






structuresthat are far from indexed; indeed, 111 many cases,indexation

would be physicallycosily and impracticap6,

In this sub-section,1 will concentrateon three main aspectsof inflationary

distortions in general equilibrium: the saving/investnlentdecision; the

individual's assetallocation decision betweenmoney and capital; and the

firm's financing decisionbetweendebt and equity.

At any given interestrate, a rise in inflation lowers the real after-tax return

10 savers and lowers the relll after-tax cost of debt to firms. Provided

individuals and firms both face the samemarginal tax rate ('rt a rise in the

nominal interestrate that is greaterthan any rise in inflation by a factor of

J /0 - 'C) should �I�l�~�i�)�V�e the real after-tax interest r.ltes [acing both groups

ullchangccP7. TClX reforms in the 19805/ which have brought the corporilte

<Ind individual tax rliles closer together,flattened the income t(lX sCille ilnd

removed the double tax'ltion of �,�~�l�i�v�i�d�l�'�n�d�.�s�,�h�a�v�e done much to reduce the

institutional distorlion belweensaving and inveslil1ent and to 'provide the

scope {or nominal interest ;ates to adjust to inflation in a manner that

would hI: roughly neulrill betweenborrowersand lenders.

In responselo thesechanges,lhe relationshipbetweeninterest rales and

inflation llppears lo have shiflL'd markedly betweenthe 19705 and '1900s,
This is illustrated in Charts I! and ]2.

36J.'orcXilmple, the p,lyll1cnl (')f il;'lerc::;t oil;\:urrcncy in d;:"(Glation.
37 For the individui"d,

TJ1 == i(l - 'l") - 7[

For Tn to remain unchilngedill the filce of a rbe in inflation, requiresthat, (or ilny changein
7[ �~�/ :1'

I,

II ;;; lIi (l . r) - dlr
Le,

di == drr/O -1')

For tlw (inn, profit IHilximizil!iOI) fl.·quires l'\juallty betweenthe marginal product of ci1pit<l1
dnd Illl: fedl after-IiI" Cllst of borfuwing,

<. == i -1l:-1i

hll' l;. ltlllt: wlIsldnt, II I1IIISI �b�l�~ the l'<ISI: tlldl
o == di - dll - 'l"Lli

i.e.
di == drr/(l -1)
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CHART 12
INFLATION AND AFTER-TAX INTEREST RATES
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In the 1970s, nominal inlerest.!.ates remained rcl,ltively sleildy in the [(ICC of

substimtiill swings in inrlillion As (I result, I"(',l! ilftcr-t<lx inlcrt's\ relies



slwwed a slrong inverse l'llrreldlion with inflation. In thL' 1980s, hlllvL'vL'r,

there is evidencL' of grL'atL'r responsiveness in nominal rates to inflation

and, as a l'llllseqlll,nCL', real after-tax interL'st ralL's have shown milch greater

stability - particularly in the pL'riod since the float.

ThL' tendL'ncy for inflalion to tax money balances and, thereby, to induce

substitution of capital for money is one effect that cannot easily be indexed

away. In thL' ilbsence of a scheme to pay interest on currency holdings, these

will remain a victim of the inflation tax. The impact of that tax on the

overall level of capitalisation is d question requiring general equilibrium

analysis.

In a pi,"\<·,'ring study, '!'obill (I'HI.S) "XdIHill"" th,' effect of tht' infldlion I,IX

on capital/money subslitution in a general e(Juilibrium monetary gmwth

framework. Using an arbitrary money demand funclion, in which desired

real money balances depend positively on income and negi1tively on

interest rates, he found that inflation raised the equilibrium capital intensity

of the L'COI\<lIny, leading tll d higlwr steady-stale growth p<llh. In extending

'!'llbin's analysis to an explicit oplimising framework, Sidrauski (1967)

prodllced lhe curious resliit that, in the 10Ilg-rlln, the capitill stock WilS

essentially independent of inflation; il result that was promptly labelled the

"superneutrality of money". As shown subsequently by Carmichilel (982),

however, this result rests on the questionable assumptions that individuills

make decisions on a dynastic basis (ie., lhey consider till' impilct of all their

actions on IlItlire gt'nerdli,,"s) and that their prderences are inil'rtelilpor,llly

ilddilively separable (ie., that rate al which future utility is discounled

remilins constant over lime and is independenl of wealth, consumption,

elc., in future periods).

Whether or not a rise in capital intensity leads to an increase or decrease in

welfat,e depends on lhe positi(ln of the initial growth path reliltive to the
",;I

golden rule palh. I'lll more simply, lhere are levels of Cilpitillisillion so high

lhat 111ey put an excessive delllillld on current output just to maintain the

capital stock. III this "overcapitalised" sitlli1tion, fmther increases in capital

intensily are self-dekalillg in that they ilClllally lower per capitil

co ns um pt ion.

I' n-
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As noted above, since inflation is an alternative to direct taxes, it is

important to ask whether it is more or less efficient than these alternalive

taxes as a means of raising revenue. Carmichael and Stebbing (1981) show

that, for the same revenue generation, the inflation tax is likely to havl' a

greater impact on capital than an equivalent lump-sum tax. The analysis

becomes more complicated, however, when inflation/taxation distortions

are introduced for the firm.

In a non-optimising framework, Feldstein (1976) finds that t11l.' general

equilibrium relationship between inflalion and lhe capital inlensity is

ambiguous unless tax rates are equal across firms and individualsJH The

ambiguity is increased when equity as well as debt finance is considered J9.

Carmichael and Stebbing (]981), however, show that explicit consideration

of optimising behaviour is likely to restore lhe expected relationship thai a

rise in inflation leads to subslitution of capital for money ancl lhereby tn a

rise in the economy's capital intensity.

In the ahseIH'(' of t'vidl'nn' 10 suggest that/lustral!.1 is nVl'IT'll'i\;lIi!:t'd, tl,,'

ll'udl'IH'y for iufl'ltion 101\"llI'r;11,' )\Illwlh thlllugh thl' sllh:;tillltinil 01 (',q'ilal

for 1110nt'y in individual I'0rlfolios musl he rq~ardt'd as a I>('n"'il ralhn Il1;ln

a cost. The empirical nlagnillltl(, o( tl,,' suhslilution, hOwI'vI'r, i:; lib'ly 10 Ill'

small, since holdings of currency are in the orcler of $12.5 billion compared

with estimates of the capital stock in the order of $1 AOO billion4o

Finally, whereas the inflation-induced distortion between nWlll'y and

capital cannot be removed hy adjustments in market r,1Ies, Ihe dislortion

between debt and equily fi'nance can be, Provided nominal interesl rilles on

debt move sufficiently 10 offset the impact of both inflation and taxes on real

rate~ (and provided expeclations about inflalion are broadly consis!enl with

otl'tC'(ll11es), lhe after-tax financing Cl.sls of tIebl anti e!juity should Inlll'l'

more or less in tandem. /\5 mentioned above, (ollowing fin,1ncial

deregulation in the early I980s and the tax reforms of lhe mid 1980s, Ihel'e is

38 This Intter conclusion i5 n simple extension of the prnp('rly l1ol('t! above th,,', for Pilch rise
in inflation, there ('xisls f1 risc in nomiJlfll intl'rest rilles th.11 lenves il1l<,n'sl-('ilrnil1g

individunls and profit-earning firllls no ",....orsc orr thal1 before the rise.

39 See reldstein, Creen and Sheslunski (I 97R).
40 I should nole Ihallhere is no universally agreed measure of the copilat stock. The figon'

quoted here is based on AilS eslimoles.



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

independence from the rate of inflation.

B. Uncertainl)::

The proposition that inflation increases uncertainty, essentially through its

effect on relative prices, gained popularity in the 1970s as an explanation for

the deterioration of economic performance. Uncertainty can arise with

inflation in two ways. First, a higher level of inflation may be more

variable, thereby making its prediclion more difficult. Second, a higher

level of inflation may be associated with a greilter degree of relative price

variability.

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

There is some internationill evidence that the variability of inflation rises

with the level of inflation. Logue and Willett (1976) find a positive

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 the

beginning of the nineteenth century. The figures provided in Table 1 of this

paper suggest that if the reliltionship holds for Australia over the past few

decades, it is far from precise.

Of C(HlrSl', inlTl'asl'd vMiill>ility dOL'S not necessMily mean increased

uncerlainty, although a rl'asonable presumption must exist that this would

be the case. For the US, Fischl'r links the cross-sectional variance of ilclual

inflation with that of survey data about inflation expectations. Ill' finds a

positive relationship, 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 cljuiltion for infliltion to construct a time

series lor the variance of the eITor tenn. With the exception of the Korean

War'l1'eriod, Engle finds no significant relationship between the variance of

the residuals ilnd the level of inflation. The difficulty in deciding between

these types of evidencl' is that neither provides an unambignous measure of

unL"ertainty.

Klein (1976) distinguishes between short-run ilnd long-run inflation

uncertainty. lie argues that the level of long-run uncertainty rose during

41
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the 19705. Indirect evidence for this effect in Australia during the 1970s is

provided by the general shortening of contract periods, where the

contmctual arrangements were denominated in nominal terms. There docs

not appear to have been a major reversal oflhis process in the eighlies

despite the decline in the measured variance of inflalion. I.ong-Ierm

uncertainty in praclice is likely to be more c10sdy related to macroccolHlInic

policies than to the inflation level Fer se. In this respect, Ihe IlJ.q(Js would

appear to have a grealer claim 10 certainty than did the 1970s.

Measuring the costs associated with uncertainty is hazardous; this is

particularly so given the lack of direct evidence supporting Ihe proposition

Ihat inflation raises uncertainly. pischer oses Ihe static welfare triangle

approach, based on his estimation of the implicit risk premium associated

with inflation uncertainty. For the US, he speculates that a doubling of the

variance of the inflation rate would create an annual welfare 105s equal to

roughly one percent of the stock of outside assets. For 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 variability should rise wilh the level

of unanticipated inflation has been made by Cukierman (llJ79) and

Hercowitz (1981). Taking a different approach, Sheshinski and Weiss (1977)

and Rotemberg (1980) argue that relative price variability should also be

associated with anticipatecl inflation. Their argument n'sts largely on

adjuslment costs.

The exislenCl' of an l'm/,lri\';ll rcgul;1I'ily hl'lwl'{'n rl'lallvl' prit'l' di.':jlt'r:;lon

and Ihe rale of increase of lhe general pric~' level was noted as far [,'lCk as the

19205,41. More recent sluelies, by Ilercowilz (1981) and Vining and

Ehyer'i'olVski (1976), confirm the rclalionship using US data. C1l'1l1entsaml

Nguyen (1981) found evidence to support the reJ.ltionship using Australian

data in the 1970s.

An important aspect of economic behaviour at the level of firms and

individuals is the need to exlract inforl11ation from prices. As captured In a

nUl11ber of the (',lrly papers on rational expectations (in p,nticular, llano

(1976», indiviclual agents tend to observe a limited set of prices. These are

41SCC Mills (1927).
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typically in markets that are "localised" - either to their own product or to

their products plus those of their competitors. From these observations,

firms must draw conclusions not only about their own product but also

about the general price level.

If higher levels of inflation correspond with a greater variance of relative

prices, the signal extraction problem will be positively correlated with

inflation. The response of individual decision-makers to the increased

noise will, in turn, depend nn their altitudes towards risk. In general, we

would expect 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 it is likely 10 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

uncertainty, and on relative price uncertainty in particular. 1·le sees costs

arising {rolll the misallocation of effort, as the relative value to the firm of

the forecaster rises relative to those engaged 'in production. He also argues

that variable inflation makes private contracts less reliable and less

'HTel'lidl!L-. I\s ill\ ,t1t(,miltivl', he argues that individuals ilre likely to rely

more on ineflicient SOciid eOIllI',lcts as a means of re-introducing a measure

of cerlilinty 10 their actions. In the process, these cumpilcls may reduce

further the efficiency of political institutions. He also argues that relative

price uncertainty coutd be a major deterrent to capital formation, thereby

offsetting the pusitive subSlill~illn effect arising from the inflation-induced

reduction in the cost of capit,)l.

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

eviden'ce that a breakdown in social order of the type or scale predicted by", ,
Lil'ji,nhllfvud is likl'iy tll happen at the levels uf infl.ltion experienced by
the major countries over the past decade or twu.

C Redistribution

Regardless of the extent to which inflation premia are built into the pricing

of fixed-interest securities ex Ill/Ie, actual outcomes impose redistribution

43
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between borrowers ~nd lend"rs. The redistribution will be ~ml'liricd if

higher infl~tion ~Iso incre~ses tI1\' v~ri~bility uf rd~tive I'rin-s. In till' ('~se

of the ownership of large, highly-leveraged assets, this ITdistribution call 1".

subst~nti~1.

While this sudden and ~rbitrary redistribution of we~lth will tend to net out

in aggregate terms, it m~y h~ve both soci~1 ~nd economic implic~tions.

First, by introducing an inflation-induced element of lollery to cert~in

classes of ~ssets, infl~lion raises cl~ss mobility ~s well as gener~ling boom

and bust cycles in these ~ssets. Further, the p~per wealth gener~led by

inflation in these assets is itself ~ source of dem~nd, thereby potentially

adding a stock/flow inter~clion to the infl~tion process.

I). fuumn,1JY_QJJlld_;QSls._QLluJJ~ljQn

If all contracts ~nd institution~1 arrilngements were ind"xed for inflation,

the net cost of inflation ~nd of increases in infl~tion would be restricted to

three m~in sources: inefficiencies arising from the substitution of c~pit~1 for

1110ney; the impact of infl~tion on uncertainty; ~nd menu costs.

As argued ~bove, the two sources of inefficiency from capit~l/money

substitution are offsetting. Further, while these costs exist in theory, 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

kl'epln)'; Ihl' hHkx;ltion S)'stl:ln~np wilh 1111' ralpof 1IIIIall<>lI.

The impact of inflation on relative prices is an empirical fact. If it continued

in .~ Jlllly-indexed system, infl~tion would continue to impose ~ signal

extraction problem for individuals and finns and to generate possiblf

distortions in the process. Ilowever, the main theor('tie~1 justification for

the empirical regularity is the signal extraction itself. It is by no me~ns 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 ~ffeclcd by

inflation in such a system.

In practice, indexatiun is f~rJrol1l nniversal. Withuut indexatiun, problems

arise in addition to the three mentiuned above. The main suurce or



distortion comes from government and the impact that a non-indexed tax

system can hilve on decisions by individuals. The market, of course, has

some scope to 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 to do this, ilnd the extent to which it is actually

being done in Australia, hilve both increilsed in the 19HOs as il result of

inst ilutional refmms.

The problem with de facto indexation as opposed to explicit indexation is

that it still leilves the system prone to unintended wealth redistribution

when actual ou[comes are at variilnce with expectiltions, Recognition of

this potential may increase the general level of uncertainty in the economy

with implications for the ilvailabilit y of risk cilpit,l!, the length of contracts

and so OIL

4. POLlCY OPTIONS

While the anillysis of Section 3 is unlikely to fill the reilder wilh the urgency

of reducing inflation, hehlll' b nevertheless 1iJ..e1y to agree thilt inflation is

far fnlln costJL,ss. The question oj how vig()rously the Covernment should

pursue thl' !"l'dul'lion of inflation is a matter of lVeighing the costs ami

bendits involved. This Section looks at the issul's involved in evalu,lting

these costs and bendits ami altempts some modest quantification of the

lrade-ofb hlCing policy maJ..ers in Australia.

A. Theore\ical Considerations

There are few who would i\riue that inflation san be reduced without some

short-term costs in lerms of disruption to labour and product markels and a

likely incrl'ilSe in involuntary unemployment. Dl'bate about the short-term

trade',off between inflation and unemployment has a long history in the
,,¥

ecdnomic literature both in Australia and abroad12 In terms of the

discussion in Section 2, the exislence and nature of such a trade-off is a

question of economic stl'llcture and how the system' apportions changes in

aggregdte dl'mill1d bl'lween prices and quantities.

42See, for cX<lmple, Friedman (968), Phelps (967) and Gordon (976), and, for Australia,
Parkin 0973 and 1976), MacDonal9-.Cl975) and Challen and lIaggar (1975a),
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The idea of a Phillips curve, offering a trade-off between unemployment

and inflation, was an important element in economic policy debates of the

1950s and 1960s. By the early 19705, however, following the imporlant

contributions of f'riedman (1966 and .19(8) and I'helps (1967), the Phillips

curve was generally accepted as being a strictly short-run plH'n(1men(1n.

Noting that employment depended on real wages rather than money wages,

f'riedman 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

wagcs. They argul'd thai, as l'xlwclati(1ns W('i'l' nll'l'I'c1l'd oVI'r t iml', I hI'

"I'Olltll1ly wOllid 11'1111I11(1 il!: I'tjllilihrill111 or 11;11111;11 ralt, of 1III,'n1Idllylll,'"1

ThllS, cxpl"ilali(1n (1f IIIl' shorl rlll1 Phillips ellrv,' rl''1"il'l'd looling hoth

firms and workers. The cost (1f attempting t(1 exploit this trade-off

continuously, they argued, was higher and possibly accelerating inflation,

without any permanent beneficial impact on unemploymcnt.

The argument that there is no long-run stable trade-off belwecl1 inflali(1n

and unemployment altered attitudes towards discreti(1nary stabilisation

policy. In such a world, three issues emcrge as nitkal to evaluating Ihe

short-term adjustment costs from one steady inflatiol1 rate t(1 another:

industrial slnicture; expectati(1ns about inflation; and p(1licy credibilily.

(;I) Imhl~itJlillllllll\lII1I' 1111<1 IIIl' 11111\11,11 lillI' 01 11I1t'llIldo,l'I1i<'1I1

Conlribuli(1ns 10 the analysis of thl' nalmal I;I\(' havl' f(1II11I1'l'd 111'11 Illaill

lines of analysis. The first, concenlraled (In th,: j(1b search behaviour of

rational individuals. This a.ppmach, labelled the 'new microec(1n(1mies' (1f

labou'r markels43 bCf;~n 'tlt'omisingly, bUI failed to gain acceptance as a

general paradigm because of ils inability to l'xplain involun(ary

un e,m ploy m en t.

In these models, unemployment is all voluntary and rdil'cls il dl'cisionby

workers 10 reject job offers when ilctual wage offers fall below their

reservation wage. While these models added lillie to our underslanding of

unemployment per se, their emphasis on misinformation in generilting

unemployment contributed to the subsequent devel(1pment of the rational

expectations literature.

43 5('1', for rx~mpl(', Ill(' works in Ih,' VOItIIlH' ('dili'd hy I'hl'll''; (1 1)711) i1,"1 i1lso Ihl'
conlributions by Morl('usllI1 (1'i711~ ilnd (117I1h) ~nd i\z~ri~dis (llI75).
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The second approach concentrated on the strategic interactions 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 affected 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 iml'0rl.nll t'Olll'lnsiol1 of thb lileratnre is that relativl'1y dec('ntralisecl

bargaining systems, in which unions and employer organisations are weak,

are likely 10 produce labour market outcomcs that arc relatively flexible in

responding to market signals. Similarly, highly-centralised systems in

which the needs of outsiders are taken into account can also produce

flexible, markel-type ontcollles'I'I, In between these two extremes, flexibility

is lost as insider bargaining units create negati ve externalities for outsiders.

I'lexibililylwl"l' is inlt'rprl'l"d I.lidy Inosely, In tl\(, "insidt~r/onlsid('r"

literature, the idea is 'Ipplied to the delel"lninalion of the n;ltural 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

10 Ihe slope of the trade-off between unemployment and inflation45 , If

insider power is high and aliruism low, wages will tend to be relatively

inflexible downwards but relatively flexible upwards, regardless of the state

of unemploynH·n[. Attempts by policy to generate real wage outcomes

below the band targeted by insiders will result in unemployment, while

altempts to raist, real wages will add to inflation, Thus, the slope (and

convexity) of Iheshnrt-t.\,l"Il) j'hillips curve CO.ll]d depend import;H111y on

both the degree of deccntralisatiun of the labour and product markets and

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

1tJlndeed, Ibis literature argues Ihat <.:In alLruislk', highly-centralised system can dominate a
fllily-deceniralised syslem for f1exibilily.

4SCaflcr and MadJ~)(k (987), for example, i1nalysc the bargaining process as a strategic
game. They conclude that non-cooperative outcomes nre more inflationary than cooperative
{)LJ lcomes. .

"•
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(b) Expectations and the slope of the short-run l'hilliES curve

Possibly the greatest (temporary) setback to the case for discretionary

stabilisation policy came from the rational expectations literature16

The essence of the supposed short-run trade-off between inflation and

unemployment was the supposition that there existed some fi nite time

period over which exp"clatiollS collld \1" takl'lI as fix"d. This gav(' till'

authorities the opportunity to illduCl' inflation grt'at"r than ('Xp,'ct<'d,

thereby reducillg real wages and generating outpllt and employment.

The rational expectations literature pointed out that it would be irrational of

agents not to observe government actions and to incorporate the effect tlf

those actions into their expectations,

In its most extreme form, the joint assumptions of rational expectations and

market-clearing, yielded the result that predictable changes in pulicy wtHdd

have no impact on real activity, even in the short run. While this

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 pursued vigorously; if lht> rational l'xpt>clations

IlIod<'ls w"r,' 1'01'1'<'1'1, it wOllld I", sltllid('111 :\hIlI'IV 10 ddilll' til<' "1'Iilll;1I r.llt,

ilnd ilnnounce it to the world ilS a target, alld th(' cconolllY wlluld lI\llVe

quickly ilnd costlessly into line.

Like search theory, the extreme form of rational expectations suffered from

an uncomfortable inability 10 explilin the facts. The central idea, of

recognising informationav<tilable to ra tionil I decision makers, was rescued

by Fischer (1975), Taylor (1979) and others, who showed that the policy

ineffe,ctiveness results came not from rational expectations per se, but from

their'combinatiol\ with the assulIlption of market clearing'l? In this lVily, it

became possible to reintroduce a short-run Phillips rllrv(' into r~tiona'i

expeclations models. This was done, not by reinlroducing irratilln,dily but,

rather, by introducing considerations such as: asymmelric information;

fixed-term contracts4B; and, perhaps most importan.l1y, through questioning

46 See, for example, BanD (1976), Lucas (1972 and 1975), and Sorgen! and Walloce (19750 and
1975b).
47For an entertaining account of }~.£toric<ll developments in the fCltional cxpcct<ltiOllS dch<lte,
see Gordon (1989).
48 See also, Okun(1975).



the credibility of policy anlHJlIlh~ements in a world where people have

lJIelllOrics and where incentives may exisl to renege on policy

comn,itlnenls.

(d Policy credibilitx

The role of policy credibility in steepening the short-run Phillips Curve is a

fairly recent addition to the lileratnre. As BJckus and OriffilJ (J985b)

observe, worldwide private sector wage demands in the early 1980s

relllilined high despite the slakd inlentions of many governments to reduce

inflation. Yet, on their records of the] 970s, few governments hild 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

hilve led governments to 'pursue more drastic mcasun's in an effort ll)

convince the public of their resolve.

Cuntributors Lo the credibility literat ure'l9 model the behaviour of

governments ilnd private agents as actiolls in a strategic gllme. The game is

played ilS a lest of resolve until credibility is either estilblished or the policy

is abandoned as too costly. These analyses emphasise rationlllily ilS well as

information in the policy process. The bolloll1 line of this literature is both

intuitive illHI analyticillly robust; Ihe less credible the government is in its

~111ti-illflalitlll,HY sl,lI\ce, the greater till: custs (the f1,lLler L1w short-run

Phillips curve) of reducing inflation.

Credibility is a difficult issue to establish empirically. At iln intuitive level,

a lightening of monetary policy lhilt is credible in terms of its intention to

lower inflation should cause shorl-lerm interest rates to rise more than

long-tenn interest fates, Unfor1unately, this outcome is also consistent with
• ~ ~... .>-_ .'A·'

other hypotheses.

Using.~S datll abollt money supply ilnnouncen1enLs, Engel and f-rankel
,'c ¥

(J9~2), Urich and Wrlchtd (l%I) and Cornell (1983), consider CI range of;

outcomes for long-term and short-term interest rates, exchange rates and

stock prices under four different hypolheses50. All hypotheses considered

19 Scc, for exa mpJe, Bill'kllti illld Driffill (l ~8Sil ilnd 19851>), Canzoneri(198J), Rogoff(J987) ilnd
Kreps <lnd Wilson (l9H2),
5(~rhese include: Ihc expeLled inflillion hypothesis (a rise in money means il risc in infliltion);
the polic)' anticipation or Keynesian hypothesis (credibility); the real activity hypothesis
<that the money data carry infon~tion about changes in real activity); and the Risk·
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involve a rise in sh(lrl-lenn intcrt'st rales following an (nlt'xl'cc:ll'd rise in

the money supply. Of the four, the policy anticipalions hypothesis involves

the lowest rise in long raIl'S (lhe outcome is actually ambiguous), though

how low is not clear. EmpiriCillly, the results arc mixed, although Fngl'i and

Frankel find evidcnce of a crediblc shift in US l1lo!lt'I,lI'y policy foll(l\vinl~

the move to new operaling procedures in lllC' late 19705.

B. Measuring the ~osts of disinfiali0l1

There are two main approaches that could be adopted in altempting to

measure the short-run costs nf reducing infbtion in Australia. TIlt' first is

to estimate a Phillips curve for Australia. The second is 10 draw Oil lhe

experiences of other countries that have allell1pted disinflation, lreating

their experiences as 'semi-controlled' experiments.

(a) Empirical trade-offs for Australia

Direct estimation of Phillips curves W<lS popular for a time in the early

1970s. Most of these studies (for example, Nevile (1974 and 1976), Parkin

(]973), Jonson, Maher and Thompson (1974), Carmichael (1974) and the

survey in Ilaggt'l' (19711), usc a slrudlll'al approach !o link inflalion,

unemployment, expectations, productivity and taxes. Mosl also conCl'ntrale

on wages growth as the explanatory variable5!.

More recent studies inclucle Perry (1981), Kirby (1981) and Zaidi (1986),

Methodology, clata construclion and definitions, and time periods vary

greatly across these various worKs. Mosl, howcver, [ind evidcncc of i1 shorl-
• ;". "-.-,--<

run trade-off, at least between wage inflation i1nd somc measlll'c of labolll'

market imbalance. At the sleeper end of the speclrum, Kirby finds a trade

off of",b,lTtween three and four; that is, a one percentage point reduction in

wage' inflation would require a rise in unemployment of one quarter of a

percentage pointS2 . Most other studies find trade-offs of bel ween lwo and

three.

aversion hypothesis (that shifts in money reflect shirts in demand prompted by changes in
risk aversion),
51 Exceptions nrc Carmichael (l97~) mi(i Nevile (197~ and 197(,).

52Kirby uses qunrterly rates o[ c1,"nge for wages. To make Ihe units compar!>l" with (lther
studies, 1have multiplied his range o[ co-efficients by [our.



Taking the mid-point of these resulls would point to a trade-off of around

one third of a percentage puint rise in unempluyment 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

1970s53.

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 "'1uation be genuinely independent. Interestingly, two

studies at around the same time, reached essentially 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 dqlends on iilgged mOlll.'tary gn>wth and current infl.llion

and that there was hi·directional causation between wages and prices. They

interpret this evidence as supporting the monetarist explanation of

inflation. I30em and Martin (1989), carry out a similar set of tests, only to

find a uni-directional causal link from wages to prices and an indirect link

only from money to wages via prices. They interpret their results as

rejecting the monetarist explanation. As 'argued earlier, it is probably

misleading to look for consistent exugeneity in these variables. What is of

paramount importance is to identify the (not necessarily constant)

objectives of policy.

(b) Cross countrx..cOlllparisol\

The alternative approach to evaluating Australia's trade-off between

inflation and unemployment is to draw on the experience of other

countries. In many ways this~is the more promising of the two approaches,
, . ..... .'~.,~-.

although the limitations of such ,:omparisons must be fully recognised. In

particular, Australia's centralised wage-setting system is likely to give it

some, unique response characteristics. With these limitations firmly in

mil,\"a~'two lines of comparison appear likely to be fruitful. The first is witb

the recent experience of New Zealand. The second is with the anti-inflation

experiments in the UK and the USA in the early 1980s.

S3See, for example, McDonald (l97Sl and Kirby (l981l.

11111111 111111 I r I III I " IIIIII
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(0 The New Zeabnd experience

New Zealand since 1983 possesses many of the characteristics of a controlled

experiment for Aust ra liaS1 ;

both l'ier!,'d 1... I>or gov"lIl1n"llls which 10110wI·d I','oIHJlnif',l1'y

conservative policies;

both economies underwent extensive financial deregulation;

both went through fiscal contraction and tax reform;

both floated their exchange rates;

both are dependant on commodities in their export trade; and

both suffered terms-of-trade reversals in the mid 1980s (first

deteriorating, then improving,. though New Zealand's deterioration

was much less marked than Australia's).

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

has a strongly centralised wage-setting system. In contrast, New 7.ealan(1 has

given over a greater role to market forces. Following 10l1g periods of heavy

intervention in the wage-setting process, the New Zealand Government

moved to a non-interventionist approach from early in 1985. The result

was a partially-deregulated market in which wage bargains were negotiated

between employer organisati-ons and un,ions organised along era It and

occupational iines5S Beyond the labour marKets, the differences bl'lween

the two countries are largely malleI'S of degree; a !though New I.ea land's

initiaL conditions (prior to deregulation) were arguably much worse than

Au,s1{~lia's in terms of distortions and inefficiencies.

From broadly similar starting points in 1983, Austmlia pursued an

accommodating (de facto steady-inflation) monetary policy, while New

Zealand, after a period of policy reform, pursued a fully-announced and

54This point was noted by Bob Gregory at a recent conference.
55 For a more complele description of the New Zealand labour market, sec Seipel' and Wells
(I989). They argue that the New-Zealand Government's attempt to deregulale the labour
market (admittedly in a limid forl11) before having completed deregulation of financial and
product markets was a mistake Ihat added 10 Ihe cost of disinflation.



vigorously-implemented policy of reducing inflation. The initial

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 between 1982 and 1984, there is evidence that both

countries experienced a decline in their underlying inflation rates56

From around mid 1985, however, the two pictures diverge markedly. As

shown in Chart 13 (see also, Table 3 below), over the second half of the

1980s, Australia's inflation was relatively steady at around seven and a half

percent. In contrast, New Zealand reduced ils inflation rate by a liltle over

J() 1"'I"lTnt.lge points (fWIII il pl'dl- of over 15 pen'l'III';' 10 its l"lIITenl !L'vel of

a litlle under five I'ercenl). 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 points (from

around three percent to seven percent). Under the (admittedly simplistic)

assumption that New Zealand can be viewed as a controlled experiment for

Australia, the implicit short~run Phillips curve snggests that everyone

percentage point reduction in inflatiou would increase unemployment by

around .6 of a percentage point. Under these conditions, halving

Australia's inflation rate to four percent would incre,lse the unemployment

rate tu well over eight percent. Under the same assumptions, eliminating

inflation complt.:tely would increase unemployment to the levels

experil'ncl,d in the recessioll of IlJB2/BJ.

There are many reasons why these rough approximations could overstate

the true trade-off involved for Australia. In particular, the substantial

disruption to both labour and product markets at that time, associated with
, '" .>".-.,•. ,

structural reforms undoubtedly added to New Zealand's problems, relative

10 those experienced by Australia.

Tlil';{~ are also reasons why the trade-off may be understated. In parlicul~r,

as pointed out by Chapman (J<J<JO), lhe rise in Anslralian labour force

participation over this period suggests that the true decline in

unemployment is greater th,m is indicated by the recorded data. By the

56TIH~ lIIlSlIStail\;1bilily of the freeze is indicated by the speed with which inflali('ll1 returned
In its previous high level ,lfter lhe frecle was lifted.

57Thc CPI for New Zcaland is adjusted fur the unee-off increases in the price level in 1986 and
1989, associated with the introduction of their consumption tax.

, , , 11111 I II11I1
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snme reasoning, (he lilrp,c fall in New Zcalilnd's labour forn' piHI ici pil Ii Oil

OV«'I' this Iwri(J<! ~;IIV.!'.I':;ls thill it!; 1I11'il:nn(·d Illll'lllplnVllll'lil Ill,'\, Iw 01

dOWllward hlil:,l'd I'~;l itllillc' nl t tIll' 11l\('llllllnyllll'lIl.
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This bias is nol presenl in employmenl dalCl. If thecompilrison is l1li'lde in

terms of employment growlh, lhe trade-off loob considel"ilbly "'v 0 r-st'.

Between 1985 <1nd 1989, toli'll employment in }\uslr<lliil grew by ill"OUl1d 15

percent. Over the 5<lm€ period, tolal employment in New Zei11ilnd fell by

around ten percent. The implicit (five-year) trade-off between employmenl

and inflation suggested by these figures is a loss of employmenl of ill"Ound

twn il nd a half pcrccllla ge poiuls ror eVNy onc pCrCl'I1lilf';c point red ud i011 i 11

inflation. Since lhis occurs over a five-yeilr period, it is cquivillenl 10 il



reduction in annual employment growth of around half a percentage point

for everyone 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 total growth differential multiplied by the initial level of

employmentSH

One possible 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 Covernment to rednce

inflation, the country's track record could not have generated any

confidence in the authorities' ability to achieve their goals. This lack of

credibility WJS pl'llbJbly hL'ighll'ned, rJlher IhJn diminished by lhe fJr

rei1ching slructurJI chilnges which were occurring at the time under

deregulation and corporatisation. Certainly, nominJI wage claims

conLinued to run ahead of the Covernment's stated aims on inflation.

A second possible (not necessarily mutually exclusive) explanation of the

divl'rgl'ncl' in experiencl~ bl'lwl'en AustrJIiJ JncI New Zeillolnd in the laller

half llf Ihe l')l)()s lies in the different IJbour mJrket structures. As

mentioned eJrlier, Chapman C19,)()) argues Lhat the Accord Jppears to have

altered the balance of power between labour market insiders and outsiders

in a way that has permitted unemployment to decline without, at the same

Lime, pUlling undue pressme on inflJLion. The converse appears to hJve

occurred in New ZealJnd where insiders have continued to bargJin to

mainlJin real wages despite sharp rises in unemployment.

•
(ij) The UK and US. ex,perience

Bolh the UK and US economies undertook substantial anti-inflationJry

measures in the early 1980s. As shown in Charts 14 and 15, the economic

oUlcon\es in these Lwo counlries in the second half of the 1980s are tluite
"1/ 'I

similJr Jnd, in Il\any ways, not dissimilJr Lo those in Australia.

5HThis IneaSUfC assumes 11le los5 of job growth is uniform over the period and is a rough
apprOXilllJtilUl to the L'ullHJialivc diffen:nc0 between the Iota! time workcd undl.!r the tWl)
scenarillS.

III 'm I II I I r II II , , I I I I III
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TAULE 3
INFLATION, UNEMPLOYMENT AND GROWTH:

AUSTRALIA, NEW ZEALAND, THE UNITED KINGDOM AND
THE UNITED STATES

INI'LATION ('Yo pa)

Period Australia New Ze"land Uniled Kingdol11 United Stetl's

1980 (Ave.)

1985 (Ave.)

1989 (Ave.)'

1D.2

7.D

7.6

17.3

I!l.S

1R.D

(,.1

7.8

3.1>

UNEMPLOYMENT ('Yo of workforce)

Period i\ustr(lli;J New Zealand United Kingdom United S(;llps

198D (A ve.)

1985 (Ave.)

1989 (Ave.)'

6.1

8.2

6.2

2.5

3.2

7.1

6.5

11.2

6.4

7.1

7.1

5.2

EMPLOYMENT (cumulative % growth over 5 yrs.)

Period Australia New Zea]"nd United Kingdol11 United St"les

1980 to 19W;

1985 to 1989'

2.8 .

-111.11

-3.7

<)••1

'l. (,

111.:\

NATIONAL OUTPUT (cumulative % growth over 5 yrs.)

Period Ausfialill New Zcali1nd "·l:JnHcd Kingdom Unitrd St(l(C'~

1980 to.J985

1985,'(0'1989 '

16.4

15.7

11.8

2.9

7.9

16.1

125

15.5

>t \Nherc cOl11plctl' dilla for 19H9 W('H' !lo!)'t'l ilvi1ililhl<" the l1vc'ragps \.vpn' based OJl tlu' bit,,;!

aV[lil.,hle OhS(·fVl1tioIlS.

In all three countries, inflation in the second half of the eighties was

relatively constant wmpared 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 perccnl ill the UK



and under five percent in the US. All three experienced a stendy decline in

unl'mplllymcnt ilnd reasonably solid growth ill output ilnd employment.

The UK, of course, diverges from this neat 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 011 the first half of the decade where the UK and US experiences

diverge most sharply from Australia's.

l,'rolll the tillll~ it WdS first eledL'd ill IvtlY 1979, the Tllillclwf Covcrnllllmt

tightened UK I1Hll\elary pulicy in an effort to redress the inflationary

excesses of the 19705. As shown in Chari ]4 and Tilble 3, the result of this

policy, and the decline ill world energy prices, \vas a reduction of ilwllnd 12

percentage points in the inflalion rale lWeI' lhe first half of the 19805.

CHART 14
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A similar picture emerged in the US (see Chart 15), where the sharp

m.onetary contrtlclion of the early 19805 saw infltllion decline by <lround 10

percentage points from ilround 13 ;lIld a hillf percent Lo (Ifound llm.'(' ,mel a

half percent. Over the SClme period, Australiil's inflation raIl' declined by

around three percentage points.

CIIART -15
AUSTHALIA AND THE UNITED STATES
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Unemployment increi1sed in <111 three countries though, by mid dCCildl', the

rise in the United Stales h<ld largely been reversed. lhe rise ill

unemployment in the UK was considerably large!" <lnd W<l5 susl<lillCd Wl'll

into the second h,df of lhe dec<lde.

While the grounds for n~gilrding Lhese two countries as conlrolll.'d

experiments for 1\ l1slra liCl ,He' less compelling than WilS till' case for N('w



ZCIlJand, the Slime methodology provides an inkresting contrast. Til king

the first half of thel980s 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 il percentage point rise in the

rate of unemployment for c()ch one percentage point reductioll in inflation;

this is around half the rise in unemployment implied by the New Zeilland

comp<Hison. This wuuld be a more acceptable trade-off than that implied by

New 1.1'aLmd's experience, t111Hlgh by nn means would it imply a costless

p<1lh III Illw in(Jlltillll.

The Uniled SUlleS suggests an even more favourable trade-off. While

inflation in lhe US declined I'cllltive to inflation in Australia by almost

seven percentage points over the first half of the 19805, its relative

unemployment situation improved by around lwo percenlclge points.

l'vkasurcd ill krill S of lllst elll pIll)' lIlenl, ra ther l hil n rises ill 1I11L'J]\ ploy IH L'n!,

the US still shows a modest gain of around one percent over the five-year

period. Using lost Olltput as the yardstick shows a cumulative loss for the

US rl'blive to Auslralia of aruund four percent points ovcr the five yeMs.59

(iii) l.ilbollr market structure_Jll~\i policy credibility-

These cros~:d'ollntrycomparisons suggest il possible short-rull relationship

bdwl'l'll inflillion and unemploymenl filnging from an i1pproximaldy

vl!rtical short-rull l'hillips CllrVl' (if the US is lak~1l ilS the fell'v.lIlt

hl~lIt:llllldrk) tll II Irdlk-llff uf Mound .7 of ;1 percenl,lge poinl rbe in

unemploymenl for each percentage point decrease in inflation (i f New

Zealand is taken ilS the relevant bL'nchmilrk).

In each of these thnught experiments the trClde-off is implicitly

superimposed nn top of any other shocks that might hiwe influenced either

or l;;l}h of inflation ilnd unemployment; hn example, world business cycles,

cOH1modity price swings and tasle or regula lory changes. As stich, they are

noL so much 5ta temenl::i aboll t where unemployment and inflation are

lik.l'ly tll move ill ahsolllk Il'rms, a~ Ihc)' are stilknll'nt~ about how thl'sl'

t W II VMid bll's .lrc IiLeiY to 1Il11 Vl' J l'J.lll v l! 10 l'i\ch nt her.

59See ioolnoll' Sit

II1III I I II 111'1111
59-----------......._~-
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The question is whether Austndia is more like New Zealand or whelh,,1' il

is more like the UK and US. In turn, this requires sOllle judgement about

the relative importance of policy credibility and labour markel structure in

determining the shape of the short-run trade-off lwlw"en inrlation and

u nem ploy nwnt.

Chart If, shows Ihe path or shorl "'I'ln inll'n'sl I'al,,~;, al"II,', wilh Illl'

percentage point gal' b<'lween shor[-[el'l1\ and 10ng-ll'rllI I'a["s in Ill<' lour

countries over the periods under consideration, Under lh" assulllp[ion Ih,l[

a credible monela ry policy should see short ra les rise well above 10l1g ra les

in times when nlOnelary policy is allempling to reduce inflation, Ihe

behaviour of these differentials can be taken as a (very rough) guide to Ill<'

dl'gree of monclary policy credibilily in each country,

Comparisons are difficult II) lhe C'xtent that each country {('lids 10 ha,,(' a

slightly dirferenlly-shaped "normal" yield curve, The eviden,'(' fn'1l1 Chari

16 points to a reasonablt- ieI'd of credibility in each or the r"ur coulllri,',

with no one country slanding oul.

The labour market struclure explanation is also difficull to es[ablish

l'lnl'irically, Tlw ",1'nNal s[Ol'y, h"w,'vI'r, ;ll'I"';\I~; ttl I", {,"Il::i::1< 'II I wil" II",

da[n, The US labotll' Illnrkt'i is r"lnliv('!y del'l'n[l'alis('d, wiJh iI low 1('1',,1 o(

union power and extensive enterprise-based wage bargaining. Following

the lightening of US monetary policy in [he early 1980s, the labour markel

responded quickly and flexibly. By the end of 1983, lolal c'll1ploynH'nt was

again growing positively and, despite the subsequenl sustained period of

real econoillic growth, nomihal'wagc' claims remained relatively subdued.

The UK ,began the decade with a very different labour market structure to

that of"lfl'e US; union power was strong and wns organised on a lrades and
/" .

crafts basis rather than by enterprise. Against this background, the 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. 13y thl' mid 1980s the UK had,

arguably, moved towards a considerably more decl'ntralised wage-selling

system. This occurred at a lime when Australia was increasing its degree of



centralisation (Jnd New Zealand was more or less marking lime with I"bour

market re[nnns,

Of most interest in the UK, however, is the apparent reversal of emphasis

on monetary policy in the later stages of the 19805, away from infli1Uon and

lllwanb exchange rale lll11inleni111ce. In the view of many COllwntators, the

UK has abandoned its anti-inflationary policy at the worst possible time,

having suffered the costs while seeing few of the gains.

CfJART 16
INVERSION OF YIELD CURVES
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(c) !ESS~E~.f~~~·_JlUsl[illi~

11\ l'Vallldlillg 1\ llslr,dia's proSPl'cls for redul'ing inflatioll at minimal rost.

lhekey questions l'eIH,lin credibilily and industrial stmclme. In this respect,

the short-term oUllook is not encouraging. Any altempl 10 reduce inflalion

by 1l1Ond,Hy policy <lInn!! - without a corresponding adjuslment in wage
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agreements under the Accord - would tend to lack credibility by its very

attempt to run against the general thrust of Government macroeconomic

policy,

More importantly, if tilt' Il'ssons [rom ov,'rs,'a,.; alt' 1t,1,'vanl dllli iI th,'

assessment of Section 2 is cnrrect, Ihe Acclll'd has worked til produce a

relatively flat short-run trade-off for Australia, Such a trade-off is ideally

suited to redUcing unemployment, but much less so to reducing inflation,

In the worst of all outcomes, an attempt by monetary pOlicy to plll'sue a

major I'('duction in inflatiun could CntlSI' til(' Aecord to cllllal'st', Withllut

the structure to handle fully-decentralised wage hargainiug, the I('sull mll1d

be a return to the strong "insider-oriented" system of tIlt' I97lJs, wit h a

possible rise in both inflation and unemployment.

This structure does not rule out the theoretical possibility of using the

Accord and monetary policy in tandem to reduce inflation, If parti,'s to the

agreement were willing to accept the possible loss of income share, the

evidence suggests that a steady reduction in nominal wage growth, backed

by tighter monetary policy could reduce inflation without creating

Widespread unemployment. Acceptance, however, would require faith in

monetary policy as wcll as a willingness 10 acc('pt son1(' ris" in

unemployment. This would require a very diffcrent form of Accord to 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 Accor,d; with generally sllpportive monetary policy,

represents a means of living with institutional rigidities at relatively low

cost. Unless there is a change in the direction of altruism under the Accord

a m~)9r attack on inflation should probably wait until the mandilte is given

to dismantle the rigidities, Then, and only then, is the cost of disinflatit\n,

likely to be tolerable,

5. CONCLUDING THOUGHTS

The 1980s appear to have seen a snbstantial rethinking in many parts of the

community aboul the processes gcncraling inflation and the costs of living

with infbtion,



From a reasonable consensus in the ] 9605 and ] 970s abollt the central

importance of monetary policy and monetary aggregates in the inflationary

process, views about inflation now seem both more diverse and less precise.

The Labor Government l in office for most of the 198051 h,lS clearly identified

its view of infblion as a wages process. This is a view is by no means

lllliversnlly accepted. The HWllCtary authorities nppear to remain

committed to the view that monetary policy can control inflation l though

the mechanism for achieving this is less direct than previously thought and

probably less reliable. In academic circles views remain, as always, mixed.

Whillever the beliefs about the reliability of monetary policy in containing

inflation, the general conscllsus in the early ]9805 was Ihat deregulation ,md

a floating exchange rilte ga ve the Reserve Bank a capacity 1\) pursue lower

inflation Ihat il had lacked in the preceding dl~cade of high inflation. That

Australia's perfurmance on inflaliun deleriuraled rdative 10 the world

trend over the remainder 01 the eighties appears to reflect a conscious choice

within the overall macroeconomic policy strategy of the Covernmenl.

To the ex lL'1l t that the strillegy aimed 10 generate high economic growth

with a steady (lloll-,1ccdcrilling) rate of inflation l it musl be judged relatively

sllccessful. The longer-term Sllccess of Ihe strategy depends on how one

ev,1luates the costs of steady inflation. In current circumstances, it is

difficult to mount a case thaI the costs are overwhelming. While the

AlI::;ll'alii1l1 economy is far from inflatilm proof, financial deregulation and

reforms cl1i1cled to the t,1X system during lhe decade have reduced

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

Mor~ importantlYI evidence froln other countries offers lillIe comfort that
~ --

the short-term costs of substanlially reducing or eliminating inflation will

be acceptable to socidy. Civvn Australia's history with inflation and the

continued existence of the Accord, the preconditions, in terms of

"ixpcdations and credibilitYI for a relatively coslless reduction of inflation: do

not appear to be present.

IllIr II rr--"..-- - .-.- -



API'ENIJIX

MAJOR CHANGES INTHE AUSTRALIAN TAX SYSTEM:

1980 -1989

1i0.Li.Dla t~\H:hang ~

jnY!:.cel pts($n1)

Init ia I I' till Y(' ill'

64

Half Indexation of Personal Income Tax Rail' Sca Ie }
Increased Dependent Rebates )
Other Changes to Personal InCllI11\' Tax
Changes to Business Income Tax
TOTAL

1981/82

Half Indexation of Personal Income Tax Rate Scale}
Half Indexation of Dependent Rebates }
Rebate for Cost of Basic Health Insurance
Other Changes to Personal Income Tax
Changes to Business Income Tax
TOTAL

1982/83

Personal Incollle Tax Rate Scale Changcs
Rebate on Ilolllc l.oan Inlerest PaYlllcnts
Rebate on up to $1,000 of DLvidend.lncollle
Increase in Dependant ,Re1:(ates
Other Changes to Personal Income Tax
Other Changes to Business Income Tax
TOTAL.

-636 -690

- III -I (i2

:l.f :151
-658 -943.

-495 -525

-10 -Wll
-4 -6

+43 +4[
-,1('(, :LI72

,

-1·1M1 -2357
-15S -1115

-36 -75
-102 -210

-8 -56

-=lQ --'-
-[779 ~3[[3



Estimated Change
in_ Receipts ($m)

1983/84

Initial--- Full Year

Introduction to Medicare Levy
i\ bol i ti()l\ of IIleume Tax I{ehate fur Basicll Cilllh

Insurance
Tennination of Housing Interest Rebate Schemes
Abolition of the I~ebate on up 10 $tOOO of Dividend

Income
Other Changes to Personal Income Tax
Changes to Business Income Tax
TO'rAI.

+390 +1,050
+95 +575

+80 +395
+75 +100

+91 +464
-10

+721 ±2,581

ChLlnges 10 Personal Income Tax Rate Scale
Other Changes tu Personal Income Tax
Changes to Business Income Tax
TOTAL

Abolition of COl\cessiollill Expenditure Rebate
Removal of Ceiling on Medicare Levy
Other Changes to Personal Income Tax
Changes 10 Business Income 'f,lx
TOTAl.

Personal Income Tax Scale Rate Rl'slrucluring
(inclll~iillg reduction of lop 1l1argil'lal lax rate
from 60% to 49% in l\v() Sl~ps) .

Abolition of Enlertainmcnt Expenses
Fringe Benefits Tax
Increase in Medicare Levy
Im~1i.tl~tion System of Company Tax
Other Income Tax Changes
'rUrAL

-1,297
-42
+22

-] ,317

+15
+7

+61

< +83

-1,435

+310
+325
+175

+420
-225

-2,125
-50

+117
-2,058

+80
+12
-64
-70

:ff

-5,000

+330,
+575
+325
-350 "
+230

-3,890
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1987/88

Personal Income Tax Scale J<nle Ikslruclmilll.,
Ill\pullllion Syslcm of Co. 'I'ilX

Fringe Benefits '['<IX

Capital Gains TClx
Other Income Tax Changes
TOTAL

1988/89

Superannuation Changes
Company Tax Rate Cut to 39~

Company Tax Bnse Broildening
Other Person<ll Income T<lX Ch,1I1gcs
Other Company TrlX Changrs
TOTAL

1989/90

Personal Income TilX Rilles Adjustment l
Concessional RebClte Changes J
Changes to the Collection of Company Tax
Changes to Collection of PAYE RCIllHlilnces
Superrlnml<llion Chilt1ges
Other Personal Income Tax Ch'lI1ges
Other Company Tax Cha.ng~s

TOTAL

li?JjJ].!!ll~~L~~b£11!g~

hLl~~Cl;i~~1$_{$Jn2

·tl,tlRO ·'1,5W
··:iO ··:mo

4- 7,lJO -1750
50 Ilil

240 -.ill
-3,490 =-~J.268

191?1}/89 1989/90---._-

+925
-110 -1,850
-45 +585

-125 -190
+74 _ -63
-206 -59~

1989/90 1990/91

-4,900 -5,760

+885 +150
+550

-70 -6.1
-225 -217

~
-3,760 -5(900
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