











10

CHART 11
NOMINAL INTEREST RATE AND INFLATION
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In the 1970s, nominal interest rates remained relatively sleady in the face of

substantial swings in inflation  As a resull, real after-tax inlerest rates



showed a strong inverse correlation with inflation. In the 1980s, however,
there s evidence of grealer responsiveness in nominal rates to inflation
and, as a consequence, real after-tax interest rates have shown muoch greater

slabilily - particularly in the period since the {float.

The lendency for inflation to tax money balances and, thereby, 1o induce
substitution of capital for money is one effect that cannot easily be indexed
away. In the absence of a scheme to pay inlerest on currency holdings, these
will remain a victim of the inflation tax. The impact of that tax on the
averall level of capilalisation is a question requiring general equilibrium

analysis.

o pioneering study, Tobin (1965) examined the effect of the inflation tax
on capital/money subslitution in a general equilibrium monetary growlth
framework . Using an arbitrary money demand function, in which desired
real money balances depend posilively on income and negatively on
inlerest rales, he found that inflation raised the equilibrium capital intensity
of the ecconomy, leading 1o o higher steady-slate growth path. In extending
Tobin's analysis to an explicit oplimising [ramework, Sidrauski (1967)
produced the curious result that, in the long-run, the capital stock was
essentially independent of inflation; a result that was promptly labelled the
"super'neuira'lily of money”. As shown subsequently by Carmichael {1982),
however, this result rests on the questionable assumpl'ions that individuals
make decisions on a dynaslic basis (ie., they consider the impact of all their
actions on future generations) and that their preferences are intertemporally
additively separable (ie., that rate at which future utility is discounted

remains constant over time and is independent of wealth, consumption,

-

etc., in future periods).
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Whether or nol a rise in capital intensily leads to an increase or decrease in

wclfa}e depends. on the position of the initial growth path relative to the
golgen rule path. Put more simply, there are levels of capitalisation so high
that they put an excessive demand on current outpul just to maintain the
capial stock. In this "overcapilatised” situation, further increases in capital
intensity are sell-defealing in that they actually lower per capila

consumption,
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As noted above, since inflation is an alternative to direct taxes, il is
important to ask whether it is more or less efficient than these allernalive
taxes as a means of raising revenue. Carmichael and Stebbing (1981) show
that, for the same revenue generation, the inflation tax is likely to have a
greater impact on capital than an equivalent lump-sum tax. The analysis
becomes more complicated, however, when inllation/taxation distortions

are introduced for the firm.

In a non-optimising framework, Feldstein (1976) finds that the general-
equilibritun relationship belween inflation and the capital intensity is
ambiguous unless tax rates are equal across firms and individuals®®. The
ambiguity is increased when equity as well as debt finance is considered?®.
Carmichael and Stebbing (1981), however, show Lhat explicit consideration
of optimising behaviour is likely to restore the expected relationship that a
rise in inflation leads to substitution of capital for money and thereby Lo a

rise in the economy's capital inlensity.

[ the absence of evidence fo suggrest that Australia is overcapitafised, the
tendency for inflation to generate growth through the substitulion of capilal
for money in individual portfolios must be rt';;nrt!.ml as a benefil rather than
a cosl. The empirical magnitude of the substitution, however, is likely 1o be
small, since holdings of currency are in the order 0{ $12.5 billion compared
with estimates of the capilal stock in the order of $1,400 billion*.

Finally, whereas the inflation-induced distortion between money and
capital cannot be removed by adjustments in market rates, the distortion
between debt and equity finance can be. Provided nominal interest rates on
debt move sufficienlly lo offset the impact of both inflation and laxes on real
rates {(and provided expeclations about inflation are broadly consistent wilh
owléomes), the aller-lax financing costs of debt and equity should move
more or less in tandem. As mentioned above, following linancial

deregulalion in the ecarly 1980s and the tax reforms of the mid 1980s, there is

38 This latter conclusion is a simple extension of the property roted above that, for each rise

in inflation, there exisls a rise in nominal interest rates that leaves inleresl-carning

individuals and profit-carning firms no worse off than before the rise,

39 500 Feldstein, Green and Sheshinski {1978).

A%y should note thal there is no universally agreed meastire of the capital stock. The figure
quoted here is based on ATS estimatces.



some evidence that real after-lax rates on debt are now showing some

independence from the rate of inflation.

B. Uncertainty

The proposilion that inflation increases uncertainty, essentially through its
effect on relalive prices, gained popularity in the 1970s as an explanation for
the deterioration.of economic performance. Uncertainly can arise with
inflation in two ways. First, a higher level of inflation may be more
variable, thereby making its prediction more difficull. Second, a higher
fevel of inflation may be associated wilh a greater degree of relative price

variability.

{a) Inflation and the variability of the general price level

There is some international evidence that the variability of inflation rises
with the level of inflation. Logue and Willett {1976) find a posilive
correlation between average inflation levels and the standard deviation of
those levels across a data set for 45 countries. Fischer (1983) provides
evidence which supports this finding for the US, using data since Lhe
beginning of the nineteenth century. The figures provided in Table 1 of this
paper suggest that if the relationship holds for Australia over the past few

decades, it is far from precise.

Of course, increased  variability does nol necessarily mean increased
uncertainty, although a reasonable presumption must exist that this would
be the case. For the US, Fischer links Lhe cross-sectional variance of aclual
inflation with that of survey data aboul inflation expectations. e finds a
positive refationship, which he lakes as support for the hypothesis that
higher inflation raises the level of uncertainty.- Against this, he cites tests by
Engle which use a forecasting equation for inflation to construct a time
series for the variance of the error term. With the exception of the Korean
Wargeriod, Engle finds no significant relalionship between the variance of
the residuals and the fevel of inflation. The difficulty in deciding between

these types of evidence is that neither provides an unambiguous measure of

uncertainty.

Klein (1976) dislinguishes between short-run and long-run inflation

uncertainly. He argues that the level of long-run uncertainty rose dtring

] Lorrmwm
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the 1970s. Indirect evidence for this effect in Australia during the 1970s is
provided by the general shortening of contract periods, where the
contractual arrangements were denominated in nominal terms. There does
not appear to have been a major reversal of ‘this process in the cightics
despite the decline in the measured variance of inflation.  Long-term
uncertainly in practice is likely to be more closely related to macroeconomic
policies than to the inflation level per se. In Lhis respect, the 1980s woulkd

appear to have a greater claim to certainty than did the 1970s.

Measuring the costs associated with uncertainty is hazardous; this is
particularly so given the lack of direct evidence supporting Lhe proposilion
that inflation raises uncertaihly. Fischer uses the stalic welfare triangle
approach, based on his estimation of the implicit risk premium associated
with inflation uncertainty. For the US, he spectlates that a doubling of the
variance of the inflation rate would create an annual welfare loss equal lo
roughly one percent of the stock of outside assels. Tor Australia this would

give a figure of around $1.2 billion per annum.

(b) Inflation and the variability of relative prices

The theoretical case that relative price variabilily should rise with the level
of unanticipated inflation has been made by Cukicrman (1979) and
Hercowitz (1981). Taking a different approach, Sheshinski and Weiss (1977)
and Rotemberg (1980} argue that relative price variabilily should also be

associated with anlicipated inflation.  Their argument rests largely on

adjuslment costs.

The exislence of an empiridal regularity between relative price dispersion
and the rate of increase of the general price level was noted as far back as the
1920s11. More recent sludies, by Hercowilz (1981) and Vining and
Elwsrlowski (1976), confirm the relationship using US dala. Clements and
Nguyen (1981) found evidence lo support the relationship using Austratian

data in the 1970s.

An important aspect of economic behaviour at the level of firms and
individuals is the need to exiracl information [rom prices. As captured in a
number of the early papers on rational expectations (in parlicular, Barro

(1976)), individual agents tend to observe a limited sel of prices. These are

g

41500 Mills (1927).



typically in markets that are "localised” - either to their own product or to
their products plus those of their compélitors. From these observations,
firms must draw conclusions not only about their own product but also

aboul the general price level.

If higher levels of inflation correspond with a greater variance of relative
prices, the signal extraclion problem will be pob!llvcly correfaled with
inflation. The rebponse of individual decision-makers to the increased
noise will, in turn, depend an their attitudes towards risk.  In general, we
would expeet risk-averse decision-makers to become more conservative as
signal extraction becomes more difficult, although the outcome could be

quite complex.

It is not obvious that relative price variability reduces welfare directly. The
main cost il is likely to generate is the misallocation of resources. In his
widely-quoted non-conventional approach to inflation theory and the costs
“of inflation, Leijonhufvud (1981a and 1981b) puts great emphasis on
uncer'tainiy, and on relative price uncertainty in particular. e sces costs
arising from the misallocation of cffort, as the relative value to the firm of
the forecasler rises relative to those engaged 'in production. He also argues
that variable inflation makes private contracts less reliable and less
acceptable.  As an allernative, he argues thal individuals are likely to rely
maore on ineflicient social cnmpacls as a means of re-introducing a measure
of certainty {o their actions. I the process, these cumpqc[s may reduce
further ‘the efficiency of political institutions. He also argues that refative
price uncertainly could be a major deterrent Lo capital formation, thereby
offselting the posilive substitulion effect cm:,mg, from the inflation-induced

reduction in the cosl of Captldl

These concerns should not be dismissed lightly, although there is little

evidenjee that a breakdown in social order of the lype or scale predicted by
o .

Licjonbufvud is likely to happen at the levels of inflation experienced by

Lthe major countrics over the past decade or two.

C Redistribulion

Regardless of the extent 1o which inflation premia are built into the pricing
of fixed-interest securities ex anle, actual outcomes impose redistribution

-
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between borrowers and lenders. The redistribution will be amplificd if
higher inflation also increases Lhe variabilily of relative prices. In the case

of the ownership of large, highly-leveraged assels, Lhis redistribution can be

subslantial.

While this sudden and arbitrary redistribution of wealth will tend to net out
in aggregate terms, it may have both social and economic implications.
First, by introducing an inflation-induced element of lotlery to certain
classes of assets, inflalion raises class mobilily as well as generating boom
and bust cycles in these assets. Further, the paper weallh generated by
inflation in these assels is ilself a source of demand, thereby potentially
adding a stock/flow interaction to the inflation process. |

D Summary of the Costs of Inflation

if all contracts and inslitutional arrangements were indexed for inflation,
the net cost of inflation and of increases in inflation would be restricted to
three main sources: inefficiencies arising from the substitution of capital for

money; the impact of inflation on uncertainty; and menu costs.

As argued above, the two sources of inefficiency from capital/money
substit'ution are offselting. Further, while these costs exist in Lheory, the
secular decline of currency in circulation relative to other assets suggests
that, empirically, the costs are likely to be relatively minor. The same can be
said of menu costs which, in effect, represent the administrative cost of
keeping, the Indesalion system™up with the rate of indlation,

The impact of inflation on relative prices is an empirical fact. If it continued
in %_jully-indeked_ system, inflation would continue to impose a signal-
extraction problem for individuals and firms and lo generale possible
distortions in the process. However, the main theorelical justification for
the empirical regularity is the signal extraclion itself. it is by no means clear
that a signal-extraction problem would remain in a fully-indexed economy

and so it is by no means clear lhat relative prices would be affected by

inflation in such a system.

in practice, indexation is far_from universal. Wilthout indexation, problems

arise in addition to the three menlioned above. The main source of



distortion comes from government and the impact that a non-indexed tax
system can have on decisions by individuals. The market, of course, has
some scope (o incorporate its own views on inflation into interest rates,
wage negotiations, etc. In a sense this is a form of de facto indexation. As
argued above, the scope o do this, and the extenl to which it is actually

being done in Australia, have both increased in the 1980s as a result of

institulional reforms.

The problem with de facto indexation as opposed to explicit indexation is
that it still leaves the system prone to unintended wealth redistribution
when actual outcomes are at variance wilh expectations.  Recognition of
Lhis potential may increase the general level of uncertainty in the economy
with implications for the availability of risk capital, the length of conlracls

and 50 on.
4, POLICY OPTIONS

While the analysis of Section 3 is unlikely to filt the reader with the urgency
of reducing inflation, he/she is nevertheless likely 1o agree thal inflation is
far from costless. The question o how vigorously the Government should
pursue the redudtion of inflation s a maller of weighing the costs and
benelits involved. This Section looks al the issues involved in evalualing
these costs and benefits and altempts some modest quanuﬁcaimn of the

lrade-offs facing puhLy makers in Australia.
A.  Theoretical Considerations

There are few who would q._rgwh':: that inflation can be reduced without some
short-term costs in lerms of disruption to labour and product markels and a
likely increase in involuntary unemployment. Debale about the short-term
hadl,::nff between inflation and unemployment has a long history in the
ccanomic literature both in Australia and abroad®?. In terms of the
discussion in Section 2, the existence and nature of such a lrade-off is a
question of economic structure and how the system apportions changes in

agpregate demand belween prices and quantitics.

2500, for example, Fricdman (1968), Phelps (1967) and Gordon (1976), and, for Australia,
Parkin (1973 and 1976), MacDaonald (1975) and Challen and Haggar (1975a).
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The idea of a Phillips curve, offering a trade-olf between unemployment
and inflation, was an important element in economic policy debates of the
1950s and 1960s. By the early 1970s, however, following the important
contributions of Triedman (1966 and .1968) and Phelps (1967}, the Phillips
curve was generally accepted as being a strictly short-run phenomenon.
Noting that employment depended on real wages rather than MONCcy wages,
Friedman and Phelps pointed out that employment could only continue
increasing while the expected price level lagged below the actual price level,
thereby generating low actual real wages alongside higher expected real
wages. They argued thal, as expeclalions were correcled over time, the
cconomy would relurn o its equilibrium or nadural rate ol unemplayment
Thus, exploilation of the short-run Phillips curve required foaling, both
firms and workers. The cost of atlempling lo exploit this (rade-off
continuously, they argued, was higher and possibly acceleraling infiation,

without any permanent beneficial impact on unemployment.

The argument that there is no long-run stable trade-ofl between inflation
and unemployment altered attitudes towards discretionary stabilisation
policy. In such a world, three issues emerge as crilical to evaluating the
short-term adjustment costs from one steady inflalioi rate to another:

industrial structure; expectations about inflation; and policy credibility.

) Industrial sboctine and e natal rate of tnemployment

Contribulions to the analysis of the natural rate have followed Lo main
lines of analysis. The first, concentrated on the job search behaviour of
rational individuals. This approach, labelled the mew microcconomics’ of
labour markelts'? began promisingly, but faited to gain acceplance as a
general paradigm because of ils inability to vxp!ni:{ involuntary

unemployment.

.ﬂfr‘
in these models, unemployment is all voluntary and reflects a decision by
workers to reject job offers when actual wage offers fall below their
reservation wage. While these models added little Lo our understanding of
unemployment per se, their emphasis on misinformalion in generating
unemployment contributed to the subsequent development of the rational

expectalions literature.

e

“Soo, for example, the works in the volume edited by Phelps (1970) and also the
contributions by Maorlenson (19700 and 1970b) and Azariadis ({975}



The second approach concentrated on the stralegic interaclions of employer
and employer groups; that is, on non market-clearing behaviour. The
central idea of this approach is that movements in the natural rate of
unemployment can be greatly affecled by changes in the relationship
between "insiders" (those with jobs) and "outsiders” (those out of jobs). The
literature is discussed in detail in Chapman (1990) and so will be touched on

only briefly here.

An important conclusion of (his literature s that relatively decentralised
bargaining systems, in which unions and employer organisations are weak,
are likely 1o produce labour markel outcomes that are relatively flexible in
responding to market signals.  Similarly, highly-centralised systems in
which the needs of oulsiders are taken inlo account can also produce
flexible, markel-lype outcomes™. In between these two extremes, flexibility

is lost as insider bargaining units create negative externalities for outsiders.

Flexibility here ds interpreted fairly Toosely.  In the insider/outsider”
literature, the idea is applied to the determination of the nataral rate (or
NAIRU - non-accelerating inflation rate of unemployment - as authors in
this strand of the literature prefer). The idea, however, can also be applied
io lhe slope of Lhe trade-off belween unemployment and inflation?s. [f
insider power is high and allruism low, wages will tend to be relalively
inflexible downwards but relatively flexible upwards, regardless of the state
of unemployment.  Attempls by policy to generate real wage outcomes
below the band targeled by insiders will result in unemployment, while
altempls Lo raise real wages will add to inflation. Thus, the slope (and
convexily) of the shorl-terny T’hi!lips curve could depend importantly on
both the degree of decentralisation of the fabour and product markets and

the extent of altruism on the part of key bargaining groups.

Hindeed, this fiterature argues that an altruistic, highly-centralised system can dominate a
fully-decentralised system for flexibility.

43Carter and Maddock (1987), for example, analyse the bargaining process as a strategic
game. They conclude thal non-cooperative outcomes are more inflationary than cooperative
Oulcomaes. —
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(b) Expectations and the slope of the shorl-run Ihillips curve
Possibly the greatest (temporary) setback lo the case for discretionary

stabilisation policy came from the rational expectalions literaturelt.

The essence of the supposed short-run trade-off between inflation and
unemployment was the supposition that there existed some finile lime
period over which expectations could be laken as fixed. This pave Lhe
authoritics the opportunily Lo imlm‘t"infinl_iun preater than expected,

thereby reducing real wages and generating outpul and employment.

The rational expectations literalure pointed out that it would be irralional of
agents not to observe government actions and to incorporate the effecl of

those actions into their expeclations.

In its most extreme form, the joint assumptioné of rational expeclations and
market-clearing, yielded the resull (hat predicltable changes in policy would
have no impact on real aclivity, even in the short run. While Lhis
conclusion was anathema to those who preferred interventionist monetary
and fiscal policies, it was reassuring to those who argued that the optimal
rate of inflation should be pursucd vigorously; if the rational expeclations
madels were correct, i wauld be sufficient shnply to define the optimal vale
and announce il to the world as a targel, and the cconomy would move

quickly and costlessly into line.

Like search theory, the extreme form of rational expectations sullered lrom
an uncomfortable inabil‘i{y'm expiéin the facts. The central idea, of
recognising information available to rational decision makers, was rescued
by Fischer (1975), Taylor (1979) and others, who showed that the policy
ineffectiveness results came not [rom rational expectations per se, but from
their ‘combination with the assumption of market clearing®. In this way, it
became possible to reintroduce a Shurl_—rmf Phillips curve into rational
expectations models. This was (_.lonc, not by reintroducing irmliunalily but,
rather, by introducing considerations such as: asymunetric information;
fixed-term contracts®®; and, perhaps most importantly, through queslioning

46 See, for example, Barro (1976), Lucas (1972 and 1975), and Sargent and Waliace {1975a and
1975b).

47For an entertaining account of historical developments in the rational expectations delwate,
see Gordon (1989).

48 Soo also, Okun(1975).



the eredibility of policy announcements in a world where people have
memortes and  where incenlives may  exist to renege on policy

commiiments.

(c) Policy credibility

The role of policy credibility in steepening the short-run Phillips Curve is a
fairly recent addilion to the literature.  As Backus and Driffill (1985b)
observe, worldwide privale sector wage demands in the early 1980s
remained high despite the stated inlentions of many governments to reduce
inflation.  Yet, on their records of the 1970s, few governments had strong
grounds on which to convince the sceptics of their resolve. Not only did
this lack of credibility create a gap between actual and expected policy, it may
have led governments to pursue more draslic measures in an effort o

convinee the public of their resolve,

Conlributors Lo the credibility literature?? model the behaviour of
governments and privale agents as aclions in a stralegic game.  The game is
played as a test of resolve until credibility is either established or the policy
is abandoned as too costly. These analyses emphasise rationalily as well as
information in the policy process. The bottom line of this literalure is both
intuitive and analytically robust; the less credible the government is in its
anti-inflationary stance, the greater the costs (the flatter the shorf-run

Phillips curve) of reducing inflation.

Credibility is a difficult issue to establish empirically. At an intuitive level,
a tightening of monetary policy that is credible in terms of its intention to
lower inflation should cause short-term interest rates to rise more than

long-term interest rates. Unfor'"tunately, this outcome is also consistent with

other hypotheses.

Usmg ‘US data about money supply announcements, Engel and Frankel

(1982) Urich and Wachtel (1981) and Cornell (1983), consider a range of:

outcomes for long-term and short-lerm interest rates, exchange rates and
stock prices under four different hypotheses®¥. All hypotheses considered

19 See, for example, Backus and Driffill (1985a and 1985b), Canz,nn(.n(l%’i) Rugo”(l‘)&?) and
Kreps and Wilson (1982).

M hese include: the expecled inflation hypothesis (a rise in money means a rise in inflation};
the policy anticipation or Keynesian hypothesis (credibility); the real activity hypothesis
(that the money data carry information about changes in real activity); and the Risk-

——

49




involve a rise in shorl-term interest rates following an unexpected rise in
the money supply. Of the four, the policy anlicipalions hypothesis involves
the lowest rise in long rates (the outcome is actually ambiguous), though
how low is not clear, Empirically, the resulls are mixed, although Engel and
Franke! find cvidence of a credible shift in US monelary policy Tollowing,

the move to new operaling procedures in the late 1970s.

B. Measuring the costs of disinflation

There are two main approaches that could be adopted in altempting lo
measure the shorl-run costs of reducing inflation in Australia, - The [first is
to estimate a Phillips curve for Australia. The second is to draw on he
experiences of other countries that have atlempled disinflation, lreating

their experiences as 'semi-controlled' experiments.

(a) Empirical trade-offs for Australia
Direct estimation of Phillips curves was popular for a time in the early
1970s. Most of these studies (for example, Nevile (1974 and 1976), PParkin

(1973), Jonson, Maher and Thompson (1974), Carmichael (1974) and the
survey in tlapger (1978), use a struclural approach o link inflation,
unemployment, expeclations, productivily and taxes. Most also coheentrale

on wages growth as the explanalory variable®!,

More recent studies include Perry (1981), Kirby (1981) and Zaidi (1986).
Methodology, data construction and definitions, and time periods vary
greatly across these v various wotkc‘. Most, however, (ind evidence of a shorl-
run trade-olf, al least belween wage inflalion and some measure of labour
market imbalance. At the sleeper end of the spectrum, Kirby finds a trade-
off of b‘etween three and four; that is, a one percentage point reduclion in
wage mfhtxon would require a rise in unemployment of one quarter-of a

percentage point>2. Most other studies find trade-offs of belween (wo and

three,

aversion hypothesis (that shifts in money reflect shifts in demand prompted by changes in
risk aversion).

51 Exceptions are Carmichacel (1974) afid Nevile (1974 and 1976).

S2Kirby uses quarterly rates of change for wages. To make the units comparble with other
studies, } have multiplied his range of co-efficients by four,



Taking the mid-point of these resulls would point to a trade-off of around
one third of a percentage point rise in unemployment for each percentage
point reduction in inflation. These analyses suffer from a range of
empirical problems. Those concerned with data construction and the
statistical properties of co-efficient estimates were argued out in the mid

1970s°3,

The more difficult problem of exogeneity was raised in the 1980s. For co-
efficient estimates to be valid, it is necessary that the independent variables
in an estimated equation be genuinely independent.  Interestingly, (wo
studies al around the same time, reached essenlially opposite conclusions
about independence. Alston and Chalfant (1987), test the links between
money supply, wages and prices. They conclude that money is exogenous,
that wage growth depends on lagged moncetary growth and current inflation
and that there was bi-directional causation between wages and prices. They
interprel Lhis evidence as supporting the monetarist explanation of
" inflation. Boem and Martin (1989), carry out a similar set of tests, only to
find a uni-directional causal link from wages lo prices and an indirect link
only {rom money lo wages via prices. They interpret their results as
rejecling the monetarist explanation.  As-argued earlier, it is probably
misleading to look for consistent exogeneity in these variables. What is of
paramount importance is to identify the (not necessarily constant)

objeclives of policy. -

(L) Cross counlry comparison
The allernative approach to evalualing Australia's trade-off between
inflation and unemployment is to draw on lhe experience of other

countries. In many ways Ehlb is the more prom:amb of the two approaches,
a!lhoubh the limitations of such comparisons must be fully recognised. In
particular, Australia's centralised wage-setting system is likely to give it
some,unique response characleristics. With these limitations firmly in
mi;fﬁf'two lines of comparison appear likely to be fruitful. The first is with
the recent experience of New Zealand. ‘The second is with the anti-inflation
experiments in the UK and the USA in the carly 1980s. ‘

53501.' for u,\ampl(_ McDonald (]975) and Kirby (1981).
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(i} The New Zealand experience
New Zealand since 1983 possesses many of the characteristics of a controlled

experiment for Australia®:

both elected Labor povernments which followed ceonomically

conservalive policies;

both economies underwent extensive financial deregulation;
both weﬁt through fiscal contraction and tax relorny;
. both f]qated their exchange rates;
both- are dependant on coinmodities. in their export trade; and
both suffered terms-of-trade reversais in the mid 1980s (first

deterioraling, then improving,. though New Zealand's delerioration

was much less marked than Australia's).

The major structural dilference is in the labour markets, where Australia

has a strongly centralised wage-setting system. In contrast, New Zcaland. has
given over a greater role to market forces. Following long periods of heavy
intervention in the wage-setling process, the New Zealand Government
moved to a non-interventionist approach from earty in 1985. The result
was a partially-deregulated market in which wage bargains were negolialed
between employer organisations and unjons organised along craft and
0ccupaﬁonal linesS5. Beyond the labour markets, the differences belween
the lwo countries are largely malters of degree; although New Zealand's
initial conditions (prior to deregulation) were arguably much worse than

Australia's in terms of distortions and inefficiencies.

From broadly similar starting points in 1983, Australia pursued an
accommodating {(de facto steady-inflation) monetary policy, while New

Zeaiand, after a period of policy reform, pursued a (ully-announced and

34This point was noted by Bob Gregory at a recent conference.

*5For a more complete description of the New Zealand labour market, see Seiper and Wells
(1989). They arguc that the New-Zealand Government's altempt to deregulate the labour
market (admittedly in a timid form) before having completed deregulation of financial and

product markels was a mistake that added to the cost of disinflation.



vigorously-implemented policy of reducing inflation.  The inilial
experiences of both countries under their new Labour Governments were
broadly similar. Both recovered strongly from the recession of the early
1980s and, while the inflation picture for New Zealand is distorted by the
prices and incomes freeze belween 1982 and 1984, there is evidence that both

countries experienced a decline in their underlying inflation rates3®.

From around mid 1985, however, the two pictures diverge markedly. As
shown in Chart 13 (see also, Table 3 below), aver the second half of the
1980s, Australia's inflation was relatively steady at around seven and a half
percenl.  In contrast, New Zealand reduced its inflation rate by a little over
10 pereentage poinds (from a peak of over 15 percent® Lo ils carrent level of
a little under five percent). Over the same period, Australia’s
unemployment rate fell by around two percentage points {to around six
percent) while New Zealand's rose by around four percentage poinls (from
around three percent to seven percenl). Under the (admittedly simplistic)
assuinplion that New Zealand can be viewed as a controlled experiment for
Australia, the implicit short-run Phillips curve suggests that every one
percentage point reduction in inflation would increase unemployment by
around .6 of a percentage point. Under these conditions, halving
Australia's inflation rate to four percent would increase the unemployment
rate to well over eight percenl. Under the same ;"nssumplions, eliminating
inflation completely would increase unemploymentl to the levels
experienced in the recession of 1982/483. v
There are many reasons why these rough approximations could overstate
the true trade-off involved for Australia. In particular, the substantial
- disruption to bath labour and product markets at that lime, associated with
slructural reforms undoubledly added to New Zealand's problems, relalive
to those experienced by Australia.

'l'!fér’é] are also reasons why the trade-off may be understated. In particular,
as pointed oul by Chapman (1990), the rise in Australian labour force
participation over this period suggests that the true decline in

unemployment is greater than is indicated by the recorded data. By the

36 e unsustainability of the freeze iy indicated by the speed with which inflalion returned
to its previous high level after the freeze was lifted.

S7The CPI for New Zealand is adjusted for the once-off increases in the price level in 1986 and
1989, asspciated with the introduction of their consumption tax.
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same reasoning, the large fall in New Zealand's labour force participation
over this period suppests that its measured uncmployment may he oo

downward hiased estimate of true anemployment.

CHART 13
AUSTRALIA AND NEW ZEALAND
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This bias is not present in employment data. il the comparison is made in
terms of employment growlh, the (rade-off looks considerably worse.
Between 1985 and 1989, tolal employment in Australia grew by around 15
percent. Over the same period, total employment in New Zealand fell by
around ten percent. The implicit (five-year) trade-of[ between empioymenl‘
and inflation suggested by these figures is a loss of employment of around
two and a half percentage points for every one percenlage point reduction in

inflation. Since this occurs over a [ive-year period, it is equivalenl to a



reduction in annual employment growth of around half a percentage point
for every one percentage point reduction in inflation. Note that, even if job
growth resumed at the original pace once inflation levelled off, the job loss
during the transition period would be permanent and would be roughly
equal to half the tolal growthzdiffereﬁlial multiplied by the initial level of

em plnymenlf’g.

One puossible explanation of New Zealand's experience of a very flat short-
run Phillips curve is low policy credibility. Despite the change of
government and the clear resolve of the new Government Lo reduce
inflation, the country's track record could not have generated any
confidence in the authorities' ability to achieve their goals. This lack of
credibility was probably huigh{cnui, rather than diminished by the {ar-
reaching structural changes which were occurring at the time under
deregulation and corporatisation.  Certainly, nominal wage claims
conlinued to run ahead of the Gavernment's stated aims on inflation.

A second possible (not necessarily mutually exclusive) explanation of the
divergence in experience between Australin and New Zealand in the latter
half of the 1980s lies in the different labour market structures.  As
mentioned carlier, Chapman (1990} argues that the Accord appears to have
altered the balance of power between labour market insiders and owtsiders
in a way that has permitted unemployment to decline without, at the same
time, pulting undue pressure on inflation. The converse appears to have
occurred in New Zealand where insiders have continued to bargain to

maintain real wages despite sharp rises in unemployment.

{il) The UK and US experience R
Both the UK and US cconomies undertook substantial anti-inflationary
measures in the early 1980s. As shown in Charts 14 and 15, the economic

outcompes in these two countries in the second half of the 1980s are quite
e

similar and, in many ways, not dissimilar to those in Australia.

87 his ineasure assames the loss of job growth is uniform over the period and s a rough

Capproximation to the conolative difference between the {otal time worked under the iwo

sconarius. —
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TABLE 3
INFLATION, UNEMPLOYMENT AND GROWTIH:
AUSTRALIA, NEW ZEALAND, THE UNITED KINGDOM AND
THE UNITED STATES

INFLATION (% pa)

Period Australia New Zealand  Uniled Kingdom United States
1980 (Ave.) 10.2 17.3 18.0 13,6
1985 (Ave) 7.0 15.5 6 30
1989 (Ave." 7.6 47 73 48

UNEMPLOYMENT (% of workforce)

Period Australia New Zealand Uniled Kingdom United Stales
1980 (Ave.) 6.1 . 2.5 6.5 7.1
1985 (Ave.) _ 8.2 3.2 11.2 7.1
1989 (Ave.)* 6.2 71 6.4 5.2

EMPLOYMENT (cumulative % growth over 5 yrs.)

- Period Australia New Zealand  United Kingdom United States
1980 to 1985 0.6 28 42 7.6
1985 to 1989+ 15.4 -10.0 0.3 L3

NATIONAL OQUTPUT (cumulative % growth over 5 yrs.)

Period Australii New Zealand  ~United Kingdom Uniled States
1980 to 1985 16.4 1.8 7.9 12.5

1985ta"1989" C157 2.9 164 15.5

* Where complete data for 1989 were nol yet availale, the averages wore based on the Titest

available pbservations.

In all three countries, inflation in the second half of the cighlies was
relatively constant compared with the preceding decade and a half; the
levels, however, varied somewhat, with Australia averaging around seven

and a half percent, compared with around five and a half percent in the UK
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and under five percent in the US. All.three experienced a steady decline in
unemployment and reasonably solid growth in output and employment.
The UK, of course, diverges from this neal categorisation in the final two
years of the decade, in which the stance against inflation was largely
reversed. While more will be said about this below, the focus of this

exercise is on the first half of the decade where the UK and US experiences

diverge most sharply from Australia's.

From the time it was first elected in May 1979, the Thatcher Government
tightened UK monetary policy in an effort to redress the inflationary
excesses of the 1970s. As shown in Chart 14 and Table 3, the result of this
policy, and the decline in world energy prices, was a reduction of around 12

percentage points in the inflation rate over the first half of the 1980s.

CHART 14
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A similar picture emerged in the US (see Chart 15), where the sharp
monetary contraction of the early 1980s saw inflation decline by around [0
percentage points [rom around 13 and a half percent Lo around three and a
half percent. Over the same period, Australia's inflation rate declined by

around three percentage points.

CIHIART 15
AUSTRALIA AND THE UNITED STATES
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Unemployment increased in all three countries though, by mid decade, the
rise in the United States had largely been reversed. ‘The rise in
unemployment in the UK was considerably larger and was sustained well

into the second half of the decade.

While the grounds for regarding these two counlries as controlled

experiments for Australia are less compelling than was the case for New
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Zealand, the same methodology provides an interesting contrast.  Taking
the first half of the 1980s as a whole, the decline in inflation in the UK
relative to Australia was a little over nine percentage points, while the
relative unemployment rate increased by around three percentage points.
This suggests a trade-off of around one third of a percenlage point rise in the
“rate of unemployment for each one percentage point reduction in inflation;
this is around halfl the rise in unemployment implied by the New Zcaland
comparison. This would be a more acceptable trade-off than that implied by
New Zealand's experience, though by no means would it imply a costless

path to low inflidion.

The United States suggests an even more favourable trade-off.  While
inflation in the US declined relative to inflation in Australia by almost
seven percentage points over the first half of the 1980s, its relative
unemployment situation improved by around two percentage points.
Muasured in terms of lost employment, rather than rises in unemployment,
the US still shows a modest gain of around one percent over the five-year
period. Using lost outpul as the yardstick shows a cumulative loss for the

US relalive Lo Australia of around four percent points over the five years.??

(ii) Labour market structure and policy credibility

These cross-country comparisons suggest a possible short-run relationship
belween intlation and unemployment ranging from an approximately
verlical short-run Phillips curve G the US s taken as the relevani
benchnark) to o teade-olf of around .7 of a percentage point rise in
unemployment for cach percentage point decrease in inflation (if New
Zealand is taken as the relevant benchimark).

[n ecach of these thought experiments the trade-off is implicitly
superimposed on top of any other shocks that might have influenced either
or boflv of inflation and unemployment; for example, world business cycles,
commadily price swings and taste or regulatory cha‘ngcs. As such, they are
not so much stalements aboul where unemployment and inflation are
fikely 1o move in absolute terms, as they are statements about how (hese

Lo variables are likely to move relative to cach other.

ISee foatnote 58. -
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The question is whether Auslralia is more like New Zealand or whether il
is more like the UK and US. In turn, this requires some judgement aboul
the relalive imporlance of policy crcdlhil:ty and labour market struclure in
determining the shape of the short-run trade- ()ff belween inflation and

unemployment.

Chart {6 shows Lhe path of shorl lern interest rates, alony, wilth the
percentage point gap between shorl-term and long-lerm rates in the four
countries over the periods under consideration. Under the assumplion thal
a credible monet ary policy should see short rates rise well above long rates
in times when monelary policy is allempling to reduce inflation, the
behaviour of these differentials can be taken as a (very rough) guide Lo the

degree of monelary policy credibility in cach country,

Comparisons are difficult to the extent that each country lends (o have a
slightly differently-shaped "normal” yicld curve. The evidence from Chart
16 poinls lo a reasonable fevel of credibilily in cach of the four counlrivs

with no one counlry standing out.

The labour market structure explanation is also difficult to establish
empirically, The general story, however, appears o he consistent sith the
data. The US labour market is relatively decentralised, with a low level ol
union power and extensive enterprise-based wage bargaining. Tollowing
the tightening of US monetary policy in the early 1980s, the labour market
responded quickly and flexibly. By the end of 1983, tolal employment was
again growing posilively and, despile the subsequent suslained period of

real cconomic growth, nominalwage claims remained relatively subdued.

The UK began the decade with a very different labour markel struclure to

that 0[”’tﬁe US; union power was strong and was organised on a trades and

. crafts basis rather than by enterprise. Againsl this background, Lhe response

to the fight against inflation was a greater and more prolonged rise in
unemployment. This period, however, also marked a change in UK
industrial relations, with the Thatcher Government showing a willingness

to meet the more militant unions head on. By the mid 1980s the UK had,

arguably, moved towards a considerably more decentralised wage-selling

system. This occurred al a time when Australia was increasing its degree of

e



centralisation and New Zealand was more or less marking time with labour

market reforms.

Of most interest in the UK, however, is the apparent reversal of emphasis
on monetary policy in the later slages of the 1980s, away from inflation and
lowards exchange rale maintenance. In the view of many comentators, the
UK has abandoned its anti-inflationary policy at the worst possible time,
having suffered the costs while seeing few of the gains.

CHART 16
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(¢) Lessons for Australia

In evaluating Auslralia's prospects for reducing inflation at minimal cost,
the key questions remain credibility and industrial structure. In this respect,
the short-term outlook is not encouraging.  Any altempt to reduce inflation

by monetary policy alone - without a corresponding adjustment in wage

—r—

61




agreements under the Accord - would tend lo lack credibility by ils very

attempt to run against lhe general thrust of Covernment macroeconomic
g

policy.

More importantly, it the lessons from overseas are relevant and i the
assessment of Section 2 is correcl, the Accord has worked Lo produce a
relatively flat short-run trade-off for Australia. Such a trade-off is idcally
suited to reducing unemployment, but much less so lo reducing inflation.
[n the worst of all outcomes, an attempt by monelary policy lo pursue a

major reduction in inflation could canse the Accord Lo coltapse. Without
the structure to handle fully-decentralised wage bargaining, the resull conld
be a relurn lo the strong “insider-orienled" system of the [970s, wilh a

possible rise in both inflation and unemployment.

This structure does not rule out the theoretical possibilily of using the
Accord and monetary policy in tandem to reduce inflation. 1T parties to the.
agreement weré willing to accept the possible loss of income shate, the
evidence suggests that a steady reduction in nominal wage growth, backed
by tighter monetary policy could reduce infiation withoul creating
widespread unemployment. Acceptance, however, would require faith in
monetary policy as well as a willingness {o accepl 'some rise in
unemployment. 'T'his would require a very different form of Accord Lo that
which is in place at present; a form which would be very unlikely to elicit

support, if historical evidence is any guide.

To a large extent, the Accord,” willi generally supporlwe monelary policy,
represents a means of llvmgj with institulional rigiditics at relalively low
cost. Unless there is a change in the direction of altruism under the Accord
‘a major attack on inflation should probably wait until the mandate is given
to dismantle the rigidities. Then, and only then, is the cos! of disinﬂati(m:'

likely to be tolerable.
5. CONCLUDING THOUGHTS

The 1980s appear to have seen a substantial rethinking in many parts of the
community aboul the processes generating inflation and the cosls of living

with inflation.

-



From a reasonable consensus in the 1960s and 1970s about the central
importance of monetary policy and monetary aggregales in the inflationary
process, views about inflation now seem both more diverse and less precise.
The Labor Covernment, in office for mosl of the 1980s, has clearly identified
its view of inflation as a wages process. This is a view is by no means
universally accepled.  The monctary authorities appear to remain
commitied to the view that monetary policy can control inflation, though
the mechanism for achieving this is less direct than previously thought and
probably less reliable. In academic circles views remain, as always, mixed. -

Whatever the beliefs about the reliability of monetary policy in containing
inflation, the general consensus in the carly 1980s was that deregulation and
a [loating exchange rate gave the Reserve Bank a capacity to pursue lower
inflation that it had lacked in the preceding decade of high inflation. That
Australia’s performance on inflation deterioraled relative to the world
trend over the remainder o the eighties appears Lo reflect a conscious choice

within the overall imacroeconomic policy strategy of the Government,

To the extent that the strategy aimed to generate high economic growth
wilth a steady (non-aceelerating) rate of inflation, it must be judged relatively
successful. The longer-lerm success of the strategy depends on how one
evaluates the costs of steady inflation. In current circumstances, it is
difficult to mount a case that the costs are overwhelming., While the
Austratian cconomy is far ivom infllation proof, financial deregulation and
reforms enacted to the lax system during the decade have reduced

considerably some of the more costly distortions exposed during the 1970s.

More importantly, evidenct from other countries offers little comfort that
the shorl-term costs of substm:imlly wduung or eliminating inflation will
be acceptable to sociely. Given Australia’s history with inflation and the
C(m{muLd existence of the Accord, the preconditions, in terms of
uxpumlmns and credibility, for a relatively coslless reduction of inflalion do

not appear to be present.
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ATPENDIX
MAJOR CHANGES IN-TIE AUSTRALIAN TAX SYSTEM:

1980 - 1989
Estimaled Change
in_Receipts ($m)
Initial Full Year
1980/81
Half Indexation of Personal Incoine Tax Rate Scale } -636 -690
Increased Dependent Rebates ]
Other Changes to Personal Income Ia\ L -102
Changes to Business Income Tax -12 -151
TOTAL _ -658 943
1981/82
Half Indexation of Personal Income Tax Ratle Scale } -4495 525
Half Indexation of Dependent Rebates : }
Rebate for Cost of Basic Health Insurance -10 -6{)(}
Other Changes to Personal Income Tax -4 -6
Changes to Business Income Tax ' 443 +41
1982/83
Personal Income Tax Rale Scale Changes -1468 2357
Rebate on Home Loan Inlerest Payments -155 415
Rebate on up to $1,000 of Dividend. Income -36 75
Increase in Depéndant Rebaleq ' -102 - =210
Other Changes to Personal Income Tax ’ -8 -56
Other Changes to Business Income Tax -10 _
TOTAL ' --1779 -3113
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1983/84

Introduction to Medicare Levy

Abolilion of Income Tax Rebale for Basic Health
Insurance

Termination of Housing Interest Rebate Schemes

Abolition of the Rebale on up to $1,000 of Dividend
Income

Other Changes to Personal Income Tax

Changes to Business Income Tax

TOTAL

1984/85

Changes to Personal Income Tax Rate Scale
Other Changes to Personal Income Tax
Changes to Business Income Tax

TOTAL

1985/86

Abolition of Concessional xpenditure Rebale
Removal of Ceiling on Medicare Levy

Other Changes to Personal Income Tax
Changes to Business Income Tax

TOTAL

1986/87

Personal Income Tax Scale Rate Restructuring
(including reduction of top marginal tax rate
from 60% Lo 49% in two steps) o

Abolition of Lnlerlainment Expenses

Iringe Benefits Tax

lncaease in Medicare Levy

!mpulatlon System of Company Tax

Other Income Tax Changes

TOTAL

Estimated Change
in Receipls ($m)

Inilial IFull Year
+390 +1,050
+95 +575
+80 +395
+75 +100
+91 +464
_}0 -
+721 +2,584
-1,2497 -2,125
-42 -50
+22 +117
-1,317 -2,058
+15 +80
+7 +12
+61 -64
- -70
+83 42
-1,435 -5,000
+310 +330
+325 +575
+175 +325

- -350":
+420 +230
-225 -3,890
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Lslimated Change
in Receipts ($m)

Initial  Fuall Year

1987/88
Personal Income Tax Scale Rale Restructuring -4 A80) 4,560
Imputation System of Co. Tax -50) -300)
Fringe Benefits Tax +750 1-75¢)
Capital Gains Tax ' 50 na
Other Income Tax Changes 240 142
TOTAL - S 3A% 3,968
1988/89  1989/90
1988/89
Superannuation Changes : - +925
Company Tax Rate Cut to 39¢ -110 - -1,850
Company Tax Base Broadening ‘ 45 4585
Other Personal Income Tax Changes _ -125 -190
Other Company Tax Changes L) _-63
TOTAL ) ‘ -206 -293
1989/90  1990/91
1989/90
Personal Income Tax Rates Adjustment ) -4,900 -5,760
Concessional Rebate Changes } '
Changes to the Collection of Company Tax +885 +150
Changes to Collection of PAYE Remitlances +550) -
Superannuation Changes -70 -63
Other Personal Income Tax Changes -225 -217
Other Company Tax Changes™ ‘ - _-lo
TOTAL -3,760 -5,900
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