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Introduction 

'I tuoughout rnucb of the postwar period. trends in Australia' s rate of mflauon have been 

broadly sundar to those of other andustrialised economies. Inflation was low throughout mo~t 

llf (he 1950s and 19!,os. IOcrea.sed sharply in the 1 970s and moder-dIed In the J 9805. However. 

whIle mflauon fell markedly to most econonues in the 19805. the faU in Austrdlia wus relatively 

modennc by comparison. 

'nlC!' achtc\rement of a low f"dte of anflatlon has been an imponam objective of economic policy 

an Japan and Gennany as well as in OU1OY other industrialised countries. panicularly in the 

I CJ80s Even m some countries with trilditionaUy relatively high rates of Inflation. such as New 

Zealand. much stronger emphaSIS bas recently been given t~) nchieving a low inn at ion rate 

Au\uulla'~ mfluuon perfonnance and the prionty which the Re~erve Bank should gIve to 

reducmg mnatton are tOplC~ wluch have been debated vigorously over the past year The 

((lflduct of monl:lary pohto:) b) the Reserve Bank has Imvonam unphcauon~ for Auslmba\ 

prunal) mdustrles through Ib mtluence on interest rates and the exchange rate. In tbt~ paper. 

the k.ey UnphCtllions of pos~lble changes to monetary polic)' in response to inflauonary 

pre\!iUreS are examtned for Australia' s primary industries 

Australia's Inflation Peltornlance 

The mfl.mon rate IS the rate of change In the general level of prices in the economy from one 

penod to the next. There are several measures of the geneml price level. These are price 

lOdexes. which are either constructed directly Crom survey data on the prices of goods and 

s.ervlces or derived from nat.ional accounts data. In practice. movements in the consumer price 

lOde x are the main indicator of inflation in Australia. The consumer price index measures 

changes III the price of a basket of a wide mnge of goods and services which account for a 

large share of purchases by metropolitan wage and salary earner 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 movement.c; in the consumer price index 

and the excise rutes for tobacco, beer and petroleum products are adjusted each August and 

February in hne with half·yearJy 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. II is possible, fer 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. nu advanmge of the consumer price index is that. compared with national 



accounts data. it is published relal.ively quickly and is not subject to sigmficant and frequent 
revision. 

PrIce stability has been achieved infrequently in Australia's history. Prior to the curly 19505. 

consumer prices fluctuated widely with periods of large rises .- World War J and the Korean 

\Var ~- as well as episodes of significant faUs - notably the depression in the eady 19305. 

Excluding the period of the Korean War. price stability was largely achieved during the 

retnainder of the 19505 and 19605. with an average annual rise in the consumer price index of 

about 2.5 per cent. Inflation rose sharply in the 19705 to an average annua.1 rare of 9.4 per cent. 

although It moderated slightly to 8.7 per cent in the 1980s. However~ apan from it brief period 

between 1979 and 1981. Austmlia's entlation nue has been consistently above the average mle 

10 the lndustriaUsed countries since 1971 (Figure It 

." . 
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FIGURE I - Inflation in Australia and induslrialised countries 
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FlOURE 2 - Unemployment rate in Australia 



In the 19S0s and 196()s. mflation in Australia largely reflected the strength of demand for 

goods and servlce~ in the economy. In the 19705. however. a different M.lurce of lOflationary 

pressure emergt,."ti and mOntion coincided with a large rise 10 tbe unemployment rau. (Figure 2). 

Inflation rose sharply following substantial rises In impon priee~ In the middle and late 1910!t 

asSOci2tcd wllh large Increases in the imemational price of crude oil in 1973·74 and again in 

1978-79 (Figure 3). In pnnciple. such price rises nmy produce only a temporal)' increase in the 

rate of tnflauon .. reflecting a rise in the pnee of oil and oil inten . .,ive products relative to other 

goods and servIces .in the economy. However, additional inflationary pre~sures stemmed from 

lOcreased wage dcmand!\. reflecting in part an apparent expectation on the pan of trade unions 

that the rise m oil prices would stimulate a resourc~s boom in Australia (lNDECS 1990). 

Monetary pohey on both occasions tended to be relatively accommodating in that the sharp 

mcrease~ an wages was allowed to flow mto price increases in order to minimise the impact on 
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FIGURE 3 - Movements in international crude oil prices and Australia's import 
prices 
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real wage costS and hence economic activity and em~lloYlnent. Relatively high rates of inflation 
persisted as individual finns and consumers adjusted their price sening and ~-pending 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 bad occurred in other 

indusuialised economies. 

In the mid-1980s, the average rate of anflation in the industrialised countries moderated funber. 

particularly following the sharp fall in international oil prices during tbe first half of 1986 

(Figure 3). By contrnst<t inflation in Australia rose again fonowing a substantial rise in impon 

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 huve increased in other economies as a 

consequence of strong growth in demand during a penod when those economies were 

openlting close to full productive capacity (IMF 1990). The averdge OEeD inflation ratc 

increased from 2.7 per cent in 1986 to about 4.5 per cent in 1990 with the significant rise 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 goa.ls including price stability. full employment. exchange (,dte 

stability and ext""nal balance. In recent years, however. there has been a shift toward the view 

that the achievement of price stability should be the p·rimary objective of monetary policy. 

Several indusuialised countries. most notably Japan and Germany. huve 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 Rescl','e Bank have 

reached an agreement under which the Reserve Bank must achieve an inflat.ion 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 (Fruser 1990). In the United States. there 

has also been increasing pre.'iSUIe 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 resulL~ in lower rates of economic growth 

during the transition period and hence can impose significant adjusunent costs on the economy. 

The reorientation of economic policies in recent years toward medium tenn objectives in the 



major industrialised countries has occurred against a background of these countries incuning 

substantial costs. first a~ a consequence of high inflation and unemployment in the 19705 and 

then a~ a result of the shon leon adjustment costs incurred during the transition to a lower idte 

(If inflation in the early 1980s. Inflation was reduced in this perioo 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 1990). 

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 1980~ when New Zealand's inflation rate was typically above that of 

Austr,llia. 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 I 980s and the unemployment rate increased sharply. 

In (he case of Australia. monetary policy continues to be used to influence a range of economic 

variables. In its 1989 annual repon, the Reserve Bank ot Austtalia stated that the primary. 

objective of monetary policy must be to reduce inflationary pressures. but that monetary policy 

w.~s 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 tcnn goa.1 of monetary policy should be the elimination of inflation without 

incuning unacceptably high costs in tenns of significant reductions in output and employment 

growth (Fraser 1990). Hence. the Reserve Bank has ru.ivocated greater use of other policies, 

especially wages policy t to complement thft tighteninb ~Jf monetary policy in such a way as to 

reduce the adjustment costs associated with reducing inflation (Burrell and Du~vic 1990). It is 
also evident from the 1990-91 Budget documents that monetary policy will continue to be llsed 

to target the current account deficit and inflation (Commonwealth of Austtalia 1990). 

Other economic commentators 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. 

hu example, Carmichael (1990) argued that the cost:. of eliminating inflation outweigh the 

benefits. He suggested that deregulation of financial markets and the floating of the Australian 

dollar in the early 19805 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 Austr..uia's mflation mte relative to the average OECO rate in the remainder of 

the 19805 was the result of a conscious choice of the government to adopt an overall 

macroeconomic 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 (0. Morgan ] 990; McTaggan 1990). 

The k~y 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 monetary policy 

should be to reduce or eliminate inflation if th:: longer tenn benefits of lower inflation are 

greater than the costs incurred during the trdllsition 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 

shan teml CO~lf) is ~\ reduction in, or slower growth in, private investment expenditure, the long 

term implications for the productive capacity of the ~.conomy 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 mcnetary policy 

actions to reduce intlation are examined. 

Costs of Inflation 

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

(McTaggart 1990). Some of these costs, however. may not be large in Australia where 

inflation has been relatively steady hl recent years. For example. it has been argued that 

lOflation can result in a misallocation of resources, reducing the economy's overall efficiency. 

because finns 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, fmns are less 

likely to confuse price signals if inflation is reJatively stead. and moderJ.te. 

Two imponant costs, which can be readUy identified, relate to the interaction of inflation with 

taxation arrangements and the impact of inflation on economic uncertainty. Given its 

imponance for primary industries. the implications of inflation for Australia's international 

competitiveness are also considered. 

Taxation distortions 
Saving and inves\~nent decisions are distoned through the interaction of the tall. system with 

inflation (Edey and Britten-Jones 1990). While these distonions have been reduced in recent 

years. an imponant 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 rust is the real intr~st rate which can be regarded as the income earned by the lender as 



compensation for postponing consumption. The second component 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 return of those savings held 

in the fonn of bank deposits or other financial instruments such as debentures or bonds. The 

interaction of the tax system with inflation has ilierefore significantly reduced household 

savings held in this form (Ditnot 1990). Similarly. the real cost of debt capital to investors is 

reduced because all nominal interest payments of business borrowers are tax deductible despite 

rhe fact that pan of the interest payment merely selVes 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 invesnnent project'i 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 Austf'dlia' 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. 

a\ieraged 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 

40-
Pfllnilc net burrOWing 

·(,0 

FIGURE 5 Australia's current account deficit and net borrowings by the 
private and public seclors as a sllare of gross domestic product 
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Regulated financial and foreign exchange markets restricted the availability of funds within 

Au&tralia. 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 proponion of foreign investment u""'ich was in the form 

of borrowings increased from an average of 36 per cent in the 1970s to -: 4 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 rute 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 distoned saving and investment. 

However. it is apparent that the effectc; are likely to be more perva,ive in Austmlia than in many 

other OEeD 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 distonions may be substantially reduced through refonn of the 

taxation system. 

Economic ullcertainty 
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, people who have taken out fixed rate mortgages for homes would 

lose if inflation fell unexpectedly and sufficiently to pennit market interest rates to fall sooner or 

funher than had been expectee. 

8 



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. Govelnment charges or 

payments, such as welfare allowances. local government rates and electricity charges, are often 

changed annually. Private fmus may also change the prices of their products infrequently for 

reasons ~uch as the cost of advertising new prices. Thus, if inflation changes suddenly. there 

may be tempomry 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 un their investments. which is in excess of a nonnal 

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 undenaken 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 19~Os. The recorded rate of inflation has been relatively steady in recent 

years. although at timt;s 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 infonnally, of wages~ 

prices and government charges. 

I nternational 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 domestlc 

rate of inflation relativ~ 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 

9 



occur at the &ame time. The leI effect of changes in relative inflation rates and the exchange rate 

is captured in the real f,xchange rate. The real exchange rate is a trade weighted nominal 

exchange rate adjusted for the inflation differential between Australia and its major tr'dding 

panners (McKenz.ie 1 ~ 86). A rise in the real exchange rate mdicates that the international 

competitiveness of AL stralia·s export and import competing industries is reduced. and 

conversely. Even though Australia's inflation rate has generally been above the OEeD 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 alld the terms of trade 

A wide range of factors can cause the real exchunge rate to change over time. Changes in the 

real exchange rate which are sustained over the mediwn to long term tend to renect changes in 

the underlying structure of the economy such as the development or depletion of natural 

resources. Shorter tenn changes can be ~aused by changes in monetary and fiscal policy. 

changes in the tenns 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 19M6 was exceptionally large and ABARE research conducted at that time 

indicated that it was due in part to short tenn 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 tenn. 

Reducing Inflation 

Policy options 
Implementing restrictive monetary and fiscal policies to reduce demand pressures has been 

used regularly by governments, both in AusuaJia and overseas, as a means of controlling 

10 



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 raLe of inflation through its 

effect on interest rates. A tightening of monetary policy results in a rise in real interest rates 

which rech.tces growth in private com.umption and investment expenditure and hence lowers 

inflationary pre~:-ures. In the shol1. tenn. at least. reduced demand for goods and services often 

reduces growth in ,,:mtput and increases unemployment which further reduces demand 

pressures. Assuming worlo frAt I 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 conse{}uence. the domestic price of expon and import competing goods 

declines and output and employment in these industries are likely to fall in the shon term. 

Hence. during the period of adjustment to a lower inflation rate. both real interest rates and the 

real exchange rute increase. Tighter fis::al policy reduces demand and hence inflationary 

pressures directly through a combination of raising taxes and reducing government spending 

and this may also produce st:cond round effects in the fonn of lower output and employment in 

the short tenn. 

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 Austrdlia increased markedly in 19H4·85 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 rCt}uirement of 7.0 per cent of gross domestic product in 1983-84 to a small 

nCllending capability since 1988·89 (Figure 5). 
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An tmponum consldemuon m detemumng the etrccuveness of monelary and fiscal policu:s II!! 

(hetr Impact on expectauons For example. the Impact of tugber real mteresl rate.' Of) domestic 

demand and production rna)' be reJauvely mmor sf consumCB and firms C.XpefZtthe rase to be 

temporary. In these elrcum!itanc;es. monetary polley fnay need to be lightened to a greater 

degree than would otherwIse have been the case .. mcrea .. Ul8 the upward pressure on the real 

exchange rate and hence increasing the burden btlrre by exptlntnB and tmpon contpedng 

mdustnes In the shon run By commi'. pnvate consumpuon and tnvesmtent expenditure is 

hkely to be reduced more rapidly if the nse in UltCre-st rates IS expected to be sustained. Thus. I.f 

consumers and flnus believe that thegovemmem or central bank win persist with strong anti .. 

tnflationary pohctes. the) Will revl~ more qUIckly then expectations about future output and 

mOauon. A" a re~uh. announced gO\lemment poliCies which are Judged 10 be credible by 

consumers and finn!!. can achieve a lower nile of mflatton wuh asmaUcr effect on OUlPUl and 

employment. mcludm~ a !\maUcr lilcrea.1iC to the re .... l excbanpe nue in the sboo run. 

TIl,: effeCb of' ugtner Olonetary pohc) on eC(nlmTUt." I!nllh1h wdl uho be mfluenced by the speed 

with which 'Wage~ and pru:e\ adJu\t. That ts. tbe fleXIbility of Ihe labour and products markets 

to respond to c.:hangmg econonuc condtttom. t~ an UllJ)()nant factor an MseS!Ung tbecosts of 

reducmg mflutlon In practice. unhke pnc~el\ In fmarletal and exchange market .. " wuges and 

goods prtce!\ tend to be relauvcly 'sucky' and adJll~l wuh a lag. As a consequence of the 

delayed Impact on pncc\. a tlghtemng of monetW) pohc)' will have u re.latwely greater negative 

Impact on output and employment The cust~ of redUCing annauon are therefore likely to be 

greater the more mtleMble are W31!CS Ilnd pnces 

Infiunonary expectatlon~ are an unponnnt mfluence on the extent to WhlCh wages and prices are 

hkely to adjUst downward rapIdly an response to the Implementation of an anti-inflation pohc)'. 

Recent wages mJtcomes negottated under the Accord have been influenced significantly by 

expectations of the mllanon ralc fio~ever. growth an nnunnal wages influences inflationary 

expectauon~ and the future rate of mflnnon. It IS for tlus ' .. a\on lhat sonre commentators haV-'!! 

argu(,~ that the government should place greater emphaSIS on achievmg lower wage outcomes 

under the Accord. possibly through a wages-tax tmde .. off (D. Morgan 1990). The aim of the 

wages-tax trade-off IS to provlde mcome tax cuts to offset the effects of lower growth in 

nominal wages. Under thiS proposal net Income IS unchanged but growth in nominal wages 

and hence inflationaf)' expectations are reduced A major proble.n with the wages-tax trade-off 

proposal IS that It results in a faU in the Commonwealth budget surplus. which may adversely 

affect nwket senttment and mc:rease the site of tbe nsk premIum on Australian investments. 

Some estimates for A ustrollo 
TIle Murphy (1988) model of the Australian economy was useu to assess the size and 

significance of some of tbe errecL~ discussed above. The model WllS used to s:imulate the 



medIum tenn effect~ on the Austrahan econom) of a ;rdduaJ ,.ghtcnmg of monetary pobey In 

the absence of a nsk premaum These sJmtdation results are reponed m Table J. The l-turphy 

model is a relauvel) s,stlab model and IS not sufficIently demiJed to en~ble the effects or ugbrer 

monetary polley on pnnmry mdu~tnes to be rneasured dJr«l1y. How'CVet. the fl1IOdel provIdes a 

tl~rul fmmework 10 estnna.le the s.mpact of ughter monetary pobL"Y 00 11:&1 interest ra.lc,s and rhe 

real exchange rafe. nJt~ lmphcauons of these changes for Aunraha-, pnJ1llry Indullnes are 

consIdered m a hUer section 

Pt10nemry polle)' IS u;htened sufflclendy to acJueve an mflanon nne of " per cent aft« five 
years. Thl~ represent!t u sagruftcant reducUon from the 1.25 pet ''''ent tnOauon rare winch •. s 

a.~med wout1 othefwnc OCL"Ur fly year 5. the coosurner pnet lr.de" i.s about <) pet cent lower 

than It would othct\\afIC be The l\1urphy nlO(tell~ ba~ on the assumptlo~ that. In tbe absence 

of any p<:tI.C)' change,_ real gros!. domestic product \\"Ould nse by 2.5 per cw:nt ~£b )"C:ar 10 tbe 

\tmulauoo. cconOfUlf.: gro\\th l~ s.omewhat Itlwer than rhu~ nne m abe first ducc )"eW'~ but tben 
reeow~·.rs and .~ above tbl\ rate m sub~uent year~. UO\\'f!ver. even by year S. real ourput a,s 

~un (t 2 pcr cent beh,\\- the l~\·eJ It "'Quid have ttCen to the absC'm:e of tbe Ilgblcnmg of 

monetary potu:) ()veran. an the fh'C yean, an wincb nlOnctuy polley '5 gradually ngtue:ntd. real 

gID!\\ dOlllCStic pruduct an ItJg4. 8S pnee;§,. discounted at a real nne of S per cent to e~lues,\ n In 

presenc. da) leon,-•• , S 1 () bllJum IO\\l!f than would otherwne h.r:lve been nxonied, 

'r,\Bll! I 

by/eelS 0/ Q gT1J4u.QI tighten in, 0/ ",oneill,., policy: slltIullltiolf nsallS(a, 

Changes 
Consul1lCf pnet' mdex S 70 

Deviations from baseline 5Olutiu" 

COnSUfllt!r pn\."C Index w,().S8 ,~2.02 

RcalGDP ~.15 ,~().33 

00 day bank btU rate(b) 0.13 ,,(t61 

Re.ll interest rate(b) 0.7S 0.94 

Trade weighu:dvulue of the SA 5.29 SS2 

Real cltcha.n&e nne 4.45 3.05 

CurrenlllCCOOnl deflcll(C) 0.50 0.51 

1 

Ii'" 

SI8 

-3.92 

-0.42 

.0.84 

1.24 

6.10 

1.41 

0.34 

4 

4.'9 

-6.30 -9.0<) 
,,",(l.33 -0.24 

1.93 -2.68 

0.13 0.51 

1.42 9.19 

0.00 -1.08 

0.16 0.01 



The 90 day bank bill mteresl J"'dle increa.;es in year 1 and dechnes In each of the follOWing 

years. By yea.r 5. the mterest ratc is about 2.1 pen:enUlge polOts below the nne It would 

otherwise have been. More Importantly. tbe real interest ratc" measured as the 90 day bank. bm 

relte Jess the actual mflauon rate. mcreases in each of the first three years before dechnmg 

slightly In years 4 and 5. The gap betwten the real inttte!u rate under the lighter maulltar)' 
policy and that in the absence of any policy chantte reaches a peale of about 1.2 percentage 

points in year 3. but this falls to about O.S percentage points in year S. These may be 

undm:stinmtes of the real interest nut since in any year the expected nu.e of inflation is IIk.ely to 

be lower than the actual nne. 

'Ote trade weIghted value of the }\ustmlian doUar sfl1:ngthens in year I. but weakens in each of 

the followmg years, By year S. the trade weighted index 1S about 10 percent htgher dum u 

would have bet:n an the absenct of the poUcy shift Mon: Imponantly. the real exchange rate 

Increases sharply by 4 7 per cent tn the first year and fans by O.S-I.2 per cent In each of the 

tollowlO!! years. Overall. by )car 5 the real exchange rute faUs by around 1 per cent Thc reat 

exchange rate I~ hIgher than It w()uld otherwise have been to the first three yem. bUI I~ about 

I I per cent lower by year 5 

A key aspect of the monetary pohcyughtening is ilS Impact on the cum:nt i!(.'"COunt defac ... The 

current account deficit. us a share of gross domesne product. mcrea.'iCS by around 0.5 per cent 

after one year. IS rehUtvely steady an the second year and t~en gradually declines to the level It 

would otherWise have been after five years (Table I). At no poinl does the current account 

deficit. as a share of gross domestlc product. decline following a tightcmng of monetary policy 

w 'ned to reduce the rate of mflauon. 

At. Imponam distinction. however. needs to be made between this outcome and a lightening of 

monetary policy in the presence of a risk premium. Penm and Wright (1990) examined the 

Implications of various monetary policy respanses to the temporary emergence of a risk 

premIum. They found that. if monetary policy is tightened to incorporac.e 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 faUs in year I and then gradually 

returns to around the level it would orherwise have been after five years.. If monetary policy is 

tightened such that domestic real interest rates are increa.4ied by nlOre than the size of the risk 

premium. inflation is significantly reduced a.nd the current account deficit .. as a share of gross 

domestic product, increases in the first two quaners. but then falls sharply and is lower tban it 

would otherwise have been over the following three years. 111e impUcation of these results is 

that identification of the risk premium is extremely imponanl in the conduct of monetary policy. 

Notably. to achieve a significant reduction in the rate of inflation through tightemng monetary 

policy. real interest rates need to be increased by more than the size of any risk premium. 



Slemp and Murphy (1990) used the Murphy model to e.~anune the imponance of expectation~ 

about monetary policy actions in achievmg a reduction in inflation 10 the medium ternl. The key 

implication from their study is that monetary policy will need to be tighter and hence output and 

employment to be lower if unce.rtaimy exists about the commitment and ability of the central 

bank to reduce the rate of inflation. 

Some international estimates 
The results from international ~ ~udies on the effects of various monet~ policies aimed at 

significantly reducing the rate of inflation provide useful insighl'i for the Australian sHuation. A 

key implication from these studie~ is that the Murphy model simulations appear to 

underestimate the potential fall in economic growth following a ughtening of monetary policy. 

The Internauonal Monetary fund has estimated the costs of achieving price stability in 

tndustrialised countries (lMf 1990). Using its multicountry macroeconomic model. 

MUL TIMOD. the International Monetary Fund simulated the effects of a !,Tfadual 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'4i commitment and ability to adopt policies consistent 

with achieving price stability. 

In these simulations. it was assumed that monetary policy is tightened gradually between 1991 

and 1997. and the anti-inflation monetary policy stance is announced in advance and is viewed 

as fully credible by market panicipanllli.1.be fate 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 ] 997. 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 International Monetary Fund examined the impact of 

altering the underlying assumptions regarding the degree of nomina) 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 t if moner.a.rypolicy credibility is high and if me 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 International 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 are fully flexible. In 

addition. the simulation results are based on the assumption that the credibility of the policy 
tigntcning is not affected by the speed with which tbe policy is implemented. Output losses 

may. the.refore. be reduced if il is judged that market participants regard a rapid implementati.tY.1 

of an antI-inflation program to be more credible than a more grndual approach. 

I nzplications for pri1nary industries 

The conduct of monetary policy by the Reserve Bana... will influence primary industries 

prunarily through ItS lmptlct on real Interest rates and the real exchange rate. The simulation 

results reponed an the previous section. based on the h1urphy model of the Australian 

economy. proVIde a broad indication of the macroeconomic effects of a gradual lightening of 

monetary pohcy aimed to achieve an inflation rote of about 4 per cent after five years. 

Farm mdebtednes~ to finanCial institutions was around 511 billion in June 1989. which 

~uggest. .. that each percentage point rise in the real interest rate could increase real interest 

payments by the farm sector on institutional debt by around $) J 0 million a year. In the 

simulation exercise. the renl interest rate was consistently higher throughout the five year 

period tban would have occurred in the absence of a tightening of monetary policy. In 

panicular. the simulation results suggest real interest paymer.ts could be over $80 million 

higher in the first year and about 555 million higher in the fifth year. 

A sustained I per cent rise in the real exchange rate is estimated to reduce the net value of fann 

production in 1989·90 prices by around 51 SO 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 fann costs an: 
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 monetary policy 

tightening. However. this real appreciation is not sustained and the real exchange rate actually 

declines in ea.ch of the following four years. By the fifth yeart the real exchange rate is about 1 

per cent lower than would have been the case in the absence of abe monetary policy tighteniDlj. 

A survey of the minerals industry t produced by the Australian Mining Industry CouneH in 

1989., provides an indication of the financial perfonnance 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 fate may increase real interest payments by around $} 00 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 tba: :ret turnover as 

a share of gross turnover is the same in the AMIC mineral indusuies su_-;'~ 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 eXChange 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 cost-; 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 monetdry policy. Slemp 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 nlleS 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 tenn costs to primary industries if 

monetary policy is tightened to reduce mflation over the medium tenn. However, if inflation 

were maintained at its present relatively high rate, there would also be costs to primary 

industries. A major probJem for the monetary authorities is that these costs. for both primary 

industries and for the econom} as a whole. are extremely difficult to measure. One potentially 

important cost is the impact of inflation on economic uncenainty. A further important cost 

arises through the interaction of inflation and the taXation system. The distortions to saving and 

investmen~ including the bi&) 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 marke.t panicipants 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 somew!tat higher and the real excbange rate somewhat 

IO'fter at times in recent years than would otherwise have occurred. 



Concluding C0l11nlents 

In the 1970s and 19805. Australia· s rate of inflation tended to be above that of other 

industrialisr..d economies. While thf' 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 tbe 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. measure and hence compare all the costs of inflation and the 

costs of reducing inflation. It is not immediately apparent, however, that the costs of 

conttnuing 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 temporary increase in real interest rates and the reaJ 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 w<)uld incur the continuing costs of 

inflation. 

Although these costs are difficult to assess and further research is required to quantify 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 

refonn 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 COMS to any new rate of inflation. 

Finally, the government also has the option of lowering Ule costs of inflation through 

refonning the tax system to remove or at least reduce the distoni, Ins caused by its interaction 

with inflation. 
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