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Australia s rate of wflation has been lgh relanve 1o the average OECD rate
throughour most of the 1970s and 198t5 In maay overseas countries there
has heen « shuft toward the view that the primary mediwum term objective of
monetary polics should be the achievement of a low rate of inflation. There (s
a wide range of views, however, abowt the prionity which the government
should give to reducing the iflation rate 1n Australia. In this paper some key
macreeconamic impheations of a gradual nghtening of monetary policy to
avineve a substantial reduction in the rate of inflation over the medium term
are examined Tighter monetary policy. by increasing real interest rates and
the real exchange rate in the short term, imposes significant adjustment costs
on primary ndustries and the rest of the economy. However, it is not
tmmediately apparent that these costs are substantially less than the costs
associated with a relatively steady annual inflanon rate of around 7-8 per cent
as Australia has expenienced in recent vears



Introduction

Taroughout much of the postwar period, trends in Australia’s rate of inflation have been
broadly similar to those of other industrialised economies. Inflation was low throughout most
of the 1950s and 1960s. increased sharply in the 1970s and moderated 1n the 1980s. However,
while inflanon fell markedly in most economies in the 1980s. the fall in Australia was relatively
moderate by comparison.

The achievement of a low rate of inflation has been an important objective of economic policy
in Japan and Germany as well as in many other industrialised countries, particularly in the
1980s. Even in some countries with traditionally relatively high rates of inflation, such as New
Zealand, much stronger emphasis has recently been given to achieving a low inflation rate.
Austraha’s inflation performance and the priority which the Reserve Bank should give 1o
reducing inflation are topics which have been debated vigorously over the past year The
conduct of monetary policy by the Reserve Bank has imponant smphications for Australia’s
prunary industnes through its intluence on interest rates and the exchange rate. In this paper.
the key imphcations of possible changes to monetary policy in response to inflationary
pressures are exanuned for Australia’s primary industries.

Australia’s Inflation Performance

The inflation rate s the rate of change in the general level of prices in the economy from one
period to the next. There are several measures of the general price level. These are price
wndexes, which are either constructed directly from survey data on the prices of goods and
services or derived from national accounts data. In practice, movements in the consumer price
mdex are the main indicator of inflation in Australia. The consumer price index measures
changes n the price of a basket of a wide range of goods and services which account for a
large share of purchases by metropolitan wage and salary camer households. Movements in the
consumer price index are frequently used as an official measure of inflation. For example,
some government charges are regularly adjusted by movements in the consumer price index
and the excise rates for tobacco, beer and petroleum products are adjusted each August and
February in hne with half-yearly movements in the consumer price index (Commonwealth of
Australia 1989).

Much broader price indexes than the consumer price index can be derived from national
accounts data. It is possible, for example, to obtain an index of the overall price movements of
all goods and services produced in the economy, or of the goods and services actually
consumed. However. an advantage of the consumer price index is that, compared with national



accounts data, it is published relatively quickly and is not subject to significant and frequent
revision.

Price stability has been achieved infrequently in Australia’s history. Prior to the early 1950s,
consumer prices fluctuated widely with periods of large rises — World War 1 and the Korean
War -~ as well as episodes of significant falls — notably the depression in the early 1930s.
Excluding the period of the Korean War, price stability was largely achieved during the
remainder of the 1950s and 1960s, with an average annual rise in the consumer price index of
about 2.5 per cent. Inflation rose sharply in the 1970s 1o an average annual rate of 9.4 per cent,
although it moderated slightly to 8.7 per cent in the 1980s. However, aparn from a brief period
between 1979 and 1981, Australia’s inflation rate has been consistently above the average rate
n the industrialised countries since 1971 (Figure 1).
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FIGURE 2 — Unemployment rate in Australia



In the 1950s and 1960s, inflation in Australia largely reflected the strength of demand for
goods and services in the economy. In the 1970s. however, a different source of inflationary
pressure emerged and inflation coincided with a large rise i the unemployment raw (Figure 2).
inflation rose sharply following substantial rises 1n import prices in the muddle and lae 1970s
associzted with large increases in the international price of crude oil in 1973-74 and again in
1978-79 (Figure 3). In pnnciple, such price rises may produce only a temporary increase in the
rate of inflation, reflecting a rise in the price of oil and oil inten.ive products relative to other
goods and services in the economy. However, additional inflationary pressures stemmed from
increased wage demands, reflecting in part an apparent expectation on the part of trade unions
that the rise in oil prices would stimulate a resources boom in Australia (INDECS 1990).
Monetary policy on both occasions tended to be relatively accommodating in that the sharp
increases in wages was allowed to flow into price increases in order to minimise the impact on
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FIGURE 3 — Movemeals in international crude oil prices and Australia’s import
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real wage costs and hence economic activity and employment. Relatively high rates of inflation
persisted as individual firms and consumers adjusted their price setting and spending behaviour
according to their expectations of continuing inflation. In both the mid-1970s and the early
1980s Australia’s inflation rate declined well after such falls had occurred in other
industrialised economies.

In the mid-1980s, the average rate of inflation in the industrialised countries moderated further,
particularly following the sharp fall in international oil prices during the first half of 1986
(Figure 3). By contrast, inflation in Australia rose again following a substantial rise in import
prices caused by the large depreciation of the Australian dollar during 1985 and the first half of
1986 (Figure 4). In recent years, while Australia's inflation rate has been relatively steady at
around 7-8 per cent, inflationary pressures have increased in other economies as a
consequence of strong growth in demand during a penod when those economics were
operating close to full producuve capacity (IMF 1990). The average OECD inflation rate
increased from 2.7 per cent in 1986 10 about 4.5 per cent in 1990 with the significant risc in
oil prices in the second half of 1990 also adding to inflationary pressures.

Price Stability and the Role of Monetary Policy

In most industrialised countries the central bank has, in the past, used monetary policy to
pursue a range of economic goals including price stability, full employment, exchange rate
stability and extusnal balance. In recent years, however, there has been a shift toward the view
that the achievement of price stability should be the primary objective of monetary policy.
Several industrialised countries, most notably Japan and Germany, have already identified the
primary medium to long term objective of monetary policy to be the achievement and
maintenance of approximate price stability, usually defined as inflation rates close to zero
(OECD 1989; IMF 1990). In New Zealand, the government and the Rese:re Bank have
reached an agreement under which the Reserve Bank must achieve an inflation rate, as
measured by movements in the consumer price index, of 0-2 per cent by the end of 1992 and
then maintair. it within this range in subsequent years (Fraser 1990). In the United States, there
has also been increasing pressure for achieving price stability through a progressive tightening
of monetary policy. Indeed, a resolution was recently introduced in the US Congress with the
purpose of directing the Federal Reserve to eliminate inflation within five years and to maintain
price stability thereafter (Black 1990).

Reducing or eliminating inflation, however, usually results in lower rates of economic growth
during the transition period and hence can impose significant adjustment costs on the economy.
The reorientation of econemic policies in recent years toward medium term objectives in the



major industrialised countries has occurred against a background of these countries incurring
substantial costs, first as a consequence of high inflation and unemployment in the 1970s and
then as a result of the short term adjustment costs incurred during the transition to a lower rate
of inflation in the early 1980s. Inflation was reduced in this period at the cost of significantly
lower and at times negative growth in output and employment. Since many of these countries
have already incurred the costs of adjusting from a high to a low inflation environment, the
maintenance of low inflation is likely to remain a primary objective of monetary policy over the
next several years (D.P. Morgan 19690).

The adjustment of the New Zealand economy to a relatively low inflation rate has occurred
more recently than in the major industrialised economies. New Zealand's inflation rate has been
lower than that of Australia since 1988, which is in marked contrast to the general experience
of the 1970s and 1980s when New Zealand's inflation rate was typically above that of
Australia. However, the reduction of inflation has imposed significant adjustment costs on the
New Zealand economy. Economic growth was low or negative throughout much of the second
half of the 1980s and the unemployment rate increased sharply.

In the case of Australia, monetary policy continues to be used to influence a range of economic
variables. In its 1989 annual report, the Reserve Bank of Australia stated that the primary
objective of monetary policy must be to reduce inflationary pressures, but that monetary policy
was also an important tool to reduce the demand for imports and, hence, the current account
deficit (Reserve Bank of Australia 1989). More recently, the Reserve Bank has stated that the
appropriate medium term goal of monetary policy should be the elimination of inflation without
incurring unacceptably high costs in terms of significant reductions in output and employment
growth (Fraser 1990). Hence, the Reserve Bank has advocated greater use of other policies,
especially wages policy, to complement the tightening of monetary policy in such a way as to
reduce the adjustment costs associated with reducing inflation (Burrell and Dasevic 1990). It is
also evident from the 1990-91 Budget documents that monetary policy will continue to be used
to target the current account deficit and inflation (Commonwealth of Australia 1990).

Other economic commientators have also expressed a diversity of views in Australia about the
priority which the government should give to achieving and maintaining a low rate of inflation.
*or example, Carmichael (1990) argued that the costs of eliminating inflation outweigh the
benefits. He suggested that deregulation of financial markets and the floating of the Australian
dollar in the early 1980s provided the Reserve Bank with the scope to adopt a more
independent inflation strategy than had been possible in previous years. Hence, the
deterioration in Australia’s inflation rate relative to the average OECD rate in the remainder of
the 1980s was the result of a conscious choice of the government to adopt an overall
macrocconomic policy strategy designed to achieve high economic growth with a relatively



steady inflation rate. Others, however, argue strongly that the achievement of price stability
should be the primary focus of monetary policy (D. Morgan 1990; McTaggart 1990).

The key reason for this continuing lack of agreement over the appropriate role of monetary
policy appears to be that it is extremely difficult to identify and measure all the costs and
benefits associated with inflation and its reduction. The primary objective of mongtary policy
should be to reduce or eliminate inflation if the longer term benefits of lower inflation are
greater than the costs incurred during the transition to the lower or zero rate of inflation, where
those costs primarily take the form of slower economic growth. If, as seems likely, one of the
short term costs is a reduction in, or slower growth in, private investment expenditure, the long
term implications for the producuve capacity of the economy also need to be taken into
account. In the following sections, some of the key costs of inflation are identified, the policy
options to reduce inflation are discussed and some major effects of different menetary policy
actions to reduce inflation are examined.

Costs of Inflation

A wide range of costs associated with inflation have been identified in the economics literature.

(McTaggart 1990). Some of these costs, however, may not be large in Australia where
inflation has been relatively steady in recent years. For example, it has been argued that
inflation can result in a misaliocation of resources, reducing the economy'’s overall efficiency,
because firms find it difficult to distinguish between general price movements and price
changes resulting from fundamental changes in the demand for and supply of the goods and
services which they produce. While such problems may become severe when inflation is very
volatile or is extremely high, as in many Central and South American countries, firms are less
likely to confuse price signals if inflation is relatively stead and moderate.

Two important costs, which can be readily identified, relate to the interaction of inflation with
taxation arrangements and the impact of inflation on economic uncertainty. Given its
importance for primary industries, the implications of inflation for Australia's international
competitiveness are also considered.

Taxation distortions

Saving and inves.nent decisions are distorted through the interaction of the tax system with
inflation (Edey and Britten-Jones 1990). While these distortions have been reduced in recent
years, an important distortion which remains is caused by the taxation treatment of nominal
interest receipts and payments (Minnis 1988). The nominal interest rate has two components.
The first is the real intr-est rate which can be regarded as the income eamed by the lender as




compensation for postponing consumption. The second cornponent serves to compensate the

lender for the expected loss in the purchasing power of the principal that occurs as a result of
inflation.

The taxation system in Australia, as in many other OECD countries, treats the nominal interest
receipts of savers as taxable income. This reduces the after-tax real retumn of those savings held
in the form of bank deposits or other financial instruments such as debentures or bonds. The
interaction of the tax system with inflation has therefore significantly reduced household
savings held in this form (Dilnot 1990). Similarly, the real cost of debt capital to investors is
reduced because all nominal interest payments of business borrowers are tax deductible despite
the fact that part of the interest payment merely serves to compensate the lender for the effect of
inflation on the principal outstanding. As a consequence, investment is encouraged and there is
an incentive for businesses to finance investment projects through debt rather than equity.

The distortions to saving and investment caused by the interaction of the tax system with
inflation, together with deregulation of Australia’s financial and foreign exchange markets, may
have contributed to the persistent historically large current account deficits recorded in the
1980s (Tease 1990). The current account deficit, as a share of gross domestic product,
averaged about 5 per cent in the 1980s, considerably higher than the average of 2 per cent in
the 1970s (Figure 5). Since 1983-84, however, there have been marked changes in the saving—
investment balances in the public and private sectors. The public sector’s financial position has
switched from a large borrowing requirement to a small net lending capability and the private
sector has changed from a net lending capability to a substantial net borrowing requirement
(Figure 5). Indeed, since 1988-89, the current account deficit has been associated with a
shortfall in private saving relative to private investment.
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Regulated financial and foreign exchange markets restricted the availability of funds within
Australia, effectively limiting the extent of any inflation~taxation distortions. Deregulation,
however, provided the environment for savers and investors to make decisions which more
fully account for the incentives produced by the interaction of the tax system with inflation.
This probably partly accounts for the increased reliance on debt rather than equity financing
which occurred during the 1980s. The proportion of foreign investmeni which was in the form
of borrowings increased from an average of 36 per cent in the 1970s to 74 per cent in the
1980s. The succession of large current account deficits and the increased reliance on debt
financing contributed to a sharp rise in the level of foreign debt in the 1980s. Net foreign debt
increased from about 6 per cent of gross domestic product in 1979-80 to $125 billion or 35 per
cent of gross domestic product in 1989-90. These developments are likely to have also
heightened uncertainty regarding Australia’s economic prospects and contributed to the
emergence at times of a risk premium on Australian investments, placing downward pressure
on the real exchange rate and upward pressure on domestic interest rates (Thorpe, Hogan and
Coote 1988).

As with most other costs of inflation, it is difficult to measure the extent to which the
interaction between inflation and the taxation system has distorted saving and investment.
However, it is apparent that the effects are likely to be more pervasive in Australia than in many
other OECD countries which have lower rates of inflation. If the costs of reducing or
eliminating inflation are judged to be too large relative to the benefits of such action, it is
possible that these taxation distortions may be substantially reduced through reform of the
taxation system.

Economic uncertainty

The extent to which inflation creates economic uncertainty depends on a range of factors. For
example, if inflation is steady and predictable, there is, by definition, little uncertainty. Even if
the inflation rate is widely expected to be volatile and therefore difficult to predict, this may not
increase economic uncertainty if all prices and incomes are expected to adjust rapidly to any
new inflation rate. However, if decision makers in the economy are not confident that any
future unexpected changes in the inflation rate will be reflected equally in all the prices and
incomes that are important to their well-being, inflation may contribute to economic
uncertainty. This may occur because many prices, incomes and financial arrangements are set
in advance in money terms and are changed infrequently. This is especially true for borrowers
and lenders when credit is taken out with fixed interest rates for a fixed period of time, An
unexpected decline in the inflation rate would result in a gain to lenders and a loss to
borrowers. For example, pecple who have taken out fixed rate mortgages for homes would
lose if inflation fell unexpectedly and sufficiently to permit market interest rates to fall sooner or
further than had been expected.



There are many other arrangements in the economy, such as wage and salary contracts, where
money values are set in advance and are changed at discrete intervals. Government charges or
payments, such as welfare allowances, local government rates and electricity charges, are ofien
changed annually. Private firms may also change the prices of their products infrequently for
reasons such as the cost of advertising new prices. Thus, if inflation changes suddenly, there
may be temporary gains and losses in different parts of the economy because of differences in
the timing of the inflation adjustment. While such temporary gains and losses could occur in
the presence of steady and predictable inflation, they are more likely to occur if the inflation rate
is voiatile and difficult to predict.

Inflation will have an adverse impact on economic growth if it increases economic uncertainty
and private investors prefer to avoid taking risks. If economic uncertainty increases, risk averse
investors will demand an additional return on their investments, which is in excess of a normal
expected rate of return or profit, in order to compensate them for bearing the extra risk.
Investment projects which are not expected to be profitable enough to provide investors with
this additional risk premium will not be undertaken in such an environment. Since investment
directly influences the productive capacity of the economy, economic growth is likely to be
lower when the degree of economic uncertainty is higher.

The extent to which inflation increases economic uncertainty in Australia has probably
diminished during the 1980s. The recorded rate of inflation has been relatively steady in recent
years, although at times the actual inflation outcome has been considerably higher than
predicted by many economic commentators. Perhaps more importantly, the inflationary
experience of the past two decades has seen the development of various innovations which
reduce the risk of losses (and gains) that changes in the inflation rate could bring. Examples
include variable interest rate financial instruments and the indexing, often informally, of wages,
prices and government charges.

International competitiveness

Of particular importance to primary industries is the argument that Australia’s international
competitiveness is reduced as a consequence of the high domestic rate of inflation relative to the
overseas performance (Fraser 1990). It has been argued that inflation causes the costs of
domestic export and import competing industries to increase relative to costs overseas, thus
reducing Australia’s international competitiveness. However, the nominal exchange rate as well
as relative inflation rates need to be considered when assessing the international
competitiveness of these industries (Dwyer and O'Mara 1988). For example, a higher domestic
rate of inflation relative to Australia’s major trading partners would not reduce the
competitiveness of local industries if a sufficiently large decline in the Australian dollar were to
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occur at the same time. The et effect of changes in relative inflation rates and the exchange rate
is captured in the real rxchange rate. The real exchange rate is a trade weighted nominal
exchange rate adjusted for the inflation differential between Australia and its major trading
partners (McKenzie 1686). A rise in the real exchange rate indicates that the international
competitiveness of Australia’s export and import competing industries is reduced, and
conversely. Even though Australia's inflation rate has generally been above the OECD average,
the real exchange rate has both increased and decreased during the 1970s and 1980s (Figure 6).
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FIGURE 6 ~ Australia's real exchange rate and the terms of trade

A wide range of factors can cause the real exchange rate to change over time. Changes in the
real exchange rate which are sustained over the medium to long term tend to reflect changes in
the underlying structure of the economy such as the development or depletion of natural
resources. Shorter term changes can be caused by changes in monetary and fiscal policy,
changes in the terms of trade, or changes in sentiment in financial markets which result in
foreign capital flowing into or out of Australia. The fall in the real exchange rate in 1985 and
the first half of 1986 was exceptionally large and ABARE research conducted at that time
indicated that it was due in part to short term influences which would not be sustained
(O'Mara, Wallace and Meshios 1987). The rise in the real exchange rate since mid-1986 is
consistent with that view. In the September quarter 1990, the real exchange rate is judged to
have been only slightly above the level which is likely to be sustainable over the medium term.

Reducing Inflation

Policy options
Implementing restrictive monetary and fiscal policies to reduce demand pressures has been
used regularly by governments, both in Austialia and overseas, as a means of controlling
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inflation. Indeed, such policies have been implemented in circumstances where inflationary
pressures reflect one-off cost increases or inflexible inflationary expectations rather than excess
demand pressures. Monetary policy influences demand and the raie of inflation through its
effect on interest rates. A tightening of monetary policy results in a rise in real interest rates
which reduces growth in private consumption and investment expenditure and hence lowers
inflationary pressures. In the short term, at least, reduced demand for goods and services often
reduces growth in ontput and increases unemployment which further reduces demand
pressures. Assuming world r-al interest rates are stable, higher domestic real interest rates
encourage additional capital inflow and hence place upward pressure on the nominal and real
exchange rate. As a consequence, the domestic price of export and import competing goods
declines and output and employment in these industries are likely to fall in the short term.
Hence, during the period of adjustment to a lower inflation rate, both real interest rates and the
real exchange rate increase. Tighter fiszal policy reduces demand and hence inflationary
pressures directly through a combination of raising taxes and reducing government spending
and this may also produce sccond round effects in the form of lower output and employment in
the short term.

In recent years, the policies implemented to lower the current account deficit have been similar
to those that would achieve reductions in inflation; that is, both monetary and fiscal policies
have been tightened significantly to restrain domestic expenditure and hence imports. Real
interest rates in Australia increased markedly in 1984-85 and again in 1988-89, reaching 10 per
cent on each occasion (Figure 7). The public sector's financial position also switched from a
large borrowing requirement of 7.0 per cent of gross domestic product in 1983-84 to a small
net lending capability since 1988-89 (Figure 5).
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An important consideraiton in determuning the effecuveness of monetary and fiscal policies is
their impact on expectations. For example, the impact of lgher real interest rates on domestic
demand and production may be relatively minor «f consumers and firms expect the rise to be
temporary. In these circumstances, monetary policy may need to be ughtened to a greater
degree than would otherwise have been the case, increasing the upward pressure on the real
exchange rate and hence increasing the burden barre by exporting and import competing
industries wn the short run By contrast, pnvate consumption and nvestment expenditure is
likely to be reduced more rapidly if the rise in interest rates is expected to be sustained. Thus, ¥f
consumers and firms behieve that the govemment or central bank will persist with strong ann-
inflauonary policies. they will revise more quickly thew expectations about future output and
inflation. As a result, announced government pohcies which are judged to be credible by
consumers and firms can achieve a lower rate of inflatron with a smaller effect on output and
employment, including a smaller ncrease in the real exchange rate in the short cun.

The effects of ughter monetary policy on econonue growth wall also be influenced by the speed
with which wages and pnices adjust. That s, the flexibuhity of the labour and products markets
to respond to changmg economic condiions 15 an umpornant factor tn assessing the costs of
reducing wnflation In pracuce, unhike prices in financial and exchange markets, wages and
goods prices tend to be relauvely ‘sucky’ and adjust with a lag. As a consequence of the
delayed impact on prices, a tghtening of monetary policy wall have a relatuvely greater negative
impact on output and employment The costs of reducing inflation are therefore likely to be
greater the more infleasble are wages and prices

Inflatonary expectattons are arn imponant influence on the extent to which wages and prices are
likely to adjust downward rapudly in response to the implementation of an anti-inflation policy.
Recent wages outcomes negonated under the Accord have been influenced significantly by
expectations of the inflation rate. However, growth in nonunal wages influences inflationary
expectations and the future rate of inflanion. It 1s for this » cason that some commentators have
argued that the government should place greater emphasis on acineving lower wage outcomes
under the Accord, possibly through a wages-tax trade-off (D. Morgan 1990). The aim of the
wages-tax trade-off 1s to provide income tax cuts to offset the effects of lower growth in
nominal wages. Under this proposal net income 1s unchanged but growth in nominal wages
and hence inflationary expectations are reduced A major problem with the wages-tax trade-off
proposal 15 that 1t results in a fall in the Commonweaith budget surplus, which may adversely
affect market sentiment and increase the size of the nsk premium on Australian investments.

Some estimates for Australia
The Murphy (1988) model of the Australisn economy was used to assess the size and
significance of some of the effects discussed above. The model was used to simulate the



medium term effects on the Australian economy of a gradual tightening of monetary policy 1n
the absence of a nsk premum These simulation results are reported in Table 1. The Murphy
model is a relatvely smal model and is not sufficiently detiled to enable the effects of tghter
monetary policy on primary industnes to be measured directly. However, the model provides a
useful frumework 1o estmate the impact of ughter monetary policy on real interest rates and the
real exchange rate. The imphcauons of these changes for Austrahia’s primary industries are
considered in a later secuen

Monetary pohicy 1s nghtened sufficiently to aclueve an inflaton rase of 4 per cent after five
years. Thiy represents a significant reduction from the 7.25 per cent inflation rate which is
assumed woubd otherwise occur By year 5, the consumer price index is about 9 per cent lower
than it would otherwise be The Murphy model 1s based on the assumptior that, tn the absence
of any policy changes. real gross domestic product would nse by 2.5 per cent each year In the
stmulanon, cconomic growth 1s somewhat lower than this rate i the first three years, but then
recovers and 1s above this rate in subsequent years. However, even by year §, real output 15
sttll 0.2 per cent below the tevel it would have been i the absence of the ughiening of
monetary policy Overall. in the five years in which monetary policy 1s gradually ughtencd, real
gross domestic product i 1984 85 pnces, discounted at a real rate of 5 per cent to express 1 m
present day terms, s $3 6 tulhon lower than would otherwise have been recorded.

TABLE 1

Effects of a gradual tightening of monetary policy: simulation results(s)

e T,

i 2 3 4 5
& D s
Changes
Consumer pnce index 663 570 518 4.59 4.06
Deviations from baseline solution
Consumer pnce index (.58 -2.02 =392 ~6.30 -9.09
Real GDP -0.15 -0.33 -0.42 -0.33 -0.24
90 day bank bill rate(hy 013 -0.61 -{.84 -1.93 -2.68
Real interest rate(b) 0.75 0.94 1.24 0.73 0.51
Trade weighted value of the $A 5.29 552 6.10 7.42 9.79
Real exchange rate 4.45 3os 1.47 0.00 -1.08
Current account deficit(c) 0.50 0.51 0.34 0.16 0.0t

(a) Based ¢ the Muzphy model of the Australian coonomy. (b) Perventage points. () Per cent of gross domestic
product.



The 90 day bank bill interest rate increases in year 1 and declines 1 each of the following
years. By year 5, the interest rate is about 2.7 percentage points below the rate 1t would
otherwise have been. More imponantly, the real interest rate, measured as the 90 day bank bill
rate less the actual inflation rate, ncreases in cach of the first three years before dechining
slightly in years 4 and 5. The gap between the real interest rate under the tighter monetary
policy and that in the absence of any policy change reaches a peak of about 1.2 percentage
points in year 3, but this falls to about 0.5 percentage points in year 5 These may be
underestimates of the real interest rate since in any year the expected rate of inflation is likely to
be lower than the actual rate.

The trade weighted value of the Austzalian dollar serengthens in year 1, but weakens in each of
the following years. By year §. the trade weighted index is about 10 per cent higher than 1t
would have been in the absence of the policy shift. More importantly, the real exchange rate
increases sharply by 4 7 per cent i the first year and falls by 0.8-1.2 per cent 1n each of the
tollowing years. Overall, by year 5 the real exchange rate falls by around 1 per cent. The real
exchange rate 1s higher than it would otherwise have been in the first three years, but 1s about
1.1 per cent lower by year 5

A key aspect of the monetary policy ughtening is its impact on the current account deficit. The
current account deficit. as a share of gross domestic product, increases by around 0.5 per cent
after one year, 1s relatvely steady in the second year and then gradually dectines to the level it
would otherwise have been after five years (Table 1). At no point does the current account
deficit, as a share of gross domestc product, decline following a tightening of monetary policy
ai med to reduce the rate of inflation.

An imponant distinction, however, needs to be made between this outcome and a tightening of
monetary policy in the presence of a risk premium. Penm and Wright (1990) examined the
implications of various monetary policy respenses to the temporary emergence of a risk
premium. They found that, if monetary policy is tightened to incorporate the risk premium
directly into the interest rate structure, inflation is not significantly reduced and the current
account deficit, as a share of gross domestic product, actually falls in year I and then gradually
returns to around the level it would otherwise have been after five years. If monetary policy is
tightened such that domestic real interest rates are increased by more than the size of the risk
premium, inflation is significantly reduced and the current account deficit, as a share of gross
domestic product, increases in the first two quarters, but then falls sharply and is lower than it
would otherwise have been over the following three years. The implication of these results is
that identification of the risk premium is extremely important in the conduct of monetary policy.
Notably, to achieve a significant reduction in the rate of inflation through tightening monetary
policy, real interest rates need to be increased by more than the size of any risk premium.



Stemp and Murphy (1990) used the Murphy miodel to examune the importance of expectations
about monetary policy actions in achieving a reduction in inflation 1n the medium term. The key
implication from their study is that monetary policy will need to be nghter and hence output and
employment to be lower if uncertainty exists about the commitment and ability of the central
bank to reduce the rate of inflation.

Some international estimates

The results from international siudies on the effects of various monet.ry policies aimed at
significantly reducing the rate of inflation provide useful insights for the Australian situation. A
key implication from these studies is that the Murphy model simulations appear to
underestimate the potential fall in economic growth following a ightening of monetary policy.

The International Monetary Fund has estimated the costs of achieving price stability in
industrialised countries (IMF 1990). Using its multicountry macroeconomic model,
MULTIMOD, the International Monetary Fund simulated the effects of a gradual tightening of
monetary policy to achieve approximate price stability in all industrialised countries over a
period of six to eight years. The International Monetary Fund concluded that these costs are
temporary and depend largely on the degree of flexibility in wages and prices in the economy
and on the credibility of the central bank's commitment and ability to adopt policies consistent
with achieving price stability.

In these simulations, it was assumed that monetary policy is tightened gradeally between 1991
and 1997, and the anti-inflation monetary policy stance is announced in advance and is viewed
as fully credible by market participants.The rate of growth of the money supply is reduced by
half of one percentage point a year or until price stability is achieved. Real gross domestic
product in the industrialised countries grows at a slower rate than would otherwise occur
throughout the entire period. Economic growth is over 1 per cent lower throughout much of the
period, recovering slightly to 0.5 per cent below the baseline rate in 1997. Notably, the
transitory output losses tended to be relatively large in countries where inflation is initially quite
high and where prices and wages are less flexible.

In a complementary set of simulations, the Intemational Monetary Fund examined the impact of
altering the underlying assumptions regarding the degree of nominal and real wage flexibility,
the credibility of the announced monetary policy stance and the pace of the monetary policy
tightening. In brief, output losses are lower if wages and prices adjust relatively quickly to
changes in the economy, if monetary policy credibility is high and if the policy is implemented
gradually. Increased credibility of the anti-inflation program would tend to reduce output losses
by lowering expectations of future inflation and reducing the period during which real interest



rates are high. Notably, the Intemnational Monetary Fund found that output losses are reduced
markedly if real wages adjust rapidly to changes in capacity utilisation and unemployment in
the economy.

The International Monetary Fund found that a rapid tightening of monetary policy would be the
most appropriate course of action in the case where wages and prices arc fully flexible. In
addition, the simulation results are based on the assumption that the credibility of the policy
tigntening is not affected by the speed with which the policy is implemented. Output losses
may, therefore, be reduced if it is judged that market participants regard a rapid implementatioz
of an anu-inflation program to be more credible than a more gradual approach.

Implications for primary industries

The conduct of raonetary policy by the Reserve Bank will influence primary industries
primarily through its impact on real interest rates and the real exchange rate. The simulation
results reported 1n the previous section, based on the Murphy model of the Australian
economy, provide a broad indication of the macroeconomic effects of a gradual tightening of
monetary policy aimed to achieve an inflation rate of about 4 per cent after five years.

Farm indebtedness to financial institutions was around $11 billion in June 1989, which
suggests that each percentage point rise in the real interest rate could increase real interest
payments by the farm sector on institutional debt by around $110 million a year. In the
simulation exercise, the real interest rate was consistently higher throughout the five year
period than would have occurred in the absence of a tightening of monetary policy. In
particular, the simulation results suggest real interest payments could be over $80 million
higher in the first year and about $55 million higher in the fifth year.

A sustained 1 per cent rise in the real exchange rate is estimated to reduce the net value of farm
production in 1989-90 prices by around $150 million to $200 million or 4-5 per cent from its
value in 1989-90. This is based on the assumption that around 30-50 per cent of farm costs are
export or import competing goods. The simulation results suggest that a rise in the real
exchange rate of over 4 per cent is possible in the first year of the assumed moznetary policy
tightening. However, this real appreciation is not sustained and the real exchange rate actually
declines in each of te following four years. By the fifth year, the real exchange rate is about 1
per cent lower than would have been the case in the absence of the monetary policy tighteniny;.

A survey of the minerals industry, produced by the Australian Mining Industry Council in
1989, provides an indication of the financial performance of 138 companies which cover the



majority of mineral production in Australia (AMIC 1989). In June 1989, total borrowings by
these companies amounted to about $10 billion. Hence in 1988-89 prices, each one percentage
point rise in the real interest rate may increase real interest payments by around $100 million a
year.

ABARE estimates that gross turnover for the mineral resource sector was about $42 billion in
1988-89, the latest year for which data are available. Under the assumption that net turnover as
a share of gross turnover is the same in the AMIC mineral industries sw¥¢y as for the mineral
resource sector as a whole, net turnover for the sector is estimated to have been around $6
billion in 1988-89. A 1 per cent fall in the real excnange rate, if sustained, is estimated to
reduce net turnover in the mineral resource sector in 1988-89 prices by $200 million to $300
million or 4-5 per cent from its 1988-89 level. This assumes that around 30-50 per cent of
mineral resource sector Costs are export or import competing goods.

It should be emphasised that these simulation results are indicative of the types of movements
in real interest rates and the real exchange rate which may occur as a result of a gradual
tightening of monetary policy. Stemp and Murphy (1990) demonstrated that, if market
participants do not expect the policy shift to be sustained, the adjustment may be quite different
with higher real interest rates and a lower exchange rate, but this occurs at the cost of a larger
fall in the rate of economic growth.

It appears, therefore, that there are considerable short term costs to primary industries if
monetary policy is tightened to reduce flation over the medium term. However, if inflation
were maintained at its present relatively high rate, there would also be costs to primary
industries. A major problem for the monetary authorities is that these costs, for both primary
industries and for the economy as a whole, are extremely difficult to measure. One potentially
important cost is the impact of inflation on economic uncertainty. A further important cost
arises through the interaction of inflation and the taxation system. The distortions to saving and
investment, including the bias toward debt rather than equity financing, may have contributed
to Australia’s large current account deficit and high level of foreign debt. It also appears likely
that market participants have at times demanded a risk premium on Australian investments to
compensate for the additional uncertainty about domestic economic prospects caused by the
persistent large current account deficit and high foreign debt level. As a consequence, real
interest rates in Australia have been somewnat higher and the real exchange rate somewhat
lovver at times in recent years than would otherwise have occurred.




Concluding Comments

In the 1970s and 1980s, Australia’s rate of inflation tended to be above that of other
industrialised economies. While the achievement and maintenance of a low inflation rate has
been a key objective of monetary policy in many overseas countries, there has been a
considerable debate in Australia about the priority which the Reserve Bank should place on
reducing and possibly eliminating inflation. A key problem in this continuing debate is that it is
extremely difficult to identify, measurc and hence compare all the costs of inflation and the
costs of reducing inflation. It is not immediately apparent, however, that the costs of
continuing relatively steady inflation in Australia are greater than the costs of reducing inflation.

If the Reserve Bank tightened monetary policy to achieve a substantial fall in the rate of
inflation, there would be a iemporary increase in real interest rates and the real exchange rate,
resulting in significant adjustment costs to primary industries and the rest of the economy. If
the current inflation rate were maintained, the economy would incur the continuing costs of
inflation.

Although these costs are difficult to assess and further research is required to guantify them,

they are likely to have been substantially diminished in recent years with, for example, the.

widespread introduction of indexing. The adverse impact of inflation on economic activity
through increasing uncertainty is also likely to have been reduced since the rate of inflation has
been relatively steady at around 7-8 per cent in recent years. A continuing rate of inflation
around these levels is therefore likely to be less costly than if inflation were volatile and
unpredictable. Even if inflation fluctuates more widely in future, however, microeconomic
reform is likely to result in an increase in the speed with which prices and wages adjust to
changes in the economy, thus lowering the adjustment costs to any new rate of inflation.
Finally, the government also has the option of lowering the costs of inflation through
reforming the tax system to remove or at least reduce the distortivns caused by its interaction
with inflation.
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