wide range of goods.
Idiosyncratic supply disruptions – such as
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weather-induced reductions in the supply of
renewable energy and China’s efforts to reduce
pollution from coal-fired electricity generation –
have also contributed to tightness in energy
markets of late. Firms have been significantly
increasing investment to expand production of
items such as semiconductors, ships and
containers, but this is unlikely to add materially
to supply until well into next year.

The expected level of GDP for Australia’s MTP by
the end of the forecast period is little changed
compared with three months ago, though the
timing of the recovery has been pushed out
slightly in the near term. Year-average MTP
growth is expected to be strong in 2021 and
2022 (6 per cent and 5 per cent, respectively)
(Graph 1.15).

GDP is expected to converge towards
pre-pandemic trends in a number of
advanced economies

Quarterly GDP growth in advanced economies is
expected to remain elevated through to
mid 2022, before easing to more typical (prepandemic) rates. Most advanced economies are
expected to regain their pre-pandemic path for
GDP during 2022. China is expected to continue
growing along its pre-pandemic path over the
forecast period, with a slowdown in real estate
construction broadly offset by stronger
consumption and infrastructure investment. The
pace of growth in China is expected to continue
to moderate, in line with the trend before the
pandemic.

Further recovery in the global economy is
expected over the next few years. Growth in
Australia’s major trading partners (MTP) slowed
in mid 2021, largely due to the effects of Delta
outbreaks in Asia, as well as capacity constraints
in some advanced economies. However, as the
disruptions caused by the Delta variant have
generally peaked, most economies are expected
to continue or resume their earlier recoveries.

By contrast, many emerging market economies
in Asia and elsewhere are not expected to return
to their pre-pandemic paths over the forecast
horizon. Regionally, this shortfall is most
pronounced for India, Indonesia and the
Philippines. In these economies, vaccination
rates remain low, private sector balance sheets
have deteriorated and international tourism is
expected to resume only slowly.

Graph 1.14

Graph 1.15

The combination of strong global goods
demand and supply pressures has resulted in
high producer price inflation in many
economies (Graph 1.14). Goods producer price
inflation has risen to the highest rates in many
years, with the rise in prices for energy-related
commodities further amplifying these price
pressures.
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3. In China, the number of policy adjustments
that have taken effect in recent times could
weigh on growth by more than currently
expected. This could result in a larger-thanexpected decline in construction activity.
Residential construction activity directly
accounts for slightly over 10 per cent of

Employment in advanced economies has
continued to recover, and unemployment rates
have declined to be either close to, or back at,
pre-pandemic levels (Graph 1.16). However, job
furlough schemes have wrapped up recently in
the United Kingdom and will end in some euro
area countries in coming months. As workers
who were furloughed re-enter the labour force,
they will add to available labour supply, which
could temporarily slow progress in reducing
measured unemployment rates. Regardless,
labour demand remains strong globally, with job
vacancies at elevated levels in many economies.

United
Kingdom

2. The outlook for global consumption remains
uncertain. The emergence of a vaccineresistant strain of COVID-19 could require
mobility restrictions to be re-imposed and,
even in the absence of this, consumers
might remain cautious about resuming the
consumption of a wide range of services. On
the other hand, the recovery in consumption
could be stronger than expected as a result
of pent-up demand, the accumulation of
savings during the pandemic and the large
increase in housing and financial wealth. It is
also uncertain whether, or how quickly, the
share of consumption allocated between
goods and services returns to pre-pandemic
norms; this could affect the global inflation
outlook given price pressures have been
concentrated in goods markets where
demand has been unusually strong.

Labour markets are tightening, with
increasing reports of labour shortages

Canada

1. Capacity constraints could restrain the
recovery and result in price pressures
remaining high for longer than assumed.
The central assumption in the global outlook
is that labour supply and production
capacity lift over the coming year, allowing a
period of strong growth but without
triggering persistent inflationary pressures.
However, it is possible that the global
economic recovery could be held back by
supply constraints in product and labour
markets, and more persistent inflationary
pressures could reduce household
purchasing power or trigger an earlier or
larger tightening in global monetary policy
than currently anticipated.

China’s economy (and a larger share after
taking into account indirect links); a slowing
in this sector would dampen demand for
upstream manufacturing and, in turn,
commodities. Increased uncertainty about
economic policy, or unintended economic
consequences from recent political
directives, could also result in a sharper
slowing in activity than envisaged. A broadbased growth slowdown in China would
weigh on demand throughout the region
and reduce commodity demand, including
from Australia.

United States

There are three main risks to the outlook for
global growth:

Source: Refinitiv
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Participation rates remain well below prepandemic levels in some other economies,
including the United States, the United Kingdom
and Germany. Reports of shortages of available
labour are widespread in these countries,
particularly for customer-facing roles and in
industries where activity has lifted sharply as
economies have reopened. The shortfall in
participation rates in these countries, compared
with pre-pandemic levels, is most evident
among older age groups, suggesting early
retirements or lingering health concerns that
may be weighing on people’s willingness to
participate in the labour force. In contrast,
prime-age participation rates generally returned
to pre-pandemic levels earlier this year; the
United States is the exception, possibly because
school closures and limited day-care availability
have been more widespread and extensive,
constraining the participation of those with
child care responsibilities.
A number of other factors are making it hard to
match workers to jobs in these countries. The
rate of resignations has been significantly
elevated in the United States, across a wide
range of jobs but particularly for roles where
demand for workers has been strong and new
jobs are easy to find. Vaccine mandates for
certain industries or jobs in the United States
and the United Kingdom, and a relatively high
(though falling) share of workers having to
isolate because of possible COVID-19 exposure,
are also constraining labour supply. In addition,
reduced supply of foreign labour in the United
Kingdom has exacerbated labour shortages in
certain sectors, most prominently fuel and
goods distribution.

wage workers. This in part reflects an increase in
the relative wages of customer-facing and some
other roles, possibly owing to increased health
risks or less stable hours during the pandemic.
These factors help to explain why measured
wages growth in the United States and the
United Kingdom has picked up despite still
elevated unemployment rates. On the other
hand, and as has been the case in Australia,
wages growth has been subdued in Canada and
the euro area, despite strong labour market
recoveries.

Inflation has increased, but mediumterm inflation expectations are still
consistent with targets
Consumer price inflation in advanced
economies has increased to elevated rates in
recent months (Graph 1.18). A sizeable portion
of this increase has been driven by large rises in
prices for new and used cars and for services
such as travel and hospitality (where supply has
been slower to recover than demand as these
economies reopen). Central banks expect most
of these price increases to moderate, and some
to reverse, during 2022. Sharp increases in petrol
and energy prices have also added to headline
inflation measures since the beginning of the
year. Nevertheless, the pace of inflation has
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increased across a broad range of other items
compared with pre-pandemic outcomes
(Graph 1.19). Consistent with this, underlying
measures of consumer price inflation have also
increased and in some cases are above central
bank targets.

second-round inflationary pressures. Housing
inflation, which tends to be more persistent, is
also picking up across advanced economies.
More generally, if wages growth remains
stronger than expected it would see inflation
remain high for a prolonged period.

Supply shortages for energy-related
commodities are likely to contribute significantly
to inflation in coming months, particularly in the
euro area and the United Kingdom. Related
supply disruptions in downstream industries, if
prolonged, have the potential to generate

Most central banks still expect inflation to return
to target next year, although risks are tilted to
the upside and developments in inflation expec
tations and labour markets are being closely
monitored. Market economists forecast inflation
in the United States and the United Kingdom to
be moderately above target next year, but
forecasts in coming years are consistent with
targets in most other advanced economies; the
range of forecasts among economists has
increased sharply for US inflation, consistent
with a rise in uncertainty. Financial market
measures of expected inflation over the next
three years have risen in a number of advanced
economies, but most notably in the euro area
and the United Kingdom, reflecting
compensation for both higher expected
inflation and the increase in upside risks to
inflation. Medium-term inflation expectations
have also increased, in some cases to their
highest levels in many years, but are still mostly
consistent with central bank targets
(Graph 1.20).
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Consumer Price Inflation*
Year-ended
%

United States

%

Canada

4

4
Headline

2

2

0

0

%

Euro area

%

United Kingdom

4

4
Underlying**

2

2

0

0

-2

2011

2016

2021 2011

2016

2021

-2

*

Personal consumption expenditure deflator used for the United
States; CPI used elsewhere
Trimmed mean for the United States and Canada; Persistent and
Common Component of Inflation for the euro area; core for the United
Kingdom
Source: Refinitiv
**

Graph 1.19
Share of CPI Basket Running Above
3 Per Cent Inflation
Year-ended
%

%
Latest
March 2021

40

40
Two years ago

20

20

lia
st
ra

at
St
ni
te
d
U

Sources: ABS; BLS; Eurostat; ONS; RBA; Statistics Canada

Au

es

m
do
ng
Ki
te
d

U

ni

Eu
ro

ad
an
C

ar
ea

0

a

0

Inflation in many emerging markets has also
increased significantly. The increase has been
most pronounced in countries where inflation
expectations are not well-anchored, such as
throughout Latin America, Russia and Turkey. In
contrast, consumer price inflation has risen only
modestly throughout Asia.

Government bond yields have risen
Yields on longer-term government bonds have
increased over recent months in advanced
economies, reaching or surpassing levels
reached earlier in the year (Graph 1.21). This
reflects the expectations of market participants
that inflation will be higher and central banks
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will tighten policy earlier than previously
envisaged, as well as increased compensation
for the risk that inflation or policy rates increase
by more than anticipated. Shorter-term govern
ment bond yields have also increased in most
advanced economies alongside a shift higher in
market-implied expectations for the path of
central bank policy rates (Graph 1.22).

potential growth rates, a decline in the risk
appetite of firms, rising inequality and the
ageing of the population. Moreover, expec
tations of a prolonged period of monetary
stimulus, including sizeable bond holdings by
central banks, have exerted downward pressure
on yields in both nominal and real terms.

Longer-term real yields have increased
somewhat in most advanced economies over
recent months, though they remain negative
and around historically low levels (Graph 1.23). In
recent years, the low level of real yields has been
attributed to a range of slow-moving changes in
advanced economies – including a decline in

Central banks in some advanced
economies have increased policy
rates …

Graph 1.20

Graph 1.22

Medium-term Inflation Expectations*

3-year Government Bond Yields

Year-ended
%

United States**

%

Euro area

3

3

2

2
Market***

1
%

1

United Kingdom

%

Canada

4

4

3

3

Consumer

2

2

1

1

0

Central banks in advanced economies continue
to provide significant monetary policy stimulus
through low policy rates, large holdings of assets
(primarily government bonds) and term funding

2013

2017

2021

2013

2017

2021

%
2.0
1.5
1.0
0.5
0.0
-0.5

Canada
US

%
2.0
1.5
1.0
0.5
0.0
-0.5
-1.0

NZ
Japan
Germany
M

0

*

Australia*

UK

J S D M
2020

J S D M
2021

J S D M
2020

J S D
2021

%
2.0
1.5
1.0
0.5
0.0
-0.5
%
2.0
1.5
1.0
0.5
0.0
-0.5
-1.0

*

Expectations for headline CPI; market measure for United Kingdom
is headline RPI
Fed’s preferred inflation measure is PCE inflation, which has averaged
about 30 basis points less than CPI inflation since 2000
*** Implied from five-year, five-year forward inflation swaps
Sources: Bloomberg; RBA; Refinitiv

The Australian three-year yield is an interpolated value. All other
series are the yield on a benchmark bond
Sources: Bloomberg; RBNZ; Yieldbroker

**

Graph 1.23

%

Graph 1.21

%

10-year Government Bond Yields

1.0

2.0

2.0

1.5

1.5

Australia

US

1.0

1.0

0.5

UK

0.5

Canada

%
2.5

%
1.5

2.0

1.0

NZ

1.5

Japan

1.0
0.5
0.0

Germany
M

J S D M
2020

J S D M
2021

J S D M
2020

Sources: Bloomberg; Yieldbroker

16

%

R E S E R V E B A N K O F AU S T R A L I A

J S D
2021

Inflation compensation*

Australia

2.5

-1.0

2.0

US

-1.5

1.5

Germany

-2.0
-2.5

-3.5

4.0

3.0

-0.5

0.0

%
3.5

Canada

0.0

0.5

-1.0

Real yield

0.5

-3.0

-0.5

10-year Government Bonds

1.0
0.5

UK**

0.0
M
*
**

J S D M
2020

J S D M
2021

J S D M
2020

J S D
2021

Spread between yields on nominal and inflation-linked bonds
UK inflation-linked bonds are linked to Retail Price Index inflation,
which tends to be higher than Consumer Price Index inflation
Sources: Bloomberg; Yieldbroker

-0.5

schemes. However, in response to progress in
the economic recovery and rising inflationary
pressures, some central banks have begun
reducing stimulus by raising policy rates, or are
expected to start doing so soon. Central banks
continue to indicate that inflation is likely to ease
over time to be close to inflation targets as
supply constraints are resolved. However, a
number of central banks have acknowledged
that there is an increased risk that a lack of spare
capacity will persist longer than expected, and
that inflation will be higher and economic
activity lower as a result.
A few central banks have raised their policy rate
or have flagged that they expect to do so soon.
These central banks have retained their
approach of setting policy rates in response to
their forecasts for inflation, unlike the US Federal
Reserve (Fed) and the Reserve Bank of Australia
(RBA), which both have forward guidance on
policy rates explicitly linked to actual inflation
outcomes. A number have said that spare
capacity is now limited and that this is leading to
upward pressure on underlying inflation,
including through rising wage growth (see
above). Some central banks have also noted that
concerns about financial imbalances – in
particular strong growth of housing prices and
credit – have played a role in their decisions.
Over recent months:
• The Bank of Korea (BoK) increased its policy
rate by 25 basis points to 0.75 per cent in
August, reflecting progress in the economic
recovery, rising inflationary pressures and the
need to curb financial imbalances. The BoK
has indicated that it could raise rates by a
further 25 basis points in November.
• Norges Bank raised its policy rate by 25 basis
points to 0.25 per cent in September, in line
with its earlier communication, and
indicated that it is likely to raise the policy
rate again in December. Norges Bank said
the increase was motivated by continued
progress in the economic recovery and a

desire to counter the build-up of financial
imbalances.
• The Reserve Bank of New Zealand (RBNZ)
raised its policy rate by 25 basis points to
0.50 per cent in October as was widely
expected. The RBNZ assessed that capacity
pressures remain evident in the economy,
particularly in the labour market, despite
recent COVID-19-related restrictions. The
RBNZ indicated that it expects to raise its
policy rate further if the medium-term
outlook for inflation and employment
evolves as expected.
• Minutes from the Bank of England’s (BoE)
September meeting noted that the policy
rate could be increased before the end of
the year. Subsequent comments from BoE
officials indicated that the recent increase in
inflationary pressures has strengthened the
case for a tightening of policy. As a result,
market expectations of an increase in the
BoE’s policy rate have been brought forward
to late this year (Graph 1.24).
• The Bank of Canada (BoC) indicated in
October that it expected spare capacity to
be absorbed and an increase in the policy
rate to be appropriate in the second or third
quarters of 2022. This was somewhat earlier
than the BoC had projected in its previous
forecasts in July.
Elsewhere, market pricing suggests that the Fed
is expected to raise its policy rate around
mid 2022 while the European Central Bank (ECB)
is expected to do so in the second half of 2022.
Market participants expect policy rates to be
unchanged until at least 2025 in Japan.

… while others are focused on tapering
their asset purchases
Most advanced economy central banks have
purchased significant amounts of government
bonds in secondary markets during the
COVID-19 pandemic. These purchases have
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contributed to easier financial conditions by
lowering government bond yields and putting
downward pressure on yields on other assets.[2]
As economic recoveries have progressed, most
central banks have either reduced the pace of
their purchases or are expected to do so soon.
The pace of net asset purchases by the RBA is
currently quicker than most other central banks
in advanced economies, as a proportion of the
eligible stock and relative to GDP, although the
level of the Bank’s holdings remains lower than
most (Graph 1.25; Graph 1.26). Recent
announcements include:
• In November, as was widely expected, the
Federal Open Market Committee (FOMC)
announced a reduction in the pace of the
Fed’s asset purchases, because there had
been substantial further progress towards
the FOMC’s inflation and employment goals.
The pace of purchases of Treasury securities
will be reduced by US$10 billion per month
(from US$80 billion currently) in both
November and December, while the pace of
mortgage-backed security purchases will
also be reduced by a proportionate amount.
The FOMC indicated that similar reductions
are likely to be appropriate in subsequent
months, implying that net purchases are
likely to reach zero in mid 2022. The FOMC
noted that the pace of purchases could be

adjusted if there were changes to the
economic outlook.
• In September, the ECB announced that it
would moderately reduce the pace of its
asset purchases under the Pandemic
Emergency Purchase Programme and that it
would review the future of the ECB’s asset
purchase programs at its December
meeting.
• In October, the BoC announced an end to
the quantitative easing phase of its bond
purchase program and the start of the
reinvestment phase. It will now purchase
bonds only at the rate required to offset
maturities over time, and so keep its
holdings constant until at least the first
policy rate increase.
The BoE’s government bond purchase program
is scheduled to finish by December this year,
when the target stock of purchases is reached. In
August, the BoE said that it will continue to
reinvest proceeds from maturing government
bonds until the policy rate reaches at least
0.5 per cent, and that it will not consider actively
selling bonds until the policy rate reaches
1 per cent.
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Private sector funding conditions in
advanced economies remain
accommodative

The US dollar has appreciated further
over recent months

Conditions in corporate bond markets remain
accommodative. Over recent months, corporate
bond yields have risen alongside increases in
government bond yields (Graph 1.27). Credit
spreads on sub-investment grade bonds
denominated in euros have also widened a little
but remain close to their post-pandemic lows.
Corporations have continued to issue debt at a
steady pace in recent months. Corporate default
rates have declined since early 2021 after rising
noticeably through 2020.
Equity prices in most major markets have
remained around record highs, supported by
positive corporate earnings results in the
banking sector in particular (Graph 1.28).
Concerns about the Chinese property sector
caused some volatility in late September. Equity
prices in Japan have fluctuated as political
change has created uncertainty about the
outlook for fiscal policy. Meanwhile, the value of
mergers and acquisitions deals has reached a
record high this year in the United States.

The US dollar has appreciated a little further over
recent months on a trade-weighted (TWI) basis,
and is around 2½ per cent higher than at the
beginning of 2021 (Graph 1.29). Over the same
period, the euro and Japanese yen have
depreciated, recently reaching their lowest levels
on a TWI basis since the start of the year. These
movements are consistent with the smaller
increase in bond yields in the euro area and
Japan relative to those in the United States and
other advanced economies. The euro area and
Japan have also experienced a deterioration in
their terms of trade recently, owing to rising
natural gas and oil prices. The currencies of
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other advanced economies, including the
Australian dollar, have generally appreciated or
been little changed from their levels a few
months ago on a TWI basis.

Some emerging market economies
have tightened policy further in
response to inflation …
In response to rising inflation and inflation
expectations, some emerging market economy
central banks outside Asia have continued to
tighten policy over recent months. A number of
central banks in Latin America and emerging
Europe have raised their policy rates several
times this year in response to inflation rising to
be well above target levels. The central banks of
Brazil and Russia now assess that policy rates are
above their neutral rates despite sizeable slack
remaining in both economies. By contrast, the
central bank of Turkey surprised markets by
lowering policy rates by a total of 3 percentage
points over September and October despite
inflation remaining significantly above target.
Market pricing implies that further rate increases
are anticipated, and the expected path of rates
has shifted higher in Latin America and Russia in
recent months (Graph 1.30). In particular,
markets expect the Central Bank of Brazil to
increase the policy rate by another 250 basis

points by the end of the year, which is a faster
pace than the central bank has indicated.
Broader financial conditions have also tightened
for emerging market economies outside Asia
(Graph 1.31). Yields on local-currency govern
ment bonds have continued to increase,
particularly in Latin America where they are
significantly above the peaks seen in March
2020. This mainly reflects the domestic inflation
and monetary policy outlook rather than
investor concerns over sovereign credit risk.
Indeed, spreads between US dollardenominated bonds issued by emerging market
economies and equivalent US Treasury bonds
remain near the low levels that prevailed before
the pandemic. Equity prices in Latin America
have fallen to be below their pre-pandemic
levels, while currencies have depreciated over
recent months alongside net portfolio outflows.

… while others have kept rates at
historic lows
In contrast, central banks in emerging Asian
economies have left policy rates unchanged.
These central banks have either characterised
inflation pressures as subdued and/or viewed
recent increases as temporary. Market-implied
paths of policy rates in these economies have
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Market Implied Policy Rate Expectations*

Graph 1.29

Emerging markets; average
%

Asia

Trade-weighted Exchange Rates
1 January 2020 = 100
index
US dollar

110

Euro

105

100

95

Japanese yen

index

8

110

6

105

4

100

2

95

0

2018

2019

2020

2021

Sources: Bloomberg; Board of Governors of the Federal Reserve System

20

R E S E R V E B A N K O F AU S T R A L I A

90

Latin America

%
8

6

4

One
month ago

2

2019
*

90

Europe,
Middle East
and Africa

2024

2019

2024

2019

2024

Solid lines show actual policy rate; coloured dashed lines show current
implied rate; Asia comprises India, Malaysia, Philippines and Thailand;
EMEA comprises Russia and South Africa; Latin America comprises
Brazil, Chile and Mexico
Sources: Bloomberg; Refinitiv

0

been little changed since August and continue
to indicate that some central banks will start
raising rates at a gradual pace this year. Localcurrency government bond yields in Asia have
not risen markedly, and spreads between
US dollar-denominated bonds and equivalent
US Treasury bonds remain low. Net portfolio
inflows have continued, reflecting strong inflows
into equity funds. The currencies of most
emerging Asian economies have depreciated
slightly against the US dollar.
More generally, some emerging market
economies remain vulnerable to a tightening of
global financial conditions at a time when their
economic recoveries are still tentative,
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particularly as central banks in advanced
economies progress with tapering their asset
purchases and raising policy rates. A tightening
in global financial conditions would be of
particular concern for emerging market
economies with large fiscal deficits, high levels
of debt and/or a large share of external
financing, such as Brazil, Turkey and South Africa.
In light of the ongoing challenges facing the
global economy, the International Monetary
Fund (IMF) allocated an additional
US$650 billion worth of Special Drawing Rights
(SDRs; an international reserve asset created by
the IMF) to its member countries in August. This
marked the first allocation of SDRs since
2009 and was intended to help foster the
resilience and stability of the global economy by
addressing the long-term need for reserve
assets. The allocation is particularly beneficial for
those economies with vulnerable external
positions, as countries can choose to sell part or
all of their SDRs for freely useable currencies. To
enhance the impact of the allocation on the
global economy, some countries with strong
external positions have also discussed the
possibility of using a share of their new
allocation to support more vulnerable countries.
A few countries have already made formal
commitments to do this, including Australia.

Endnotes
[1]

China’s cites are commonly (although not officially)
grouped in ‘tiers’ according to size, ranging from the
largest ‘Tier 1’ cities (such as Beijing and Shanghai) to
medium-size ‘Tier 2’ cities (the capital cities of China’s
provinces) and smaller ‘Tier 3’ and below cities (which
typically are less developed and have smaller
populations).

[2]

See RBA (2021), ‘Box A: Central Bank Purchases of
Government Bonds’, Statement on Monetary Policy,
August. Available at <https://www.rba.gov.au/
publications/smp/2021/aug/box-a-central-bankpurchases-of-government-bonds.html>
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