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By the end of Topic 4, you will
be able to examine the following
economic issues:

m Analyse the opportunity cost ofggeve

decisions in addressing spe

problems or issues

m Investigate structural ch
Australian economy resu
microeconomic r

m Apply econ
government

on the aims and

Skills

Topic 4 skills questions can ask
you to:

m Explain how governments are restricted
in their ability to simultaneously achieve
economic objectives

m Use (simple) multiplier analysis to explain how
governments can solve economic problems

m ldentify limitations on the effectiveness of
economic policies

m Explain the impact of key economic policies
on an economy

m Propose and evaluate alternative policies to
address an economic problem in hypothetical
and the contemporary Australian contexts

m Explain, using economic theory, the
general effects of macroeconomic and
microeconomic policies on an economy

m Select an appropriate policy mix to address a
specific economic problem

Economics Stage 6 Syllabus 2009 extracts © NSW Education Standards Authority for and on behalf of the Crown in right
of the State of New South Wales, 2009; reproduced by permission.




Australia in the Global Economy 2024

270

Topic 4

Introduction

The first three topics of this book examined how Australia fits into the global economy and the
kinds of economic issues that confront the Australian economy. This final topic examines Economic
Policies and Management — looking in particular at the policies that can be used to address Australia’s

economic problems.

In this section we examine both the theory and practice of economic manage
examines the theory behind the policy, reviewing how economic policies can oper:

Australian policies and alternative approaches.

Chapter 13 In studying economic policy, it is important to reme, i§"always a reason
economic policies
ctives in Australia and

why a government implements or changes a policy.
are related to policy objectives. Chapter 13 examin
the potential conflicts in objectives that a
economic policy mix.

oveffiments choose between a range of policy

In deciding which policies to implers
i made between the government’s use
e broad policies that have overall impacts on
which are the policies designed to improve

Chapters croeconomic policy in Australia — fiscal policy and
14 and 15 nd howhey can be used by the government to achieve its economic

pters look at microeconomic policies, with a focus on labour market
ter 17.

Chapters
16and 17  pol

cludes with an evaluation of how well these policies achieve their objectives.
inds of economic decisions, economic management involves making difficult
s between competing aims. Because of the difficulty in achieving all policy

Chapter 1

jectives, governments must prioritise their goals and respond to changing conditions
in the global economic environment. Australia has achieved many of its economic policy
objectives during the past 50 years. However, Australia still faces a range of longer term,
structural problems and may face difficulty in sustaining its recent successes over time.
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The Objectives of
Economic Policy : ¢

13.1 Introduction

13.2 The objectives of economic management
13.3 The goals of government policy in 2024
13.4 Conflicts in government policy objectives
13.5 The economic policy mix

13.1 Introduction

In managing an economy, the first priority for a governmen ’!

in the following three ways:
¢ Economic growth: An increase in the |
economy, which increases the n
living standards of individuals in

e Internal balance: Pursui o
employment.

e External balance:
exchange rate at stabl

ingfhe current account deficit, foreign liabilities and
sustainable levels.

ain objectives of government policy generally, and
s of economic management in Australia.

In the following page
then discuss the curren

13.2_ T jectives of economic

agement

Economicgrowth and wellbeing

Economic growth involves an increase in the volume of goods and services that an
economy produces. It is measured by the annual rate of change in real GDP, that is,
the percentage increase in the value of goods and services produced in an economy over a
period of one year, adjusted for the rate of inflation.
Economic growth offers substantial benefits to a nation, including:

¢ an increased standard of living for the population

e improved job prospects for the labour force

e the opportunity for increased public investment in infrastructure and services

such as education funded through higher government tax revenues.

Economic growth also contributes to the general wellbeing of households, or quality of
life, because it means there are more resources available for important contributors to quality
of life, such as health care, education and programs to support the natural environment.

Quality of life refers to
the overall wellbeing

of individuals within

a country according

to their material living
standards and a range

of other indicators, such
as education levels,
environmental quality and
health standards.
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The non-accelerating
inflation rate of
unemployment (NAIRU)
refers to the level of

unemployment at which
there is no cyclical
unemployment, that is,
where the economy is at
full employment.
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Full employment

The objective of full employment involves the full use of all resources (land, labour, capital and
enterprise), but economists generally focus on the full employment of labour. This is because
when labour resources are not fully utilised, some people will be unemployed — resulting in
significant social and economic problems.

Full employment does not mean that there is no unemployment. Rather, it means that the
economy is at its non-accelerating inflation rate of unemployment (NAIRU), otherwise
known as the natural rate of unemployment. The concept of the NAIRU reflects the fact
that there is always going to be a certain level of frictional, seasonal, structural and hard-core
unemployment in the economy. The natural rate of unemployment is th
of unemployment that remains after the elimination of cyclical une t — the

unemployment caused by the upturns and downturns of the econo

The government can reduce unemployment to its non-acceler igflation rate through
successful implementation of macroeconomic policies. 1croeconomic
policies to reduce the NAIRU over the longer term. (T/#d: nemployment were

discussed in more detail in chapter 8).

The benefits of achieving full employment, or mi

summarised as follows:
o fully utilising the economy’s current capa préduce, and therefore increasing
living standards

e minimising the adverse econo and gocial préblems associated with unemployment
(for example, personal and familyproblems, loss of workforce skills and greater
inequality).

Price stability

Price stability refegs to keepingpfiflation, or the sustained increase in the general price

level, at an acc is does not mean that the government aims to eliminate

, recent decades had seen inflation remain at low levels. In Australia,
and the Reserve Bank are committed to sustaining the average rate of
—3 per cent over the course of the business cycle. (This objective, as well as the
inflation, were discussed in move detail in chapter 9).

flation is seen as a problem because of its economic consequences. A high level of
inflation may:

e reduce the real value of income and wealth

e reduce our international competitiveness, due to rising costs of production

e cause a depreciation in the exchange rate

e create uncertainty about future costs and distort economic decision making

e distort the pattern of resource allocation by encouraging speculation in relatively
unproductive activities and discouraging savings and investment in productive
activities that contribute to higher output.

External stability

Achieving external stability involves a country meeting its long-term financial obligations
to the rest of the world so that its external accounts do not hinder internal economic goals
such as higher growth and lower inflation. As discussed in chapter 10, this is also known
as achieving “external balance”. Commonly used measures of external stability include:
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e Achieving a sustainable position on the current account of the balance of Current account is the
payments. This means, over the long term, balancing our payments for imports of part of the balance of
payments that shows the

receipts and payments

for trade in goods and

e Net foreign debt as a percentage of GDP. Foreign debt should be kept at a level services, as well as both
where an economy can afford to make interest payments on its debt, most often primary and secondary

income flows between

Australia and the rest

of the world in a given

e Terms of trade. This reflects the relative prices of Australia’s exports and imports. time period. These

goods and services, as well as other income payments, with our receipts for exports
of goods and services, as well as other income receipts.

measured via the debt-servicing ratio — the percentage of export revenue that is
spent on making interest payments on foreign debt.

An increase in the terms of trade improves external stability because it indicates are non-reversible
that Australia is able to buy more imports with a given quantity of exports. pref SRR

¢ Exchange rate. In the short term, the exchange rate is a measure of international
confidence in the Australian economy. High volatility in the exchange rate ma Calance of payments
is the record of the

. .. . L. . . transactions between
e International competitiveness. Improving Australia’s international competitivefiess ad®isli sl e s

indicate a lack of external stability.

is the best way to maintain external stability over time. of the world during a
given period, consisting
of the current account

. . . . . y and the capital and
imbalances is a policy goal as lower external imbalance will mean r d v T

to adverse developments in the global economy.

Although Australia has had large external imbalances, during recent de
not been a major concern for the Australian economy. Nevertheless, impro

An equitable distribution of income an It

An overall objective of government policy is to create a fai istribution of income

and wealth in the economy. Governments gengflly accept ¢hat when free markets

ce unfair outcomes because some
ities than others.

ome earners through redistribution policies — such
ers, and social security payments for lower income

of the gap between higher a
as higher tax rates for high i
earners, especially th
or social disadvantage m one generation to the next, government policies also
aim to improve forall Australians to achieve their potential through access

inequality, alongside macroeconomic policies to increase economic
n low and reduce unemployment.

In the process of achieving a society’s economic objectives, economic activity may create
side effects such as pollution and the depletion of natural resources. In order to address
these problems, governments may sometimes establish specific environmental objectives,
such as a reduction in greenhouse gas emissions, an improvement in energy efficiency, a
reduction in the use of old-growth forests for the timber industry, or a reduction in waste
and pollution.

Environmental objectives are part of the government’s overall framework of economic

Ecologically sustainable
development involves
governments on environmental programs. Traditionally, governments have been willing to conserving and enhancing

management, and a substantial amount of money is spent by Commonwealth and State

trade off some longer-term environmental objectives in favour of the benefits of increased the community’s resources
economic activity in the short term. However, with growing recognition of the serious so that ecological
impacts of economic activity on climate change, ecologically sustainable development ﬁ;:’;f:sni:iigniza“ty i
has become an increasingly important economic objective. :
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] l u
1 Describe the Government’s economic objectives of internal stability and
economic growth.

2 Discuss how effective you believe the Australian Government has been in
achieving external stability in recent years. Has this goal conflicted with other
economic objectives?

13.3 The goals of government cy
in 2024

Although the broad objectives of economic policy remain lar one year
to the next, over time some objectives become higher priorities Wihi oals become
less important. Changing economic conditions influen ive the highest

priority at different times. The election of a new governffient o, inister, as occurred
in 2022, can sometimes lead to significant changes i igypriorities. This section
examines the current objectives of economic peligy in i

Containing inflationary pressures

-emerged as the Australian economy
es containing inflation the highest
short-term priority of econo

the Reserve Bank impleme

t the time of the 2021 Intergenerational Report, the Budget was forecast to
eficit until 2060. However, this outlook has since improved, with a surge in
commodity prices leading to a one-off budget surplus for 2022-23, the first surplus in
15 years. With the budget returning to deficit in 2023-24, fiscal consolidation remains a
major medium-term priority for the Albanese Government. Measures to increase revenue
include increasing tax on multinational companies and funding an Australian Tax Office
taskforce to crack down on tax avoidance.

Transition towards “net zero” emissions

One of the major economic challenges confronting all economies is to accelerate their
transition away from relying on fossil fuels, which are chiefly responsible for climate
change. Australia is a large emitter of greenhouse gases on a per-capita basis, and policy
settings relating to emission reductions have been uncertain and constantly changing over
the past two decades. Concern about climate change was a significant factor in the election
of the Labor Government in 2022. After it came to office, the Government legislated
a commitment to reduce carbon emissions by 43 per cent on 2005 levels by 2030 and
achieve “net zero” emissions by 2050. The process of transforming Australia’s economy in
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the years ahead will involve changes in every aspect of the economy, including industry
structure, skills training, exports and regional development policy. Although in the past
the transition to net zero was seen as involving a trade-off between environmental and
economic policy goals, this is much less true now. With an emerging consensus among
economists, business, and other interest groups, there is agreement that this transition is
necessary and provides many opportunities for new industries to emerge.

Maintaining low unemployment

Australia has sustained low rates of unemployment in recent years. Unemployment fell to
a low of 3.4 per cent in October 2022, its lowest level in almost 50 years, reflecting both
the strength of Australia’s post-COVID recovery and ongoing restrictions to migration
which, in the short term, led to shortages of workers becoming a larger challenge than
shortages of jobs. Governments implement a wide range of policies to improve skills
increase workforce participation and ensure that the labour market operates efficien
Government policy in 2024 is focused on preventing high levels of inflation becoffling
entrenched, which in the longer term would threaten the goal of sustainable econo
growth and low unemployment.

Increasing Australia’s productivity and sustainable rate of long-t grow

A major focus of the policy mix over the past four decades has
structural changes that will support a higher rate of long-term econ
has fallen since the 1990s). This requires measures to imp

. Higher productivity
growth has become a high priority because Australia’s ageifigy population is likely to

“Advancing Prosperity” Inquiry identified that
makes up 80 per cent of the economy a

Improved productivity is also a
in physical infrastructure j
Some of the Government’s p
include fee-free TAF

Improvi i tion of income and wealth has been a long-term objective of policy
| policy changes in the past decade. These include education funding
isadvantaged schools), welfare changes (such as increases in the age
pension) and National Disability Insurance Scheme, which reduces out-of-pocket

expenses for people with significant disabilities.

Protecting vulnerable groups was a major consideration in the design of policies responding
to the economic downturn caused by COVID-19. Besides the JobKeeper wage subsidy
program, the Government also temporarily doubled the unemployment benefit and made
it easier to access. More recent policy measures by the Government to reduce inequality
included increasing wages for low-income earners (through an increase in the minimum
wage), extending Parenting Payment (Single) to parents with children up to 14 years
(previously 8 years), increasing investment in social housing and introducing new health,
education and employment programs to assist with the goal of Closing the Gap between
Indigenous and non-Indigenous Australians.
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1 Outline the long-term objectives of government policy.

2 Briefly outline how successful Australia has been in recent years in achieving
each of the economic goals listed above.

13.4 Conflicts in government policy
objectives

of achieving another. There are three major conflicts between t
objectives:

1. Achieving a simultaneous reduction in unem@loynf€nt@nd inflation

ade-o n lower unemployment
gregate demand creates jobs
0 put upward pressure on prices.
estrain price rises, but also tends to

It is often argued that the government faces g
and inflation in the short to medium term.
and reduces unemployment, but is a

Inflation (%)

overnmentsYace when making policy decisions. However,
not necessarily symmetrical. A 2021 Reserve Bank
ong evidence that the Phillips curve was actually

Michele Bullock, the (then) Deputy Governor of the RBA, said that the
unemployment rate would need to rise from 3.6 per cent to 4.5 per cent
to help bring inflation down to the bank’s target range of 2 to 3 per cent.

Unemplo

Figure 13.1 - The Phillips c
. Achieving economic growth and environmental sustainability

The pursuit of greater economic growth can come at the cost of environmental damage.
Approving new developments or land clearing in environmentally sensitive areas for
housing or agriculture can reduce forestation, disrupt habitats and endanger species of
floral and fauna. Land and water resources can be degraded by excessive or inappropriate
farming practices. Greater economic activity can cause pollution and an increase in waste.

looks at the Long Run
Phillips Curve —a mo
sophisticated analysis of

the relationship between
unemployment and The goal of reducing carbon emissions has become more central to policy making all

inflation. across the world in recent years, because of the importance of reducing carbon emissions
to long-term economic growth. While Australia continues to face many conflicts between
economic and environmental objectives, in the longer term, achieving economic and
environment objectives can (and must) be done simultaneously. For example, recent
economic research has found that acting on climate change early has the potential to lift
GDP growth and create new jobs in clean energy industries.
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3. Achieving economic growth and external balance

The government also faces the challenge of managing conflicts between economic growth

The balance of payments
constraint reflects the

and external balance. Strong economic growth often results in a deterioration in the current

account on the balance of payments. Higher economic growth is usually associated with extent to which a high
increased consumption and investment, which will cause the volume of imports to rise. current account deficit
This is known as the balance of payments constraint, which refers to the limitation on limits the speed at which

the rate of growth because of the impact of high growth on the current account deficit. the economy can grow.

AUSTRALIA’'S FIRST WELLBEING BUDGET

Treasurer Jim Chalmers announced a significant shift in Zealand and Germany. These fr,
long-term economic policy goals in July 2023 when he policy outcomes by guiding
introduced a new framework for measuring economic and the interaction between
social wellbeing. Traditionally, the Australian Treasury’s measures of prosperity
reporting on the economy has focused on measures
such as growth, inflation and unemployment. The new
framework, set out in the Measuring What Matters paper,
identifies 50 indicators that provide a broader measure of
prosperity.

eworks can influence
to consider
and broader

porting statement will be
mists questioned whether the

Of these 50 indicators: i in which governments increasingly see
e 20 show trend improvement over time, including life ~ Qitradi economic objectives as a means to an end,
expectancy, experience of discrimination, trust in other t jusk as ends in themselves.

people, and waste generated per person.
he measures are in addition to, not instead of, the
re traditional ways we measure our economy like GDP,
employment, inflation and wages.

The Government’s primary focus is addressing inflation
and laying the foundations for future growth but it is
important that we simultaneously work on better aligning
o ) . our economic and social goals ... Measuring What Matters
of people experiencing high or_ve is part of a deliberate effort to put people and progress,
psychological distress, an fairness and opportunity at the very core of our thinking
inequality. ?bout our economy and our society, now and into the
uture.”

e 12 show a trend deterioration, including biol
diversity, productivity, homelessness and
national government.

e The remaining 18 show mixed outcomes or a
unchanged, such as life satisfacti

— Dr Jim Chalmers, Treasurer, July 21 2023 (media release)

Economlc reforms may have negative social effects, such as relying
er user-pays charges for public services, which can have negative

but also increase wage dispersion and contribute to inequality. While growth and inequality
are often viewed as conflicting objectives that governments must choose between, economists
have recently developed “inclusive growth” principles, which suggest that sharing economic
gains more evenly actually helps the economy grow. Giving children in poverty greater
educational opportunities has positive social outcomes and improves the labour market in
the future. Increasing female representation in business leadership positions is associated
with higher levels of firm productivity. Achieving a more equitable distribution of income
and wealth is a long-term challenge for government policy.

The government also experiences a range of other policy conflicts between shorter-term and
longer-term objectives. The conflicts between short- and long-term objectives result from
the fact that the policies aimed at long-term goals often involve significant structural change
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Economic policy mix
refers to the combination
of macroeconomic (fiscal
and monetary) and

microeconomic policies
used by the government
to achieve its economic
objectives.

and substantial costs in the shorter term, such as an increased level of unemployment or
additional costs to the government. Governments may often be more focused on short-term
objectives because of political considerations such as avoiding unpopular policies, rather than
long-term objectives that may not deliver benefits for some time.

reviewquestions
1 Briefly outline which economic objectives can be achieved simultaneously,
that is, where the government does not face a conflict.

2 Describe TWO possible conflicts between the economic objectives of the
government.

3 Using a diagram, explain the conflict between the government’s jfitern

stability objectives.
13.5 The economic polic @

Governments have a variety of policy instruments ghat cah bg/used to achieve their

objectives. In a general sense, the instrumentsgof econ cy are divided between

macroeconomic and microeconomic policies.

e Macroeconomic policies, such t budgets and changes in the level

of interest rates, have an imp all level of economic activity. These

Output

icies is called the economic policy mix, a term which is intended
capture the overall impact of the range of macro and micro policy
measures implemented. The 2023 review of the Reserve Bank of Australia
ecommended that the RBA and Treasury establish a research program to
investigate the optimal policy mix between monetary and fiscal instruments.

Macroeconomic policy

The main role of macroeconomic policy is to manage the business cycle
(changes in the level of economic activity). The level of economic activity is

Time | never constant. Economies are subject to the ups and downs of the business

Figure 13.2 - The business cycle

Macroeconomic
management refers to
the use of government
policies to influence the

economy with the aims of
reducing large fluctuations
in the level of economic
activity and achieving
certain economic goals.
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cycle, caused by changes in the level of aggregate supply and demand. This
is shown in figure 13.2.

Government macroeconomic management is designed to minimise these fluctuations so
that economies experience low rates of inflation and unemployment, and relatively stable
economic growth. Macroeconomic management can be defined as the use of government
policies to influence the economy with the aims of reducing large fluctuations in the level
of economic activity and achieving certain economic goals.

Government policies can help to stabilise the level of economic growth by smoothing
the peaks and troughs of the economic cycle. This is why macroeconomic policies are
also referred to as counter-cyclical policies. During periods of fast economic growth, it
may be necessary to reduce the level of economic activity to avoid excessive inflation or a
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blowout in the current account deficit. Governments can increase the level of tax, reduce
spending or the Reserve Bank of Australia can raise interest rates in order to reduce the
level of economic activity:

e Higher tax rates will reduce consumers’ disposable income and reduce the level
of spending and aggregate demand, also reducing pressures on inflation and
the current account deficit.

¢ Reduced government spending will also lower the level of aggregate demand by
lowering the level of aggregate expenditure in the economy.

e Higher interest rates make borrowing money less attractive and will discourage
borrowing and spending by both consumers and businesses.

On the other hand, when the economy experiences a downturn in economic growth, such as
during the COVID-19 recession, a government may use macroeconomic policy to stimulate
economic activity and raise the level of aggregate demand. This may be done throu
increased government spending, tax cuts and reductions in the level of interest rates,

One of the major lessons of Australia’s economic performance over recent decades is

works effectively in either stimulating or dampening the economy in the sho
is much less effective in dealing with longer term problems such as low produc
entrenched underemployment, inequality, weak international compe
of national savings or the need to reduce carbon emissions. However, rogeenomic and
microeconomic policies can be effective when used together.

Microeconomic policy

Microeconomic policy is action taken by government to impgove resource allocation Microeconomic policy
between firms and industries, in order to i rom scarce resources. refers to policies that
Microeconomic policies are central to the g t's long-term aim of addressing OB el

industries, seeking to
potential constraints on growth such as inflation al imbalance

increase aggregate
change in the focus of economic supply by increasing the
efficiency and productivity
of producers.

Microeconomic policy over recent deca

management from influencing d easures to influence supply. This

economic strategy is known as omics. As governments have wrestled
with the limited effectivenesg o
of demand, they have turned
by improving the competiti

onomic policies that mainly influenced the level
that focus on increasing the aggregate supply level

s is to encourage the efficient operation of markets and increase
raising productivity, making the economy more adaptable to change

review tion

1 Distinguish between the roles of macroeconomic and microeconomic policies
in the government’s policy mix.

2 Discuss how macroeconomic policy responds to changes in the business cycle.
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chapterdiliET: S

1 The main objectives of economic management are economic growth, low
inflation, full employment, external balance, an equitable distribution of income
and wealth, and environmental sustainability.

2 Economic growth involves an increase in the volume of goods and services

change in real GDP. Growth is generally considered to be the hi
economic management because of its relationship to improv.

level, at a reasonable level. This is currently refl
of an average of 2-3 per cent inflation over the

outcomes and foreign liabilities
objectives.

ing faster economic growth and promoting environmental sustainability.

croeconomic policies, such as fiscal and monetary policies, attempt to
duce fluctuations in the business cycle by influencing the level of aggregate
demand.

10 Microeconomic policies are aimed at promoting structural change by
influencing the supply side of the economy. By improving productivity and
workforce participation, microeconomic policies aim to raise Australia’s
sustainable rate of growth over time.
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I - T Clireview

1 Explain why economic growth plays a central role in a government’s policy
objectives.

2 Discuss how the Australian Government’s economic growth objectives have
changed in recent years.

Distinguish between internal balance and external balance.

Identify how the Reserve Bank of Australia attempts to achieve price stability. 6
ars
me

Explain why Australia’s economic policy objectives have changed in recent

o O »~ O

Examine how the objectives of reducing inequality in the distribution o]
and wealth and improving environmental sustainability objectives aré'relate
the objective of increasing economic growth.

7  Discuss the current priorities of economic management.

Explain why the goals of low inflation and low unempl ent onsidered to
be conflicting aims of economic management.

9  Distinguish between macroeconomic and microeco policy, with reference to
the concepts of aggregate demand and aggkegate su

10 Explain how the concept of sustainabl
between the government’s conflicting p



14.1 The meaning of fiscal policy
14.2 Budget outcomes
14.3 Changes in budget outcomes

14.4 Methods of financing a deficit J
14.5 The current stance of fiscal policy
14.6 The impact of recent fiscal policy O

14.1 The meani cal policy

Fiscal policy is a Fiscal policy is at the heart of the m ment of the economy. Although it generally
macroeconomic policy plays a less important role thah monetary$pelicy in influencing economic growth, fiscal
that can influence policy can influence the oyérall leyel of economic activity and have a targeted impact on
specific sectors of the eco individual industries or parts of society.

resource allocation,
redistribute income and
reduce the fluctuations
of the business cycle.

Commonwealth Government’s Budget in order to
ic objectives. By varying the amount of government

Its instruments include di | he level of . .. hich i
gl sPcnding an ernment can alter the level of economic activity, which in
taxation and the budget turn will ae ¢ growth, inflation, unemployment and the external indicators

outcome. in the

in government spending and revenue collection can also lead to a
resources, which changes the pattern of production in the economy, as
tributing income within the community.

The Budget is the tool ¢ [he get is the annual statement from the Australian Government of its income and
the government for expenditure plans for the next financial year. It is normally released in May. The Budget

Ul PTIEED Cufes | includes all forms of revenue received by the Government, including both taxation and
policy. It shows the

government’s planined
expenditure and reventic e direct tax (personal income tax and company tax)

other revenue:

for the next financiai year.

e indirect tax (such as customs and excise duties and the Goods and Services Tax)

e other revenues (such as dividends from public trading enterprises).

The other side of the Budget is government expenditure. The major items of expenditure
in the Budget are social welfare, health, education, general public services and defence.

In some years, governments make major policy changes in response to changing
economic or political conditions. Although most policy changes are announced in the
Budget, governments also usually make a series of smaller policy changes at other times.
Governments attract more public attention (and therefore political advantages) when the
spread out “good news” announcements such as new spending programs over a period of
weeks or months before the Budget. On the other hand, “bad news” announcements such
as tax increases or spending cuts will often be bunched together in the Budget.




When governments make smaller changes to fiscal policy throughout the course of the
year, the full costings of these decisions are set out afterwards, either in the next Budget,
or in a statement released around December each year, known as the Mid-Year Economic
and Fiscal Outlook statement (or MYEFO). This statement also provides updates to the
Treasury’s forecasts for the Budget and future economic conditions. Changes in economic
conditions can significantly affect planned revenues and expenditures.

14.2 Budget outcomes

Besides the individual instruments of spending and revenue collection, the overall outcome
of the Budget — known as the budget outcome — is itself an important feature of fiscal
policy. The budget outcome gives an indication of the overall impact of fiscal policy on
the economy.

There are three possible budget outcomes: a surplus, a deficit, or a balanced budget.

e Budget surplus — A positive balance that occurs when the Common

Government anticipates that total government revenue (T) will e to
expenditure (G) — that is, T > G.

e Budget deficit — A negative balance that occurs when total governmen@expenditufe
exceeds total revenue — that is, G > T.

e Balanced budget — A zero balance that occurs when total gove penditure

is equal to total revenue — that is, G = T.

The Government’s main fiscal policy aim is to achieve bue
the course of the economic cycle. The Government’s progress %

ards that goal is reflected
in the four-year projections for budget outcomes thag i

the Budget and other

Budget outcome
(deficit/surplus)
General economic concept

adline cash balance

Underlying cash balance Fiscal balance

The underlying cash balance plus
net cash flows from investments in
financial assets for policy purposes

and net earnings from the Future Fund.

A more reliable measure of the
budget but doesn'’t distinguish
between capital and
day-to-day spending.

Sed_budget
udget's
couniry.

The most commonly
measure, shows the
short term impact on th

The Commy Ith Government’s Budget includes four main measures of the budget
outcome, which are the result of different accounting methods:

e The underlying cash balance (cash deficit or cash surplus) is the Government’s
preferred measure of the budget outcome because it gives an indication of the short-
to medium-term impact of fiscal policy on the level of economic activity and the
budget’s call on cash resources from other sectors of the economy. It is calculated
using the cash accounting method (which records revenues and expenditures when
the money is collected or spent). However, it does not distinguish between the type
of spending (for capital or recurrent purposes) and does not reflect international
standards of accrual accounting. In figure 14.1, the underlying cash balance may
vary from the difference between receipt and payments because net Future Fund
earnings are removed until the Australian Government’s superannuation liability
is expected to be met.

Chapter 14: Fiscal Policy

Net operating balance

The best measure of the
sustainability of the budget
and whether revenue is
meeting recurrent spending.
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.. Receipts Payments = Underlying cash balance Fiscal balance Net operating balance
$bn $bn $bn % GDP $bn % GDP $bn % GDP

1989-90 98.6 92.7 5.9 1.5 n.a. n.a. n.a. n.a.
1994-95 113.5 127.6 -14.2 =29 n.a. n.a. n.a. n.a.
1999-00 166.2 153.2 13.0 2.0 1.7 1.8 11.6 1.7
2004-05 236.0 222.4 13.6 1.5 12.2 1.3 13.3 1.4
2009-10 284.7 336.9 -54.5 -4.2 -53.9 -41

2014-15 378.3 4121 -37.9 -2.3 -40.8 -2.5

2015-16 386.9 423.3 -39.6 -2.4 -375 -2.3

2016-17 409.9 439.4 -33.2 -1.9 -35.0 -2.0

2017-18 446.9 452.7 -1041 -0.6

2018-19 485.3 478.1 -0.7 0

2019-20 469.4 549.6 -85.3 -4.3

2020-21 519.9 654.1 -134.2 -6.5

2021-22 584.4 616.3 -32.0 -1.4 -1.2
2022-23* 635.6 631.4 4.2 0.2 0.4
2023-24* 668.1 682.1 -13.9 -0.5 -0.1
2024-25* 671.2 706.3 -35.1 -1 -1.4
2025-26* 700.9 737.5 -36.6 =11
2026-27* 7351 763.6 -28.5 -0.8
Source: 2023-24 Budget Paper 1, Statement 11, Tabl and 6; *Estimate

than t nde balance, either because government assets have been sold
ave been acquired. For example, the $6 billion privatisaion of
2014 had a positive impact on the headline cash balance, but because
ions are one-off (so could not be counted on to cover expenses in future
are not included in the underlying cash balance. Asset sales reduce the
ment’s borrowing requirement to finance the deficit, but they also mean the
vernment forgoes any dividends it might earn from the asset.

o “@rhe fiscal balance (fiscal deficit or fiscal surplus) calculates revenue minus expenses
less net capital investment, based on accrual accounting. Accrual accounting measures
expenditures and revenues when they are incurred or earned, rather than when a
cash transaction actually occurs. For example, if the government’s superannuation
obligations to public servants increased by $5 billion in one year, this would increase
a fiscal deficit by $5 billion for that year, even if the money is not paid out until years
later. This is regarded as more accurate than cash accounting. However, the fiscal
balance does not distinguish between spending for capital or recurrent purposes.

e The net operating balance (operating deficit or operating surplus) is regarded
as the best measure of the sustainability of the budget because it shows whether a
government is meeting its recurrent (day-to-day) obligations from existing revenue.
The net operating balance distinguishes between spending for capital or recurrent
purposes, and it removes spending on capital from the balance (that is, resulting in a
smaller deficit or increased surplus), although it includes the cost of depreciation (the
run-down in the value of existing assets). The rationale for separating the two types
of expenses is that capital spending is different from other spending because it adds
to productive capacity and to the government’s assets. Like the fiscal balance, the net
operating balance is based on accrual rather than cash accounting.



reviewquestions

1 Explain the difference between a budget surplus and a budget deficit.

2 What is the difference between an underlying cash surplus and a net operating
surplus?

3 Identify TWO key trends in recent budget outcomes and discuss the
relationship between these trends and economic conditions.

14.3 Changes in budget outcomes

Each year, the levels of government spending and revenue collection, and thus the
budget outcome, change. This reflects the impact of two key factors: changing econo

conditions (known as cyclical or non-discretionary changes) and changes in governflient
policy (known as structural or discretionary factors).

¢ Discretionary changes in fiscal policy. Discretionary changes invo
changes to fiscal policy, such as reduced spending or changing taxati
government deliberately increased expenditure in order to sti
would be an example of discretionary fiscal policy. Discretion
the structural component of the budget outcome.

deficit will increase, whereas during a p
will contract or the budget will shift
influence the cyclical component of the bu

d b

Budgetary changes that are influen
as automatic stabilisers. Autom

e levelpot economic growth are also known
bili an be defined as those changes in the
ture that occur as a result of changes in the level

to as “automatic” because they are built into the
nge in the level of economic activity, not by a

deliberate change i olicy relating to either revenue or expenditure.

There are two

economic activity would have the opposite effect — causing a decrease in
unemployment and less government expenditure on unemployment benefits.

e The progressive income tax system. Progressive income tax means that people
on higher incomes pay proportionately more tax than those on lower incomes.
During an economic boom, employment opportunities are increasing and incomes
are rising. Rising incomes move workers into higher income tax brackets, and
previously unemployed persons start paying income tax. Both situations lead to an
increase in government taxation revenue. On the other hand, a decrease in the level
of economic activity would lead to a decrease in taxation revenue.

Automatic stabilisers are built into the Budget with a counter-cyclical role. When
economic growth is high, demand is automatically slowed through higher tax revenues
and reduced government expenditure. On the other hand, when the economy moves into
recession, it is given a boost by increased government expenditure through unemployment
benefits.
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Automatic stabilisers are
policy instruments in the
government’s budget that
counterbalance economic
activity. In a boom period,
they decrease economic

activity, and, in a
recession, they increase
economic activity. The
most common examples
are transfer payments and
a progressive tax system.

Counter-cyclical policies
are economic policies
designed to smooth
fluctuations in the business
cycle. Macroeconomic
policies such as fiscal

policy and monetary
policy are usually used as
counter-cyclical policies.
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A public good is an

item that private firms

are unwilling to provide

as they are not able to
restrict usage and benefits

to those willing to pay for
the good. Because of this,
governments generally
provide these goods.

Nevertheless, it is important to realise that automatic stabilisers, on their own, are rarely
strong enough to counter the effects of the economic cycle. Automatic stabilisers are not
powerful enough by themselves to bring an economy out of a severe recession, or to curb
an economic boom — they merely reduce the severity of the problem. Governments still
rely upon discretionary policy measures to smooth the economic cycle as the Morrison
Government did with the unprecedented measures to support economic activity in 2020,
following the onset of the COVID-19 pandemic.

Impact on economic activity

The most significant short-term impact of fiscal policy is how it affects economic activity.
The budget stance (not to be confused with the budget outcome) ref the impact
of fiscal policy on economic growth and can be described as expansion i

or neutral:
* An expansionary stance is one in which the governmen crease the
level of economic activity in an economy. This can occur t r a reduction
in taxation revenue and/or an increase in govern creating either

a smaller surplus, or a larger deficit than in th
policy leads to a multiplied increase in consump

xpansionary fiscal
stment and stimulates
aggregate demand, which will increase t

nt is planning to decrease the
can occur through either an increase

ment expenditure, creating either a
smaller deficit or a bigger surplQ
policy leads to a multipljed decreasedi

Impac

ges can influence the allocation of resources in the economy directly or

licy may directly affect resource use through government spending in
of the economy, such as transport infrastructure (for example, the Western
rt construction) to help boost tourism growth. The indirect influence of fiscal
vers tax and spending decisions that make it more or less attractive for resources to
in a particular way — for example, removing taxes from ethanol production might
encourage farmers to use more of their wheat, sugar and other crops to produce ethanol.

Governments are more likely to use direct measures to provide goods or services if they
expect that markets will not provide the resources quickly enough without government
intervention. For example, in an emergency situation such as a natural disaster or a
pandemic, governments will usually step in and direct relief operations so that emergency
resources are made available to the people most directly affected. Similarly, the government
might pay directly to provide public goods, because it is unlikely that the private sector
will produce such goods, and it is difficult to prevent anyone else from enjoying the benefit
of those goods. Examples of public goods include lighthouses, street lighting, national
defence and environmental protection agencies that enforce clean air standards.

Governments use specific taxing and spending policies that lead to changes in resource use
that meet the government’s objectives. For example, if the government wants to discourage
the consumption of products without banning them, it might apply high tax rates, as it
does with tobacco products (which generate the negative externality of increased health
care costs through tobacco-related diseases). This helps to discourage tobacco consumption,
which in the longer term may reduce the costs to the health care system.



Impact on income distribution

From year to year, changes in fiscal policy play the most important role of any government
policy in influencing the distribution of income in the economy. Australia has a progressive
income tax system designed to create a more equal distribution of income. People on
higher incomes pay higher rates of income tax, allowing the government to use this money
for transfer payments, community services and other types of social expenditure, which in
particular assist people on lower incomes.

Changes to taxation arrangements can affect income distribution significantly. For
example, a reduction in tax rates at the upper end of the income scale would make the
tax system less progressive and may create a less equal distribution of income. Likewise,
introducing tax concessions (that is, exemptions from tax for certain types of income such
as earnings from superannuation) might affect the distribution of income without actually
changing the tax rates. Similarly, if the government were to increase the rate of the Go

and Services Tax (a regressive tax), this would make the tax system less progressivefand
would result in lower-income earners paying a relatively higher proportion of their inco

in tax, increasing income inequality.

Budgetary changes involving government spending can also influence incom@ldistriButi

and labour market programs, or increases in welfare payments suc
will tend to reduce income inequality because they have a greater
for low-income earners. On the other hand, Government
income inequality because low-income earners tend to be 1

account deficit and foreign debt. There
for many years (see also chapter 10.5).
national savings because govern

sector savings. A budget defici accurately, an overall public sector deficit) is a
gs, that will reduce the level of national savings,

s phus private savings.

pool, the competition for a limited amount of savings
to finance domestic con and investment will make it more difficult to access
funds and place e on interest rates, making private sector investment more
expensive. This i
te investment. However, in an open economy such as Australia, the
s less pronounced as private sector borrowers may simply turn to
overseas funds to finance domestic investment and consumption. This will show
up as an in n the capital and financial account and will increase the size of Australia’s
foreign debt. Alternatively, if the Government borrows from overseas, the inflow of funds
will directly lead to an increase in Australia’s foreign liabilities. This will raise the net
primary income deficit as the higher level of foreign liabilities is serviced with higher
interest repayments. Thus when the Government consistently runs large fiscal deficits
over several years, the current account deficit will tend to be higher. However, there is
very little evidence of any short-term relationship between budget deficits and the current
account balance.

Australia’s history of current account deficits reflects imbalances between private savings
and private investment, rather than public sector borrowing. Nevertheless, one of the
reasons for the objective of sustaining fiscal balance is to ensure that fiscal policy is not
contributing to higher current account deficits in the longer term.
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Appendix B: Advanced
Economic Analysis at
the back of this textbook
looks at the relationship
between the budget and
the current account in
more detail.
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Crowding out effect
occurs where government
spending is financed
through borrowing fron
the private sector, which
puts upward pressure on
interest rates and “crowds

out” private sector
investors who cannot
borrow at the higher rates
of interest.

Appendix B: Advanced
Economic Analysis at
the back of this textbook
looks at the theory of
“crowding out” in more
detail.

288

reviewquestions

1 Explain the role of cyclical and structural factors in influencing the budget
outcome from year to year.

2 If the government wished to slow the pace of economic activity, explain what
changes it would make to revenue and expenditure and the impact on the
size of: a) a budget deficit b) a budget surplus.

3 Outline how fiscal policy might affect the distribution of income.

14.4 Methods of financing a de

a it needs
when it budgets to spend more money than it receives, as wé government

does with surplus funds when revenue exceeds expendit

in revenue over the current financial year. In short
borrowing from the domestic private secto
Reserve Bank (by printing money, known as
In

government can also sell government a

the Australian Government has relied
private sector.

(determined by the size of the deficit to be financed),
tender to buy a certain quantity at a particular rate of

in private sector spending and investment (as discussed in the previous section). The
private sector is “crowded out” of the domestic market by government borrowing, since
lenders will prefer to lend money to the government. Under these circumstances, the
private sector would have less access to domestic savings and may be forced to borrow
overseas instead.

The strength of the crowding out effect depends on economic conditions. If the government
increases the fiscal deficit when the economy is in recession, it is less likely to crowd
out the private sector, since investment spending would be low at this time. But if the
government continued to run a deficit during periods of strong economic growth, when
substantial private sector activity is already occurring, it would be more likely to lead to
a significant crowding out effect. However, in an era of globalised financial markets, the
crowding out effect is now much weaker since many of the financial institutions that buy
bonds on domestic financial markets are from overseas. Overseas investors are attracted by
Australia’s low risk profile (reflected in the Australian Government’s AAA credit rating)
and the interest rate differential between Australia and other advanced economies. The
estimated proportion of Australian government securities held by overseas investors fell
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from 76 per cent in 2012 to around 45 per cent in 2022, as Australia’s interest rates
compared to other countries made Australia’s securities less attractive to overseas investors.

Other methods of financing a deficit

While Australian governments have relied on financing deficits mainly through borrowing
from the private sector, other methods are also available. These include borrowing from
overseas, borrowing from the Reserve Bank and selling assets.

Borrowing from overseas

Governments may borrow from overseas financial markets in order to minimise the
crowding out effect, while still stimulating growth. In an era of global financial markets,
it is less likely to be necessary to raise funds on overseas markets since old distinctions
between domestic and overseas borrowing are now less relevant, as there are now many,
overseas institutions that participate in Australia’s domestic financial markets. Howeyéf,
if the Budget was in deficit, the Government could, at any time, borrow direcd§f on
overseas markets and in overseas currencies should this become a less expensive op
than domestic borrowing. When the Government borrows from overseas it ctly add
to Australia’s foreign debt, with interest repayments recorded as debits on th€ net

income account of the balance of payments.

Borrowing from the Reserve Bank (monetary financing)

The Government may simply borrow from the Reserve Bank an e deficit — this
i ”. In effect, this

that it does not increase the money supply and ation. This also means that there
is no longer any direct connection between the tion of monetary policy and
fiscal policy (that is, they now operate dndepende one another). However, as we
will discuss in chapter 18, the policy set iscal and monetary policy are indirectly

related.

Selling assets

An alternative to funding a d rowing is to sell government assets. Selling assets,
such as Commonweal mmonwealth’s share in businesses such as Medibank

that it needs to issue $10 billion less in Treasury Bonds to finance
the demand for funds from Australia’s pool of domestic savings
remains essentigdly the same. This is because the buyers of the government asset will either
avings by $10 billion, or borrow $10 billion, instead of the Government
borrowing that money. The overall effect on the pool of domestic savings is the same,
but the financing burden is simply shifted from the public sector to the private sector.
Also, while reducing government borrowing reduces interest payments in the future, by
selling assets, the government also forgoes any dividends it may have earned on the assets.

Using budget surpluses

The alternative outcome to a deficit is a surplus. When the Government budgets for a
surplus, it is planning to receive more revenue than it spends in the current financial year.
The Government can use the surplus in three ways:

e depositing it with the Reserve Bank

® using it to pay off public sector debt

e placing the money in a specially established, government-owned investment fund.
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For several years during the late 1990s and early 2000s, the Government used surplus
funds to pay off public sector debt. This reduces the size of public debt and frees up funds
on financial markets for other purposes. For example, the increase in funds available for
private sector investment may lead to economic activity that offsets the contractionary
effect of the fiscal surplus.

During that period of budget surpluses, the Government established the Future Fund as a
dedicated investment fund to store surpluses to meet the future cost of the Government’s
superannuation liabilities. Its assets were valued at $251 billion in 2023.

Public sector borrowing and debt

Although changes in the budget outcome provide an important measure e underlying

stance of fiscal policy, they do not represent the full impact of the p n the
economy. To get the full picture relating to the public sectogg’revenue raisifig and
expenditure activities, we must also consider the activities of t ic sector
in Australia — the state and local levels of government, as well as i enterprises

(also known as government business enterprises) such

cash outcome. The deficit or surplus shows t
all levels of government, as well as government a

eds or surplus funds from
and public trading enterprises.

It gives the most comprehensive indicat@fijef th@@urrent impact of the public sector on

the Australian economy. Figure 14.
percentage of GDP. A negative outco ghns that there is an overall public sector deficit.

Commonv zalth
cash haiance
(% GRP)

State Consolidated
cash balance cash balance”

2012-13 -1.4
2013-14 -0.6 -4.2
2014-15 -0.3 -2.8
-0.4 -3.1
-0.4 -2.5
-0.8 -1.7
-0.1 -11 -1.3
-4.5 -2.5 7.7
-6.7 -2.8 -9.2
21-22 -1.6 -2.3 -4.4
2022-23" -041 -1.8 -2.4
2023-24* -0.8 -2.0 -3.3
Source: 2023-24 Budget Paper No. 3 Appendix C, Table C7 *Estimate
AFor technical reasons Commonwealth and State do not add up

Figure 14.2 - Non-financial public sector cash balance

The public sector cash outcome was in surplus from the late 1990s until 2008-09. The
reversal of the Commonwealth Government’s Budget position from surpluses throughout
the 2000s decade to a deficit in 2008—09 was the main cause of the public sector cash
outcome moving into deficit. The net operating deficit shows that in most years, the
public sector’s revenue has not met its recurrent spending.

Over a period of time, running a public sector deficit results in an accumulation of public
sector debt. Public sector debt consists of the accumulated debt of the government
sector, which is owed both domestically and overseas. This includes debt accumulated by
the Commonwealth Government, state and local governments and government-owned
businesses. As figure 14.3 shows, public sector debt in Australia rose during three periods:
after the early 1990s recession, after the global financial crisis in 2008 and after the
@ COVID-19 pandemic in 2020.
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Figure 14.3 - Australia’s net public sector debt

It is important to distinguish the public sector debt frg
the amount owed by both the public and private sectors t0 seas lenders. Australia’s

foreign debt is much higher than our public de stly consists of private

Australian dollar securities, government
that may increase their debt and in

e current stance of fiscal policy

For most years in the business cycle, fiscal policy plays a supporting role in the policy
mix, with monetary policy used as the primary tool for macroeconomic management. So
long as the economy is growing, governments tend to give priority to medium-term fiscal
policy goals rather than using fiscal policy to influence the state of economic activity in
the shorter term. However, when the economy experiences a major downturn, an event
which tends to happen on average once per decade, governments use fiscal policy very
actively to return the economy to growth. The most recent example of this active use of
fiscal policy is in response to the COVID-19 pandemic and, before that, in response to
the global financial crisis in 2008. In this section, we discuss the stance of fiscal policy
since the pandemic struck in 2020 and identify key cyclical and structural influences on
fiscal policy.

Chapter 14: Fiscal Policy
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In the years prior to COVID-19, Australia’s fiscal strategy was centred on a medium-term
objective of returning the Budget to a surplus of 1 per cent of GDP. Fiscal policy played
only a minor role in influencing the level of economic activity during this period, with
a generally neutral or mildly contractionary policy stance. The Coalition Government
had been elected in 2013 with a commitment to achieving budget surpluses, but this
was not achieved until the 2018-19 Budget. At that time the Government also made a
commitment not to allow tax receipts to rise above 23.9 per cent of GDP.

As figure 14.4 shows, during the 2010s the budget outcome gradually improved, but at
a slower rate than had occurred during previous recoveries such as in the 1980s and the
1990s. The main reason for the slow progress was that despite a commitment to offset any
new spending with other spending cuts, government expenditure conti
as a percentage of GDP during this period. At the same time, the reco
was slow, which explains why, after the global financial crisis had pl t into

to increase
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pandemic prompted a dramatic change in the fiscal strategy, with
effects. The Morrison Government used fiscal policy to cushion the economic
the pandemic and the lockdown that resulted in many businesses being forced to
mporarily. The Government introduced a comprehensive suite of policies, including
JobKeeper — a program that at one stage in 2020 was subsidising the wages of around
ne-third of the workforce. The Government also implemented policies such as direct cash
support payments to households and investment allowances for businesses.

This aggressive expansionary fiscal policy stance resulted in a significant deterioration in
the budget outcome. After being in balance in 2018-19, the Budget recorded a deficit
of $134 billion (6.4 per cent of GDP) in 2020-21. In just two years from 2018-19
to 2020-21, Australia’s net public sector debt increased by nearly 50 per cent, from
19.2 per cent of GDP to 28.6 per cent of GDP. This was the result of a combination of
discretionary policy measures (such as the introduction of the JobKeeper wage subsidy
program) and the operation of automatic stabilisers, such as lower taxation receipts and
increased welfare benefits. The combined impact of discretionary policy and automatic
stabilisers was unprecedented.

As economic recovery led to a rapid fall in unemployment, from 2021-22 the fiscal stance
became mildly contractionary, with a medium-term fiscal strategy of sustaining economic
growth and stabilising and reducing debt, while also advancing longer-term government
priorities.
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We can better understand the recent stance of fiscal policy by identifying the impact of
cyclical and structural factors. The four key cyclical factors influencing the stance of
fiscal policy in recent years are as follows:

e In the years prior to the COVID-19 pandemic, Australia saw a slower recovery in the
budget deficit than usual, which showed that the economy was growing below its
medium-term growth rate, and wages were consistently growing at below-forecast
rates. This resulted in slower growth in tax receipts.

e The COVID-19 pandemic brought about the fastest cyclical downturn in the
economy since the Great Depression of the 1930s. Record falls in business
investment, household consumption, the labour market and trade activity triggered
the automatic stabilisers in the Budget, through decreased taxation receipts (as
incomes fell) and increased payments (as unemployment increased). In mid-2020,
the Treasury estimated cyclical factors had resulted in a deterioration of the bud
outcome of $105 billion over 2019-20 and 2020-21.

® Australia’s terms of trade have been a positive cyclical influence on t

high prices for major commodity exports (especially iron ore) t
company profits and taxation revenues has been strong si

'namon of pers1stently high iron
e tax receipts and lower

than expected costs for emergency icies. The 2023—-24 Budget saw a
$67 billion increase in foreca e

The three key structural fac is, discretionary government policy decisions)
in recent years are as follows:

e Prior to the onset of t VID-19 pandemic, a structural reason for the slow
as a trend increase in government spending. Federal
om 22.5 per cent of GDP in 2013-14 to 24.9 per cent
his reflected sustained, real increases in spending across
verfiment policy, such as for defence and the National Disability
e. Pressures to increase spending continue in a number of policy
nemployment benefits, education, health care and aged care.

eak of the mining boom in the mid-2000s, governments implemented
large reductions in personal income taxes that reduced revenue growth in the years
after the global financial crisis. Earlier policy decisions to introduce new taxes on
mining profits and carbon emissions were reversed or abandoned. The 2018-19
Budget also introduced a program of reductions in personal income tax phased in
by 2024-25, which are expected to reduce revenue by more than $30 billion per
year once fully implemented.

e Finally, a key longer-term structural influence on fiscal policy is the ageing of the
population, which is contributing to slower growth in the revenue base (with more
people in retirement), and increased spending pressures (on health and aged care).
The Parliamentary Budget Office has estimated that by the end of the 2020s,
aged care needs will add $36 billion per year to government spending, more than
the current total annual expenditure on Medicare. The 2021-22 Budget set out a
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$17.7 billion increase in aged care funding over five years, and the 2023—24 Budget
committed a further $11 billion to pay for higher wages for aged care workers, to
help overcome staffing shortages.

“From energy bill relief to national defence, manufacturing to Medicare, investments in this
Budget aim to make Australia more resilient and more secure in uncertain times. Fundamental
to this is our responsible economic management and our efforts to put the Budget on a
stronger foundation. This Budget, we’ve returned 82 per cent of the extra revenue windfall
that’s largely come from lower unemployment, stronger jobs and wages growth, and higher
prices for key exports. We’ve now returned 87 per cent over this Budget and the last. We’ve
also ... limited annual real spending growth to just 0.6 per cent over 5 years. Because our
first 2 budgets made such a firm commitment to responsibility and restraint, we are now

we are returning most of the welcome improvement in revenue to the bud
almost $300 billion lower by the end of the medium term, saving $83 billion
over the next 12 years.”

— Jim Chalmers, Treasurer of Australia, B

Intergenerational Report (IGR), which is upda
IGR provides economic and fiscal projections 40 years. The most recent

[Sei e
Q son Wil grow at an annual rate of 1.0 per

cent over the next 40 years, compared per cent in the preceding 40 years. So while
063, annual growth will be half what it has

been. One factor behind owth is that improvements in terms of trade lifted GNI
significantly in the past

force. The projected decline in participation is far milder than originally anticipated.

en the first IGR was released in 2002 it projected workforce participation would

sink below 60 per cent by 2023 and keep falling, which would have had significant
consequences for the Commonwealth budget.

3 Population. Australia’s population is projected to reach 40.5 million in 2062-63. The
projected 1.1 per cent annual growth rate is below the historical average because
of lower fertility rates and a migration level that while high, falls as a proportion of
population over time.

The 2023 IGR projected the Budget to remain in deficit every year until 2062-63. As
shown in figure 14.5, budget outcomes were expected to improve during the 2020s
but then worsen from the 2030s as pressures on spending rise due to health and aged
care, the National Disability Insurance Scheme (NDIS), defence and interest payments
on Government debt, while the Government’s ceiling on tax revenues prevents revenue
from keeping up with expenditure growth.
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Source: 2023 Intergenerational Report

Figure 14.5 - The outlook for Australia’s budget deficit through to 2063

1 Describe trends in Australia’s budget outcome in recent years.
2 Evaluate the stance of fiscal policy in the current federal bud
3 Explain the difficulties in reducing the budget deficit in recent

14.6 The impact of recent

played the critical shorter-term
keeping inflation within its tar,
to surplus, and from time to
of resources in the economy.

ns — in the early 1990s, following the global financial crisis
ID-19 pandemic in 2020. Outside of those periods, fiscal policy
role in influencing the level of economic growth. The introduction

influencing the level of economic growth. The 2023 Review into the RBA concluded
that this macroeconomic strategy had been effective, and Australia should continue using
monetary policy as the primary demand management tool.

The limited role for fiscal policy in the period before 2020 is reflected in the Budgets of
the late 2010s. As the Budget gradually moved towards balance, the Morrison Government
legislated long-term plans to reduce taxation rates for businesses and individuals, as part
of its policy commitment to keep tax revenues below 23.9 per cent of GDP (in fact, tax
revenues peaked at 23.4 per cent of GDP in 2018-19). Its objective in reducing tax rates
was to provide more incentives for work, investment, job creation and economic growth
by allowing individuals to retain more of their income, and companies to retain more of
their profits.

Chapter 14: Fiscal Policy
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The 2019-20 Budget announced three stages of reductions in personal income tax,
with the first stage focused on a tax rebate for low- and middle-income earners between
2018-19 and 2020-21. The second stage, implemented from 2020-21 to 202324, raised
the tax brackets, so that higher tax rates cut in at higher-income levels. The third stage,
from 2024-25, involves abolishing the second-highest tax rate (of 37c in the dollar),
benefiting middle- and upper-income earners. Fully implemented, the three stages of tax
cuts contained in the 2019—20 Budget were expected to reduce revenue by $158 billion
between 2019—-20 and 2029-30, in addition to $144 billion in tax cuts announced in the
2018-19 Budget. During this period, the Government also reduced company tax rates for
entities with a turnover below $50 million from 30 per cent to 25 per cent.

tax cuts would accelerate economic growth. To offset the eco

and disruptions to economic activity, the Australian nced a series

of policies including cash payments to householdsgwage ies for businesses,
investment allowances, industry support measures and enditure on health and
infrastructure. At the time, the Treasury estimated tha rnment’s budget policy

measures (up to and including announcement would result in economic
activity being 4.5 per cent higher in 2021-22

a policy of “immediate expensing”, which
size and write off the full cost immediately,
allows businesses to claim a tax reduction
e of an asset (usually between five and ten years). The
ifn a “loss carry-back” — allowing them to claim tax

hen incur a tax loss. They would then become eligible
that they paid in past years, before the pandemic. The

es of 2020, there was a widespread consensus that the fiscal policy
ecessary even though they resulted in the Budget moving from balance in
a deficit of 6.4 per cent in 2020-21, and net public sector debt rising from

longer term, the effectiveness of fiscal policy in influencing economic growth may
diminish if the accumulation of past budget deficits has created a high level of public
debt. The Albanese Government’s fiscal strategy is focused on reducing debt as a share
of the economy. Unlike previous fiscal strategies, it does not explicitly target a return to
surplus. Rather, it makes a commitment to improve the budget balance over time.

In evaluating the impact of fiscal policy on economic growth, it can also be important to
take into account any impact that fiscal policy changes might have on monetary policy.
Economists have differing views about the relationship between fiscal and monetary
policies, but under an inflation-targeting regime, changes in fiscal policy can clearly affect
monetary policy decisions —and possibly reduce any impact that fiscal policy might have.
To the extent that changes in fiscal policy impact on inflationary pressures, fiscal policy
can affect the Reserve Bank’s monetary policy decisions. The 2023—-24 Budget sought
to manage the conflicting objectives of reducing inflationary pressures and supporting
households struggling with cost-of-living pressures due to high inflation. The cost-of-
living measures were designed to support households and reduce inflation, through
subsidies on electricity bills and caps on wholesale energy costs. Treasury estimated



headline inflation will be reduced by three-quarters of a percentage point in 2023-24
as a result of these measures, with the goal of reducing the need for further interest rate
increases to address inflation.

Unemployment and workforce participation

The short-term impact of fiscal policy on unemployment is closely related to the impact
of fiscal policy on economic growth. In stimulating aggregate demand, expansionary fiscal
policy can help to reduce unemployment or, during an economic downturn, reduce the
rate at which cyclical unemployment increases. The priority of Australia’s fiscal policy
measures in response to the COVID-19 pandemic was to prevent a much larger surge in
unemployment. The JobKeeper Payment played the central role in this strategy. Under
this policy, the Australian Government was in effect paying the wages of workers at a
time when many employers could not afford to pay them because of the suspension
normal economic activity. The Treasury estimated that this wage subsidy prevente
percentage point rise in the unemployment rate. Without action to prevent thos
losses in the short term, the Treasury argued that the recession would be m on,
and more severe, given the time required for employers to recruit and for wofkers t
jobs in the months and years that followed.

With the unemployment rate rapidly falling after the pandemic, thefele of 1cy
in the labour market returned to its pre-pandemic focus. Measures oduced to
target priorities such as addressing skills shortages in specifi

and revenue measures to influence resource allocation in the
economy i an in the past. Other than where there are market failures that need
nments generally rely on market forces to achieve the most efficient

changing buSiness practices, new technologies and the forces of globalisation — generally
have the greatest influence on resource use.

Governments were once much more involved in the provision of services in Australia —
they owned airlines, airports, banks, electricity utilities, insurance companies, phone
companies, pharmaceutical businesses, printers, agricultural marketing businesses and
gambling businesses. During the 1990s and the years that followed, most of these public
trading enterprises were privatised and “user pays” systems have been introduced. Direct
subsidies to industries have declined to less than $4 billion per year, and governments have
even been willing to allow industries to shut down altogether, as the Abbott Government
did with the closure of Australia’s car manufacturing sector in 2013. Nevertheless, some
areas of government expenditure still have a significant effect on resource allocation. The
2023-24 Budget set out an additional $4 billion of funding for Australia’s transition to
cleaner energy sources, bringing to $40 billion its total funding commitment to accelerate
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the growth of renewable energy industries. In addition, Australia is committed to spending
tens of billions of dollars on building submarines in Australia as part of its commitment
to the local defence industry and the AUKUS alliance.

Governments can also have a significant influence on resource allocation through their
general policy settings, especially through regulations, tax concessions and exemptions.
An example of regulation that influences resource use is the Renewable Energy Target that
successfully required by 2020 that around 23 per cent of energy generation came from
renewable sources (through a system of renewable energy certificates).

National savings and the current account balance

term so
. Over time,

in Australia since the 1980s. In reality, the cur
and the level of budget deficits is just one of
direct linkage between Australia’s bud tco

nfluenced by many factors,
igure 14.6 shows, there is no
and the current account deficit. In

Australia is recording sustained budge luses. At other times, such as in recent years,
the current account may movgpinto surpla§ywhile the budget moves sharply into deficit.

are also influencing those e
level of public savi
level of public sawi efore national savings) is likely to result in a lower current

Current account balance

Underlying cash balance

1979-80
1981-82
1983-84
1985-86
1987-88
1989-90
1991-92
1993-94
1995-96
1997-98
1999-00
2001-02
2003-04
2005-06
2007-08
2009-10
2011-12
2013-14
2015-16
2017-10
2019-20

Source: 2022-23 Budget Paper 1, Statement 11, Table 1 *Estimate

Figure 14.6 - The budget outcome and the current account deficit since 1979



Chapter 14: Fiscal Policy

Distribution of income

Fiscal policy decisions have significant impacts on the distribution of income, and the
distributional effects of policy changes are often a major feature of debates about budget
policies. The Budget can impact income distribution through specific tax and revenue
measures, as well as through its broader impact on economic conditions.

A key goal of the Australian Government’s response to the COVID-19 pandemic was
to prevent the large-scale job losses that could lead to a widening of inequality in the
distribution of income. In addition to the JobKeeper Payment that subsidised the wages
of around 3.5 million Australians (at a cost of $90 billion), the Government temporarily
relaxed access to unemployment benefits, while also increasing payments through the
Coronavirus Supplement of $550 per fortnight, at a cost of $16.8 billion. It also provided
a direct cash support payment of $1500 to pensioners, income support recipients, carer
and student payment recipients, costing $9.4 billion. These measures provided assist

to lower-income earners.

The 2023-24 Budget contained a range of measures to assist groups most
inflationary cost-of-living factors. These measures included $3 billion in

electricity bills for five million Australian households, a $20 per week i
JobSeeker payment and a 15 per cent increase in rent assistance pay

Australia’s tax system less progressive than at
showed that while someone in the middle o

package, the average tax rate

for the top 15 per cent of income earn per cent. Overall, the share of

income tax paid by middle-income ill ris¢pfrom 32 per cent in 2017-18 to 35
per cent by 2029-30. On a stan rogressivity of tax systems (comparing
tax paid on incomes 0.5 versus 2° verage earnings), Australia would fall from 12th

in the OECD in 2017-18 ¢t 024-25.
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chapterdiliET: S

1 Fiscal policy involves the use of the Commonwealth Government’s Budget to
achieve the Government’s objectives by influencing economic activity, resource
allocation and income distribution.

2 The main tools of fiscal policy are government spending, revenue collection

4 The two main measures of the budget outcome
outcome, which is calculated through an acco

5 The net operating balance is best i ator of the sustainability of the
fiscal strategy because it show en recurrent expenses and revenue
(that is, it distinguishes between €agital spending and day-to-day spending).
The underlying cash e best indicator of the short-term impact
of fiscal policy on th f economiC activity because it shows actual cash
revenue and spendifig i

ing policy changes by the government, and
clical factors, which relate to the impact of changing

ent benefits and progressive income tax are known as automatic
ecause they are a built-in counter-cyclical component of the

et deficit is usually financed through borrowing from the private sector,
jich reduces national saving and may put upward pressure on interest rates.

can also be financed by borrowing from overseas or from the Reserve Bank
(printing money), or by selling government assets.

9  Generally, fiscal policy plays a limited role in macroeconomic policy. Monetary
policy is usually the primary tool to control short-term fluctuations in growth and
inflation. However, during periods of economic crisis, fiscal policy can play an
important role in supporting aggregate demand.

10 In contrast to its generally neutral or mildly contractionary stance during the
2010s, in 2020 the Government shifted fiscal policy to a very expansionary
stance, helping to accelerate Australia’s recovery from the COVID-19 pandemic.
More recently, fiscal policy has been returning to a mildly contractionary stance.
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I - T Clireview

1 Explain what is meant by fiscal policy.

2  Distinguish between the possible budget outcomes of surplus, deficit and
balance.

3  Describe the major instruments of fiscal policy.
4  Distinguish between the underlying cash balance and the net operating balance.
Explain what each indicates about the budget stance.

5  Explain how automatic stabilisers play a counter-cyclical role in the budget
6  Outline how fiscal policy impacts on the following:

(@) economic growth

(b) resource use

(c) income distribution

7  Explain how the government can finance a budge

8  Distinguish between public debt and foreign debt.




15.1 Introduction

15.2 The objectives of monetary policy
15.3 The implementation of monetary policy
15.4 The impact of changes in interest rates

15.5 The stance of monetary policy in Australia

15.1 Introduction

Monetary policy refers to actions by gser ank of Australia (RBA), Australia’s
f credit in the Australian economy.

outlines the objectives of
economic outcom

The formal
federal legiS
respongabili

ive etary policy and the powers of the RBA are set out in
n theWReserve Bank Act (1959), along with the broader powers and
the RBA. There is also a complementary agreement between the
overnment and the RBA Governor called the Srazement on the Conduct

n be met by the RBA and how monetary policy should be conducted in more
in the scope set out by these documents, the RBA is authorised to make
policy decisions independent of the Federal Government.

One of the RBA’s key roles is to hold and manage deposits owned by commercial banks
in Australia that they use to settle transactions between each other. This gives the RBA
the ability to influence the supply of money in the economy and therefore interest rates.
The RBA sets a desired target for the cash rate (which is the interest rate on loans in the
overnight money market), and uses open market operations (OMOs) to help achieve it.
The cash rate influences other interest rates in the economy.

Contractionary monetary policy is when the RBA increases interest rates in the economy,
which reduces the amount that households with mortgages have available for consumption
and makes business investment more expensive. This lowers economic activity, reduces
employment growth and reduces inflationary pressure. Expansionary monetary policy
is when the RBA lowers interest rates, resulting in higher consumption and investment,
economic activity, employment growth and inflation. Since the early 1990s, monetary
policy has been guided by an inflation-targeting framework, which seeks to keep inflation
between 2 and 3 per cent.
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AN INDEPENDENT REVIEW OF THE RBA

In 2022, the Albanese Government initiated the first e Increased information sharing between the RBA and

independent review of the RBA since inflation targeting was Treasury, through performing joint scenario analysis
introduced in the early 1990s. The purpose of the review o Reducing the number of Board meetings each year
was to reassess the RBA’s objectives and performance. from 11 to 8 and increasing the time spent on monetary
The review’s 51 recommendations were released in March policy and strategy

2023. The Government agreed in principle with all of the e (Creating two separate boards for the governance of the
recommendations, including: RBA and for the conduct of monetary policy

e Clearly defining the objectives for monetary policy as e Improving transparency thro Board members
a dual mandate to contribute to price stability and full speaking publicly about the cisions
employment, with an overarching purpose to promote o |mplementing 5-yearly rexie

economic prosperity frameworks and tools,

15.2 The objectives of monetary [

¢ The maintenance of full employment in Australia -
level of unemployment.

e The promotion of the economic prosperity welfare of the people of Australia —

which primarily means maintaining a st stainable economic and financial

environment.

The 2023 review of the RBA recommen that the tives should be clarified as a dual

mandate for price stability and fullesmp y, with the promotion of economic
prosperity not being a separate t, instead, an overarching purpose for
the RBA. This recommendatio ded to reduce the discretion of the RBA in its

application of monetary po
it can be difficult for the R e all three objectives simultaneously. Since the
ioritised the first objective: the maintenance of low
n-targeting regime. Executing monetary policy in this

e of the RBA’s employment objective. For instance, when

Since the 1990s, Australia has followed the example of several other countries, including
Canada and New Zealand, where the central bank operates independently of the
government to try to keep inflation within a predetermined target range (the target is
normally jointly agreed upon by the central bank and the government). In doing so, the
RBA prioritises maintaining low and stable inflation over all else. This reflects several

important characteristics of monetary policy:
® Monetary policy is effective at fighting high levels of inflation.

e When assigned multiple goals, monetary policy often struggles to achieve them
simultaneously. Listing one objective as the main one to achieve makes monetary
policy more certain, consistent and predictable.

e When governments control monetary policy directly, their policy decisions can be
distorted by political pressures, particularly at times of elections, when politicians
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may want to keep interest rates low even if that might be suboptimal for the
economy. Giving independence to a central bank in its conduct of monetary policy
helps to reduce the risk of political factors distorting interest rate decisions.

e Inflation targeting has generally been successful at keeping inflation low and stable
without central banks having to resort to high interest rates, which lower growth
and increase unemployment. In other words, keeping inflation low and stable over
the medium to long run helps the RBA achieve its other objectives as well. This
largely explains why price stability is the primary objective for the RBA and other
central banks. To sustain low and stable inflation, inflation targets need to entrench
expectations in the economy that inflation will be low and stable over time. This
is because expectations are a significant factor influencing the lev inflation.

COVID-19 pandemic and the war in Ukraine, and that the R its judgment
to quickly return inflation to near the midpoint of its ¢
expressed as between “two and three per cent, on avera i t the review of the
RBA recommended removing the qualifying words “

weakened the RBA’s accountability for inflationoutco

Price stability is desirable because it allows ha 0

improves overall welfare in the economy. prospefity is the overarching goal of monetary

rnments since the 1990s have broadly endorsed this
en the Governor of the RBA and the Australian

tives described previously). The most recent agreement

about pursuing th
: onduct of Monetary Policy following the review of the

is the 2023 Sta

“Just because our inflation objective has been in focus recently, it does not mean that the
other part of our mandate — maintaining full employment — has become any less important.
Full employment is, and has always been, one of our two main objectives ...

We think of full employment as the point at which there is a balance between demand and
supply in the labour market (and in the markets for goods and services) with inflation at the
inflation target; this is the level of employment that is sustainable with our price stability
mandate in the longer term.”

— Michele Bullock, (then) RBA Deputy Governor,
Achieving Full Employment (speech), 20 June 2023

The RBA’s inflation-targeting regime has been in place for about three decades. The
review of the RBA recognised that this regime “remains the best operational framework
for monetary policy”. Since the regime was introduced, inflation has averaged around
2.6 per cent. Expansionary monetary policy also supported economic activity during the
Asian financial crisis in the late 1990s, the global financial crisis in 2007-08 and the
COVID-19 pandemic.
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Despite success in maintaining economic stability and low inflation during the inflation-
targeting era, monetary policy in Australia has attracted criticism in recent years. In the
years leading up to the pandemic, critics argued that the RBA’s monetary policy stance
was not expansionary enough, especially when inflation was below the target band. When
inflation increased sharply in 2022, critics said the RBA’s response to COVID-19 was too
expansionary. These views were part of the impetus for an independent review of the RBA
which was completed in 2023.

APPOINTING A NEW GOVERNOR OF THE RBA

Michele Bullock’s term as Governor of the Reserve Bank began in September 2023,
replacing Philip Lowe who had been Governor since 2016.

The Treasurer appoints the Governor of the Reserve Bank for a term of seven years,
with the possibility of extending that term. As his predecessors (Glenn Stevens and |
Macfarlane) had their appointments extended by three years each, there was specula

in 2023 as to whether the same would occur for Lowe.

The end of Philip Lowe’s term was unusual because of the lack of support an
he faced as Governor steering the economy through the COVID-19 pand
aftermath. Despite interest rates being raised by central banks all over i

Governor for raising interest rates, Lowe was exposed to p#
the interest rate tightening cycle.

appointing a new governor was to install someone
of the RBA through implementing the review’s
tic and international candidates were considered,
s a trend since the mid-1990s of Deputy Governors

e role.
] l ]

1 Outline the broad objectives of monetary policy.
2 Define inflation targeting and discuss why it is used in Australia.

3 Briefly explain how the following events would impact on the RBA’s decision-
making process when it influences interest rates:

a) wage growth of 6 per cent

b) a sustained fall in consumer spending

c) a sudden fall in the value of the Australian dollar
d) predictions of a sharp fall in inflation in 2024-25.

new to drive insti
recommendations. Wh
Bullock’s app
succeeding Go

MAIN ECONOMIC
INDICATORS

TAKEN INTO
ACCOUNT BY
THE RBA

e Inflation

e Expectations of
future inflation

e \Wages growth

e The unemployment
rate

e Economic growth
e Interest rates

® The exchange rate
e Commodity prices
e Terms of trade

e Global economic
conditions
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Cash rate is the interest
rate paid on overnight

loans in the short-term
money market.

Whenever the RBA announces
the cash rate, the Reserve
Bank Governor releases a
statement to explain the
RBA’s decision, and the
minutes from the meeting
are released two weeks later.
These documents, along
with a range of other useful
information, are available on
the RBA's website.

Using the RBA’s statistics
page, identify the most recent
statistics for inflation, growth,
unemployment and wages.
Explain how these indicators
justify the current level of
interest rates in the Australian
economy.

15.3 The implementation of monetary
policy

The cash rate is the main tool that the RBA uses to implement monetary policy. The
cash rate is the interest rate in a financial market called the overnight money market —
the market for very short-term loans between banks, where loans are literally made for
overnight use in many cases. The cash rate influences many other interest rates in the
economy (such as rates on mortgages and business loans), and the general level of interest
rates influences inflation and the overall level of economic activity. The RBA can therefore
achieve its economic objectives through its capacity to change the cash rate,

Until the end of 2023, the RBA Board met 11 times a year to set a
rate. In line with the recommendations of the RBA review, this w:

cash rate is consistent with the target announced by t

To fully understand monetary policy, it is important more about what the
cash rate is and the mechanics of how it is determined.
the overnight money market can jointly involvé

accounts, the policy interest rate corridor and do g

arket operations.

Exchange settlement a S

Commercial banks need to hold a certain ortion of their funds with the Reserve Bank
in exchange settlement accgfints (ES accourlts) to settle payments with other banks and

t money market (also known as the short-term money market) is the market

re Banks that have a shortage of ES funds can borrow money from banks that have an

of ES funds beyond what they need in their accounts. The market therefore enables

banks to always settle their interbank payment obligations with each other. As with any

other financial market, demand by borrowers and supply from lenders interact to set the

market price (interest rate). But unlike other financial markets, the RBA can influence

the overnight money market to ensure that the actual cash rate lines up with the target

that the RBA board sets for it. The RBA does this using the policy rate corridor and open
market operations.

The policy rate corridor

The RBA does not directly set the actual cash rate at the target that it announces. But
the RBA ensures that the actual cash rate can never stray far from the target because of
how the RBA deals with the funds in commercial banks” ES accounts.
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Firstly, the RBA normally pays an interest rate to Pten
banks on funds held in ES accounts that is 0.25
percentage points below the cash rate target (for
example, if the cash rate target is 1 per cent, the | RBAlending rate
RBA’s deposit rate is usually set to 0.75 per cent). +0-25ppt .
This means that banks with excess ES balances are .Pollcy
not given an incentive to lend funds to other banks Cas:la:giéet interest
if the actual cash rate is less than 0.25 percentage rate.
points below the target; these banks could earn | oo, el Codes
greater returns by simply leaving their extra funds in ~0.25ppt Demand
their ES account and ignoring the overnight money
market. The RBA’s deposit rate therefore creates a
Jloor or minimum value for the cash rate. antity
Secondly, the RBA isalways willing tolend ESbalances ~ Figure 15.1 - The Australian cash mafket
directly to banks outside of the overnight market. The RBA always sets an interest riggon
these loans equal to 0.25 percentage points above the cash rate target (for example, i
rate target is 1 per cent, the interest rate on these loans is set to 1.25 per cent). B
to borrow ES balances are not incentivised to pay a rate higher than the RBA’s | dm
the overnight money market. If the cash rate were higher than the RBA’s
banks would simply borrow ES funds directly from the RBA. Th
therefore creates a cei/ing or maximum value for the cash rate.
The floor created by the RBA’s deposit rate and the ceiling gFeated
rate together form the policy rate corridor for the cash rate® @
a surplus or a shortage of ES funds, have an incentive to cO
overnight money market outside of this corrido e RBA’s pabicy target for the cash
rate is normally exactly in the middle of the his helps ensure that the actual
cash rate always closely follows the RBA’s targe
The policy rate corridor is responsible changes to the RBA’s cash rate
target. If the RBA were to decrease or and ceiling of the corridor would
shift downwards immediately, incentivised to borrow and lend from
each other within a new range t sistent with the new cash rate target (see figure
15.2).

) ) Rate
In reality, there is

RBA lending rate
+0.25ppt N\
Cashratetarget | - . I E,aQEf,Z,”Vi?t Policy
b lowest rate interest
RBA depositrate | | ] F:Q';;g”sﬁ”;t rate-
n. Because of this, changes =0.25ppt \\ highest rate corridor

to the cash rate happen as soon as the RBA 1
announces a change to its target — the Day 1 Day2 Time
RBA does not have to do anything besides
make the announcement. Figure 15.2 - Policy interest rate corridor

Domestic market operations

Demand for ES balances by banks fluctuates on a daily basis. This is especially the case
on days where there are large transactions or payments in the economy, such as when the
Government pays social security benefits. The actual cash rate is the price at which this
demand intersects with the supply of ES funds that are available. The RBA can manage
the level of supply of ES funds so that it meets demand at a price closer to the RBA’s cash

307
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Domestic market
operations are actions
by the Reserve Bank
in the short-term
money market to buy
and sell second-hand

Commonwealth
Government Securities

to influence the supply

of exchange settlement
balances in order to keep
the actual cash rate at the
policy target.

rate target. This management of supply is what reinforces the convention mentioned above,
so it is important for ensuring the actual cash rate stays in line with the target. Without
the prospects of these interventions, the cash rate would bounce around inside the policy
rate corridor whenever demand fluctuates.

The RBA manages the supply of ES funds by conducting domestic market operations
(DMO). DMO refers to the purchase and sale of financial securities by the RBA in
exchange for ES balances. These purchases and sales affect the supply of ES funds because
ES funds are used to complete these transactions. If the demand for ES funds increases,
the RBA would need to increase the supply of ES funds to keep the cash rate stable, all
else being equal. To do this, the RBA would buy financial securities held by banks, and
pay for this by depositing funds in their exchange settlement accounts.
supply of ES funds so that it meets the additional demand. If the RBA
the supply of ES funds to keep the cash rate at target (because of

in their exchange settlement accounts. This would decrease t
to the lower level of demand.

DMO usually involves the use of repurchase agree
“seller” of a bond or other financial security effectivel
back from the “buyer” at a later date. The RB#

repos), where the
y the bond or security

the cash rate stays consistent with the target
hanges. The RBA expects that ES balances

wers, such as on household mortgages used to buy houses. Similarly, a reduction in the
ash rate lowers the funding costs for banks and other financial institutions (that is, it costs

them less to borrow money), and competition between financial institutions causes them

to pass this cost saving on to their customers in the form of lower lending interest rates.

However, factors other than the cash rate also influence the main interest rates in the
economy (home loans, credit cards, personal loans and commercial loans). These include
competition in the banking sector, regulations, conditions in global and domestic financial
markets and risk assessments relating to economic conditions. This means that the margin
or difference between the cash rate and those other interest rates can change over time in
response to these other factors.

The Reserve Bank can either tighten monetary policy by raising the cash rate target,
or loosen monetary policy by lowering the target. The impacts of the Reserve Bank’s
implementation of monetary policy are summarised in figure 15.3.
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Monetary policy | Cash rate Policy rate . Cash | Market interest
3 Overnight money market
stance target corridor rate rates

Influenced by RBA to
Tightening Increases | Shifts upward ensure cash rate is Rises Rise
consistent with target

. Influenced by RBA to
. Shifts }
Loosening Decreases ensure cash rate is Falls Fall
downward . .
consistent with target

Figure 15.3 - The conduct of monetary policy

While announcements of changes in the cash rate are the most important statements by
the RBA, other releases such as board minutes and speeches by key RBA officials are also
scrutinised closely by markets. Financial markets often interpret small changes in the
RBA’s description of economic conditions as a signal of future interest rate moveme
Markets can “price in” a future interest rate increase or decrease even before ighas
happened. This can result in interest rates in financial markets changing before the
changes the cash rate target.

Unconventional monetary policy

In recent years, central banks have gone beyond the traditional us
to implement monetary policy, and have experimented with additid
became necessary because, with interest rates already close to

009, it was in response
casures in Australia:

financial institutions and paying for the ositing newly created ES balances
in their accounts
e Forward guidance: using offici
monetary policy to influence
® More liquidity: the RB
and created the Ter
commercial banks to

acility which provided cheap additional loans to

em lending more to households and businesses

e Changing the
points below the arget (instead of 0.25 percentage points), the RBA was
able to 1

These measures

ther than a central bank’s main policy interest rate (the cash rate in
Australia) is o called unconventional monetary policy. In this instance, the term
al” refers to the fact that central banks in advanced countries have only

begun using these tools in the past two decades, and mostly in response to extreme

“unconvent
economic events. This is in contrast to conventional monetary policy, when central banks
use interest rates as their main tool.

Negative interest rates are another form of unconventional monetary policy, and they have
been implemented in Japan, the European Union and Sweden. However, the RBA has Appendix B: In 2020, a

consistently stated that it is very unlikely to introduce negative interest rates. controversial theory on
inflation and monetary
One way to think about the influence of unconventional monetary policy is through the policy called modern
yield curve. This curve shows how, in general, loans of longer maturity tend to have higher monetary theory (MMT)
interest rates because lenders expect higher returns to compensate for the greater risks gained prominence. For an

explanation, see Appendix

involved with lending out money for a longer period of time. Unconventional monetary B (section B.4)

policy measures generally work by reducing interest rates specifically on longer term loans.
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While conventional monetary policy usually lowers the entire yield curve — reducing
interest rates across the board — unconventional measures typically flatten the curve, as
shown in figure 15.4. This flactening represents the additional stimulus provided by
unconventional monetary policies.

Conventional monetary policy Unconventional monetary policy

interest interest
rates rates

yield curve yield curve

(@]
Q
w
0
\\
(@)
Q
w
0

overnight length of loan 10-year overnight lengih of loal 10-year
loan government bond loan government bond

Figure 15.4 - Impact of conventional and un netary policy on the yield curve

The impact of changes in
interest rates

Economists often describe the process through which monetary policy affects the economy
Transmission mechanisin as the transmission mechanism of monetary policy. The transmission mechanism works
explains how changes in through a number of different channels:

the stance of monetary . . .
policy pass through the e Downward pressure on interest rates through expansionary monetary policy makes

economy to influence borrowing cheaper for consumers and businesses. Consumers often need to borrow to

economic objectives such make major purchases such as housing and consumer durables. Similarly, businesses
as inflation and economic

borrow for the purposes of investment in capital, plant upgrades and expansions. In
growth.

addition, the interest rate they can obtain by investing in financial assets represents
an opportunity cost of investing funds in the business for business owners. Thus, a
fall in the level of interest rates should encourage borrowing by both businesses
and consumers, leading to rising consumption and investment demand in the
economy. This raises the overall level of economic activity.
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e Reduced interest rates also have an effect on businesses and consumers that already
have loans since the cost of servicing existing loans becomes cheaper. This means that
existing borrowers can use more of their income on additional spending rather than
servicing their loans. This is often called the cash flow channel of monetary policy.

e A fall in the level of interest rates also discourages financial inflows into Australia,
which, as discussed in chapter 5, leads to a depreciation of the currency. A
depreciation of the Australian dollar makes Australian goods relatively more
competitive in both domestic markets (since imports are more expensive) and
overseas markets. This consequence of a fall in the level of interest rates also
stimulates aggregate demand and could add to inflation.

e Lower interest rates also can cause asset prices to increase for a range of assets
including houses and shares in public companies. Higher asset prices provide asset
holders (such as home owners) with more wealth, which they often use to consu
and invest more than they otherwise would. This is frequently called the we@lth
channel of the transmission mechanism.

All of the channels described above cause aggregate demand to increase when j
are lower. This typically generates higher economic activity and employment
the economy was previously in recession), but could spill over into higher pri

contractionary monetary policy.

Overall, a tightening of monetary policy puts upward p

downward pressure on interest
in a higher level of economic
activity, with falling unemployment, and often an

Debate about the impacts of interest rate\ovemengs was sparked recently by a research

an rough which monetary policy affects

Australi Y monetary policy decisions made in other countries — that is, if other
count i e interest rates, Australia’s exchange rate may not appreciate, and the
chang onetaty policy will have limited impact.

While a ¢ in monetary policy can be implemented almost immediately (that is, it

does not require legislation or parliamentary approval), it can take considerably longer
for that change to bring about the desired impact on economic growth, inflation and
unemployment. Monetary policy can have a time lag of around 12 to 24 months before the
full impact of interest rate changes are felt in the economy. This time lag can sometimes
pose problems for policymakers. Economic circumstances can change substantially
during the relatively long lag period and make current monetary policy inappropriate.
For example, a series of interest rate increases which lower consumption and investment
may still be constraining economic activity at a time when a recession occurs and looser
monetary policy is needed to restore price stability. This is why the RBA usually focuses
on the likely economic conditions in 12 to 24 months’ time when it sets monetary policy.
For this reason, the RBA invests considerable resources into forecasting future values of
macroeconomic variables, including GDP, inflation and unemployment.
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Appendix B: “Advanced
Economic Analysis”

at the back of this
textbook looks at the
implementation and
limitations of monetary
policy in more detail.

ECONOMIC DATA

: "

1 Explain what is meant by the monetary policy transmission mechanism.

2 For each of the following scenarios, explain how DMO might be used to
influence the economy and what impact these changes would have.

a) A shortage of skilled workers is putting upward pressure on wages growth
and creating inflationary pressures.

b) Global economic growth is raising demand and prices for raw materials
and commodities that are used as inputs to production.

c) A fall in consumer and business confidence causes reductions in
consumption and employment growth.

3 Describe the role of time lags in the conduct of monetary policy ih Au

Australia

The RBA communicates the stance of monetary

following each Board meeting, and publishes o
later.

After the recommendations from th
communicate the stance of monetary
after each meeting of the Monetary Poli@

the Governor will give a pgéSS conference afid the Board will release a public statement
at the meeting.

MONETARY POLICY

HOW A POL!CY TIGHTENING WORKS
(policy loosening involves the opposite impacts)

INTEREST RATES UP!

B 2.5% g/
adrdra o0 } «-

» Telich TenEem melle » RBA Domestic Markets Financial
n n n n 9 Ty policy {Depanment Institutions

CASH RATE

2024 onwards: RBA's Monetary The RBA announces its decision of The Reserve Bank moves the cash rate
Board meets 8 times per year to whether to raise, lower or maintain corridor up, to raise the actual cash rate
> the stance of monetary policy. interest rates at 2.30pm after and implements the DMO to maintain the
its meetings. cash rate at the new target.

RBA BOARD (RBA ANNOUNCEMENTS)  (OVERNIGHT MONEY MARKET

-

Downward pressure on
inflation after a time lag of
around 12 to 18 months.

INFLATION

[Spending] [Investment]

Mortgage
Interest Rates

Personal
| u | <> Interest Rates

Business
Interest Rates

[Consumers] (Buinss]

Economic activity falls. There is also Consumers and businesses reduce To maintain margins
increased demand for the AUD. spending and investment because interest rates go up.
borrowing is more expensive.
AUSTRALIAN
ECONOMY (CONSUMERS AND BUSINESS ) ( FINANCIAL MARKETS )
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The stance of monetary policy is further reflected by broader interest rate changes in the
economy. Interest rates in Australia have varied considerably over time as monetary policy
has been altered to respond to varying economic conditions (see figure 15.5). As the graph
shows, there have been periods of both rapid interest rate reductions (in the early 1990s
and late 2000s) and periods of rapid increases (in the mid-1990s and early 2020s). There
have also been periods of slow increases (in the 2000s) and slow decreases (in the 2010s).

HOW FAST IS TOO FAST?

By July 2023, the Reserve Bank had increased the cash
rate 12 times (including 10 consecutive increases) from its
pandemic low of 0.1 per cent as it sought to keep rising
inflation under control.

The increases in interest rates were a necessary response
to the high inflation and low unemployment being
experienced in the Australian economy. However, some
economists argued that the increases were too fast. In
July 2023, AMP chief economist Shane Oliver noted “the
more you raise rates the more you could tip [the economy]
over the edge”.

In response to the interest rate increase in June 2023,
Treasurer Jim Chalmers warned “there will be a lot of
Australians who will find this decision difficult to understand
and difficult to cop”, urging the Reserve Bank to defend
its decision. For mortgage holders, monthly repa
on an average $600,000 mortgage increased
two-thirds (from $2,185 to $3,559 over the 1

sending many households into mortgage stress. Other
arguments suggested that the of increases did
not allow time for the changes
long and variable monetary pol

been moderat

om the government. To avoid an
ates or a downturn during the election

cted, and with official inflation rising above 40 per
Erdogan appointed a central banker who, in one
move, raised interest rates from 8.5 per cent to 15 per cent,
sending the economy into a sharp downturn.

Cash rate
target (%)
18 r
17
16
15
14
13
12
11
10
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1995
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Source: Reserve Bank of Australia

2010
2015
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Figure 15.5 — Australian cash rate
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Monetary policy was made very expansionary in response to COVID-19. Even before the
onset of the pandemic, the cash rate target had reached historically low levels in response
to a period of weak growth and low inflation. Since the pandemic placed substantial
downward pressure on economic growth, inflation and employment, the cash rate target
was lowered further to 0.10 per cent, its lowest level ever. In addition, the RBA introduced
several unconventional monetary policy measures that further eased the stance of monetary
policy. All of this monetary support helped the Australian economy successfully recover
from the worst of the pandemic in 2020 and 2021. However, significant inflation pressures
emerged in Australia in 2022 and 2023 due to global supply chain issues arising from
the pandemic, the war in Ukraine, high levels of inflation overseas, labour shortages,
and strong aggregate demand — partly reflecting the extent of stimul rovided by
lifting

the cash rate above 4 per cent.

Overall, the RBA has generally been successful in controlli
However, prior to the COVID-19 pandemic, the RBA was cfigici or inflation being
too low and for making economic forecasting and policy

the pandemic, inflation remained below the RBA’s tar, und 1.6 per cent
from 2016 to 2019. Some commentators blamed thi ce of monetary policy
not being expansionary enough at the time. Others ar; he RBA’s policy stance
during COVID-19 was too expansionary and it ance” that the cash rate was
very unlikely to be raised until 2024 reflected Bad g ic judgment. These concerns
helped prompt the independent revie RBA released in 2023.

Monetary policy is tighten al with the inflationary consequences of the
Early 2000s iati exchange and the introduction of the Goods and Services

Mid-2000s i i erest rates as inflationary pressures emerge during the

e potential impacts of the global financial crisis on Australia sees
the cash rate to 50-year lows of just 3 per cent.

rate rising to 4.75 per cent by late 2010. The domestic recovery and strong
ining sector growth sees the RBA refocus on containing inflationary pressures.

Monetary policy remains expansionary for a long time period, against the backdrop
of low inflation and below-average economic growth. The cash rate target reached
a historic low of 1.5 per cent in 2016, where it remained until 2019.

Subdued economic conditions, modest employment growth and low inflation
motivated the RBA to ease monetary policy further. In 2019 the cash rate target
2019-2021 was gradually lowered to 0.75 per cent. Following the outbreak of COVID-19,
the RBA slashed the cash rate target to 0.1 per cent and introduced a range of
unconventional measures to strengthen the financial system and support growth.

The RBA responded to rising inflation by sharply increasing interest rates, earlier
than it had expected, with 12 interest rate increases between mid-2022 and
mid-2023, leading to a cash rate of above 4 per cent.
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There are five main factors that help to explain the stance of monetary policy:

1. The low inflation objective: Both the government and the Reserve Bank are
committed to maintaining the RBA’s inflation target — an average rate of inflation
between 2 to 3 per cent. Monetary policy is the major tool used to achieve this
outcome.

2. Inflationary expectations: One key element in the government’s strategy of
achieving low inflation is reinforcing expectations of sustained low inflation. If
inflationary expectations remain low, businesses will plan lower price increases and
unions will seek lower wage rises. The RBA will raise and maintain high interest
rates if necessary to reduce inflationary expectations.

3. Labour costs: Future interest rate movements are dependent upon movements in
the level of inflation, and one of the most significant determinants of inflation is th
cost of labour trends in productivity growth. The best indicator of wages growt
the Wage Price Index released by the Australian Bureau of Statistics (ABS).

4. The RBA remains committed to achieving low unemployment and

economic prosperity. The level of growth and unemployment are a
indicators of whether the economy is close to its supply constraint. I
is operating at a point that is close to capacity (that is, close

economy means that
ary policy settings. For

interest rates to prevent a downturn. Mor!
in global financial markets for a
economic volatility so that it

1 Examine recent ¢ the stance of monetary policy in Australia.

2 For each
response (

scenarios, propose an appropriate monetary policy
our decision).

b) A recess$ion overseas causes the Australian dollar to depreciate and
in es domestic unemployment.

3 Explain how wages growth may impact monetary policy decisions.
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chapterdiliET: S

1 Monetary policy involves actions by the Reserve Bank of Australia to
influence the cost and supply of money and credit in the economy, in order to
achieve the government’s policy objectives.

2 Monetary policy is the main macroeconomic policy instrument used to
influence the level of economic activity in the short to medium ter

3 The objectives of monetary policy are low inflation and maintai
employment — with an overarching purpose of promoting egéhomic prospgfity for

4 Like many other industrialised nations, Australia ion-targeting
monetary policy regime in the early to mid-199
successful in sustaining low inflation and relativ

5 The objectives of monetary policy are flict, since faster economic
growth and job creation tend to be associ i

6 Monetary policy is implementeg
the purchase and sale of secon@
Bank in the short-term

government securities by the Reserve
for the purpose of influencing interest rates.

7 When the RBA sells
reduces the supply , ang this results in higher interest rates. The RBA
implements this polic iWants to slow down the level of economic growth
and reduce ififlationary p res. Alternatively, if it wants to accelerate growth,

ernmght securities, increasing the supply of funds and reducing

rs the Reserve Bank has deployed several unconventional
policy measures to support growth, stabilise financial markets,

conventional monetary policy measures (interest rates) have reached
its of their effectiveness.

erest rate changes affect the economy through the monetary policy
transmission mechanism, in which lower interest rates encourage increased
consumer spending and business investment, raising the level of aggregate
demand. Higher interest rates dampen aggregate demand by discouraging
consumer spending and business investment.

10 In making monetary policy decisions, the RBA’s Monetary Policy Board
considers a number of economic indicators that are likely to affect its policy goals
over the coming year, including inflation, inflationary expectations, wages growth,
the rate of economic growth, the unemployment rate, interest rates overseas, the
exchange rate and the balance of payments.
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I - T Clireview

1 Define monetary policy.
2  OQutline the broad objectives and overarching purpose of monetary policy.

3 Identify what is meant by inflation targeting and why it has been implemented
in Australia.

4  Explain what is meant when we describe Australia’s inflation target as a
flexible target.

5 Identify the economic indicators monitored by the government and the Re e
Bank to determine whether a change in monetary policy is necessary.

6 Explain how the RBA conducts domestic market operations.
7  Outline what action the Reserve Bank would take if it wanted to:
a) tighten monetary policy
b) loosen monetary policy
8 Discuss how changes in interest rates influence th economic activity.

luenced the conduct of

317



Mlcroeconomlc
and Environmenta
Policies

16.1 Microeconomic policies and aggregate supply

16.2 Microeconomic policies and individual industries 6
16.3 Environmental management policies

16.1 Microecono
aggregate

Microeconomic Microeconomic policies are actions takep by governments to improve the efficiency of
policies are firms and industries in ordéf to maximise the amount of output that can be produced
government actions from the scarce resource
that aim to increase the government’s long-ter

in an economy. Microeconomic policies are central to

aggregate supply and reducing the gxtent to w nflation and external imbalances constrain economic
byllmprovmg the growth.

efficiency and

productivity of Microecong ies so important because many of Australia’s economic problems

ctural factors. Macroeconomic policies can only manage the level of

producers and
industries.

in the short term. Interest rate changes and automatic stabilisers cannot
ctural issues in Australia such as labour market skill shortages or
g our energy and transport systems. Lifting Australia’s longer term growth
tural changes to increase productivity in existing industries and help Australia
successfully to new industries, such as fast-growing knowledge-based services and
eenrenergy. Microeconomic reforms include tax reform, improving the education system

and supporting investment in technology infrastructure.

Microeconomic policy is different

General price level
AD AS

from macroeconomic policy because
microeconomic policies influence supply
rather than demand. It is therefore
sometimes called supply-side economics.
The wultimate focus of supply-side
economics is to increase aggregate supply,
which shifts the aggregate supply curve
to the right — the result is that more |
goods and services are provided at lower !

prices. This is shown in figure 16.1. :

Policies that focus on increasing the level 0 Y Y Total output

of aggregate supply do so by improving
the competitiveness, productivity and Figure 16.1 - Increasing supply as a result of

efficiency of Australian industries. microeconomic reform
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Microeconomic policies are closely associated with structural change. Structural change

e . . . Structural change
refers to shifts in the pattern of production that reflect changes in technology, consumer involves shifts in the

preferences, policy, global competitiveness and various other factors. It results in the pattern of production
decline of products, processes, and even industries, while facilitating the emergence that reflect changes in

of others. Microeconomic policies promote structural changes and help the Australian e elEs i BRI Es

. . . .. . preferences, global

economy respond more effectively to changing economic conditions by making product competitiveness and other
and factor markets work more efficiently. Product markets include the market for goods, .
such as motor vehicles, and services, such as transport. Factor markets are markets for products, processes and
the inputs to production, such as the labour market and financial markets. Markets work even entire industries

efficiently when goods are produced at the lowest cost, and resources flow to areas where disappearing, while
others emerge and

they have the highest value. ¥ :
scome more prominent.
The structure of the Australian economy has changed in recent decades because of
improvements in technology, increased trade, changes in patterns of consumer preference
and the implementation of wide-ranging microeconomic policies between the early 19,
and the beginning of the 21st century. For example, figure 16.2 shows a significant s
the allocation of resources in Australia away from manufacturing and towards ¢
sector since the 1980s. As we will see in the next section, long-term trends e at

partly explained by the impact of microeconomic policies.

Gross value added by industry
1980
Government administration,
/ education & health 19%

Government administration,
/ education & health 17%

Agriculture, forestry
& fishing 4%

Mining 15%

ufactufing 15%

Manufacturing 6%

xpenditure and Product, Australia (Cat. no. 5206.0)
Note: Figures do not neces cent because of rounding.

trial structure of Australia’s economy

Microeconomi says'product and factor markets will generally be more efficient if
etition between private businesses, and the market forces of supply
o operate with fewer distortions, either from government policies or
anti-competitiveffnarket conduct. For example, electricity is a major input to production
or households. The price of electricity is highly regulated. This may lead to
lower prices for households in the short term but lower investment in new energy generation
facilities in the long term, if investors expect that price regulation will lead to lower profits.
Underinvestment in energy generation infrastructure could lead to less reliable energy
supply, lower productivity and higher energy prices. Some advocates of microeconomic
reform regard price regulation in the electricity sector as a distortion of market forces that
should be removed. Others, however, regard such regulation as necessary to prevent large
energy firms from exploiting their market power and extracting excessive profits.

Microeconomic policies can operate on different levels, from decisions by an individual
government official about a single company to sweeping policies for entire industries.
The overriding goal of microeconomic reforms is to encourage the efficient operation
of markets — to lift productivity, improve flexibility and responsiveness to change,
and encourage Australian firms to take on “world best” practices in order to increase

aggregate supply. m
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Allocative efficiency
refers to the economy’s
ability to shift resources

to where they are most
valued and can be used
most efficiently.

Technical efficiency
refers to the economy’s
ability to produce the

maximum level of output
from a given quantity of

inputs.

There are three dimensions to improving the efficiency of markets: allocative, technical and
dynamic efficiency. However, many microeconomic policies will have impacts on all three
aspects of efficiency simultaneously, potentially blurring the distinctions between the concepts.
For example, past reforms to Australia’s telecommunications industry have increased
competition, forcing companies to become more technically efficient to maintain and
improve market share. The forces of competition have also encouraged innovation and
dynamic efficiency, attracting more investment to the telecommunications industry (a sign
of allocative efficiency). Nevertheless, it is useful to identify the specific ways in which

ALLOCATIVE EFFICIENCY

By minimising the distortions to the market economy (such as the impa
regulations, tax loopholes, subsidies and anti-competitive behaviour),

pay, and that capacity to pay will reflect relative efficiency and v
efficient producers stand to make greater profits from pro i
ructural change

ive behind tariff barriers
vithout protection.

$ $
$

The finance and insurance industry achieved
higher multifactor productivity growth (measured
across both labour and capital inputs) than most
other sectors in Australia during the period from
1997 to 2022, recording average annual productivity
increases of around 1.5 per cent. In contrast,
average annual productivity growth in Australia’s
manufacturing sector was around 0.4 per cent over
esthem more competitive in  the same period. Industry changes that contributed
nd global product markets. to increased productivity in the finance sector
include online banking, the automation of information
processing, closures of local bank branches and
reduced staffing, offshoring of some processing
functions and organisational restructuring. Policy

ses operating in a competitive
et therefore have very powerful
financial incentives to maximise

technical efficiency. They will be more
inclined to adopt the latest production
technology and use the least-cost
combination of resources to produce.

decisions and structural changes in past decades
contributed to these changes, including deregulation,
privatisation and increased competition for traditional
financial institutions.

Dynamic efficiency
refers to the economy’s
ability to shift resources

between industries in
response to changing
patterns of consumer
preferences.

DYNAMIC EFFICIENCY AND INNOVATION

Dynamic efficiency means that producers are able to respond quickly to changing patterns of
demand in both the domestic and global economy. For example, a dynamically efficient car
manufacturer would be able to shift relatively quickly from producing petrol cars to producing
electric vehicles as consumers become more concerned about fuel emissions. In addition,
producers who are dynamically efficient are able to adopt new technologies and innovative
business practices. One of the major ways in which microeconomic reforms can increase
dynamic efficiency is by increasing the level of competition in industries, which will tend to
force producers to be more responsive to changes in demand and supply.
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1nd1v1d.ual m1.croecor10m1c .reforrns hax.re affected the .allocatwe, technical and MICROECONOMIC REFORM
dynamic efficiency of specific sectors in the Australian economy. POLICIES

In the following section we look at industries and how they have been affected

Deregulation

by a range of microeconomic policies, including deregulation, reforms to
public trading enterprises and competition policy. In section 16.3 we look at
the national and global context for environmental management. Although the | Competition policy
ultimate objectives of environmental policies are different to microeconomic

Reforms to public trading enterprises

Environmental management

policies, they are included in this chapter because of the similar way in which
they affect households, businesses, industries and the economy. Moreover, Reducing protection - see chapter 6
climate change, and policies introduced in response, will likely cause the most | Tax reforms — see chapter 14
influential structural changes to the economy over the coming decades. It | | apour marke fms — see chapter 17
is also important to note that as well as the policies covered in this chapter,
examples of other microeconomic policies are provided in several other chapters

in topics 3 and 4.

1 Define microeconomic policy.

2 Describe the THREE different types of efficiency that microec ic p
aim to improve.

3 Explain how microeconomic policies promote or respo stri al change
and increase aggregate supply.

16.2 Microeconomic golicies and
individual indust

Deregulation

Deregulation involves the simp on or removal of rules that constrain the operation
prove the efficiency of industries. The process of

deregulation has driven extenSivestructural change in many industries.

owth, and investors can easily and confidently invest their savings in
onomic policies in the financial sector in the 1980s aimed to make

Reserve Bank’s direct monetary controls over banks, which gave them more autonomy
to set interest rates on their deposit accounts and loans consistent with market forces.
The second was the removal of barriers to foreign banks entering the Australian market.

Financial deregulation has resulted in a more competitive environment for many financial
services. The benefits of a more competitive financial sector are spread across the entire
economy, as consumers and businesses pay lower prices to access finance that is better
geared to their needs. Better access to finance can facilitate more consumption by
individuals and more investment by businesses.

The global financial crisis of the late 2000s resulted in some businesses in the financial
sector collapsing or being acquired by other businesses, reducing competition in the
financial sector. In many countries, the financial crisis was also blamed on governments
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having gone too far in deregulating the financial sector, allowing banks to take too many
risks with depositors’ money. This highlights the need for a balance between the goals of
efficiency and competition (which generally favour deregulation) and the goals of consumer
protection and financial system stability (which generally favour regulation).

Finding this balance was the overarching aim of the Financial System Inquiry (also known
as the Murray Review), a policy review of Australia’s financial sector conducted in 2014.
It led to an increase in the minimum capital requirements for banks to make them more
resilient to future financial crises. It also resulted in the removal of rules imposing tougher
capital requirements on smaller banks compared with larger banks. The increased capital
that was built up in Australian banks as a result proved useful during the COVID-19
crisis, as banks were well-positioned to support lending to businesses duri

e economic

recommendation from the inquiry).

Tensions between consumer protection and efficiency

f dishonest practices,
tracts, and widespread

levels in financial institutions, and major flaws 1
Australian Securities and Investment sio

urrent laws and regulations remain largely
stricter enforcement and harsher penalties.

use of concerns that introducing more regulations might make
credit in Australia, especially for small businesses.

in the agricultural sector has created more competition in markets for farm
In the past, single government-owned businesses or industry cooperatives had
monopoly on buying farmers’ produce in areas such as dairy, wheat and wool. With
deregulation those monopolies ended, and farmers were given new incentives to innovate
and diversify their outputs. Combined with tariff reductions, these changes transformed
Australia’s agricultural sector from a highly regulated industry to one of the least regulated
agricultural industries in the world. Australia’s agricultural output expanded significantly
in the years after deregulation. Nevertheless, over the past two decades, growth in
agricultural productivity has slowed considerably. Average annual productivity growth in
the broadacre agricultural industry (all agriculture production except for dairy products)
has been sluggish since the start of the 21st century. In contrast, annual average growth in
agricultural productivity was around 2 per cent over the second half of the 20th century.
Evidence from the Australian Bureau of Agricultural and Resource Economics and Sciences
suggests that this decline can partly be attributed to deteriorating climate conditions.
Recent productivity estimates that attempt to account for climate conditions (both short
term and long term) are higher than the unadjusted estimates that do not account for
changes in climate, although the difference is relatively small.
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=
Transport industries

Transport industries are crucial to Australia’s economy because of the large distances within
Australia, and between Australia and other nations. Two key examples of deregulation in
Australia’s transport industries are:

1 Australia’s domestic aviation industry is dominated by two airline groups: Qantas/
Jetstar and Virgin Australia. In some respects, its structure is similar to when the
sector was deregulated in 1990, abolishing the official Two Airline Policy in place
since 1952. Several airline businesses have entered the Australian aviation market
since 1990, but have struggled to compete against the major carriers. Two smaller
airlines, Rex and Bonza (which commenced operations in 2023), mainly compete on
regional routes. According to a 2023 report from the Australian Competition and
Consumer Commission, a lack of competition helps explain why Australia’s aviati

prices and service quality). The Government’s Aviation White Paper, expect
2024, aims to strengthen competition and improve outcomes for cons

2 Rail: The efficiency of the rail freight industry has undergone signi
over recent decades. In 1997, the Commonwealth and state governme
the Australian Rail Track Corporation (ARTC) to manage t
national interstate rail network. The ARTC sells access to pri
businesses such as Pacific National and oversees mainteaance ofigie network and

government,

however, does not guarantee efficient operations,
Inland Rail by Dr Kerry Schott, found the 1,

Telecommunications is an impor,
around 2 per cent of economi . The dominant role in the industry is still held
by Telstra (formerly a gove ed monopoly called Telecom Australia), but the
d competition lowered telecommunications costs
successfully competed in different product and service

rvice providers, mobile carriers and providers of business

to separate the wholesale business of providing access to the infrastructure from the retail
businesses that offer telecommunications services to households and businesses. The goal
of these changes was to improve access in order to increase competition among retailers

while also making high-speed internet access more widely accessible.

Effective regulation

Effective deregulation involves striking a balance between competing policy goals. Excessive
regulation can increase costs, reduce investment, discourage new market entrants and
ultimately lower economic growth. On the other hand, excessive deregulation (or to put it
another way, inadequate regulation) can lead to market failure (such as a lack of competition)
and economic instability. This tension is especially apparent in the finance industry because
financial crises have flow-on effects across the whole economy.



Australia in the Global Economy 2024

MAKING DIGITAL
GIANTS PAY FOR NEWS

CONTENT

One example of new regulation in
response to technology change is the
News Media and Digital Platforms

Australia has repealed many regulations that reduced competition, and most
comparative studies conclude that Australia has a less regulated economy
than most other advanced economies. Even so, many aspects of business
activity are regulated. Environmental regulations play a significant role in
the agricultural and mining industries. Construction, energy and transport
have comprehensive safety regimes. Pricing and investment decisions are
overseen by regulators in industries such as electricity, gas, water, postal
services and telecommunications — as these industries are dominated by

very large players that would otherwise have the ability to charge much
higher prices because of the lack of outside competition. Professional services

Mandatory Bargaining Code,
introduced in 2021. The code came
about in response to the 2019 ACCC
Digital Platforms Inquiry, which found
that tech giants had substantial market
power in the supply of internet search
advertising services (Google) and
supply of display advertising services in
Australia (Facebook). These businesses
make significant profits from users
consuming content on their platforms,
while the cost of creating this content
is being borne by media companies.
Their substantial market power has
created an imbalance in bargaining
power between the tech giants and
news media businesses in Australia,
and has made it unsustainable for
media companies to invest in quality
journalism, which is essential for a
healthy democracy. Facebook fought
against the regulation, initially blocking
publishers and people in Australia
from sharing local news content on its
platforms. After a public backlash and
last-minute changes to the regulations,
agreements were reached for t
digital platforms to pay more for t
content that they were using on thei
sites to generate internet t
advertising revenue.

industries, such as law and accounting, exist in part to businesses

comply with and navigate regulation. When new areas of
such as ridesharing services offered by Uber, homesharin

see new regulations for
verative artificial intelligence
products such as Open
bring harmful economg

brms to public trading enterprises

oeconomic policies have promoted efficiency in public trading
tetprises (PTEs) — also known as government business enterprises —
through two main approaches: corporatisation of PTEs and privatisation
of PTEs.

() ratisation of PTEs

Corporatisation aims to encourage PTEs to operate independently from the government, as
if they are private business enterprises. This involves eliminating political and bureaucratic
supervision and making public enterprise managers accountable for enterprise performance.
Corporatised public enterprises attempt to achieve a rate of return on assets comparable
to private sector companies, and they often operate in competitive markets (although in
some cases they continue to operate as regulated monopolies). In doing so, they must
still comply with competitive neutrality laws that try to ensure that PTEs do not receive
artificial competitive advantages over private businesses just because they are publicly
owned. Examples of PTEs that have been subject to corporatisation are Australia Post,
Energy Australia and the Sydney Water Corporation.

Examples of privatised
public trading
enterprises are:

Privatisation of PTEs
Telstra, Qantas, GIO,

Commonwealth Bank,

NSW Ports, Queensland
Rail, Victorian electricity,
state banks and airports.

Privatisation takes corporatisation a step further by selling off PTEs so that they do in fact
become private enterprises, either in whole or in part. Australia has undertaken extensive
privatisation in recent decades, and the total value of privatised businesses is among the
highest in the world. The most recent major privatisation by the Federal Government
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was health insurer Medibank Private, which after 38 years in government ownership
was sold for $5.6 billion in 2014. In recent years, state governments have also privatised
assets to free up capital for other purposes, such as transport projects. For example, the
NSW Government’s $20 billion privatisation of its electricity “poles and wires” business
in the 2010s helped to fund several transport infrastructure projects, including a second
harbour rail crossing, a light rail project and extension of Sydney’s North West Rail Link.
Governments have implemented privatisation with the aim of raising one-off revenues,
increasing competition, encouraging more rational management and pricing behaviour,
and forcing businesses to become more efficient.

In a departure from the trend of privatisation, in 2009 the Federal Government established
a new public trading enterprise to build and operate an optical fibre telecommunications M aiional Competition
system, the National Broadband Network (NBN). The final cost of building the network Policy 's an agreement
between Australia’s
Commor wealth and State
govcriiments signed
in 1995 to encourage
legislation to prevent the future privatisation of two state-owned corporatio ; Licroeconomic reform
Water and Hunter Water. throughout the

Australian economy.

was $51 billion. The NBN company is one of the largest in the Australian economy. It i
expected to be privatised at some point in the future. Another example against the tre
of privatisation came in 2023 when the new Minns Labor Government in NSW e

National Competition Policy

Competition policy aims to promote competition in markets so that fir

efficiency and lower prices for consumers. Australia’s laws reg i BUSINESS PRACTICES
OUTLAWED BY THE
COMPETITION AND
CONSUMER ACT

nments also agreed to INCLUDE:

ises an advantage

petitive neutrality” e Monopolisation: when a firm

principle). The national competition w: stralian Competition uses its dominant market position

and Consumer Commission (AC lished. The ACCC actively to eliminate competition, such as

, its investigations of breaches through temporary price cutting.

¢ Price discrimination: when a
firm sells the same type of good
or service in different markets at
different prices (for reasons not
related to different costs, such as
for transport).

enforces Australia’s competition

of competition and consum laws led to $230 million in penalties

e Exclusive dealing: when a firm
sets conditions for supply that
exclude retailers from dealing
with other competitors.

competitio ay sometimes mean that in order to achieve international * Collusion and market sharing:

competitiveness, it may be necessary to reduce the number of firms in an industry. when firms get together to fix

Those remaining firms can then operate on a larger scale and achieve the lowest prices or agree on a market

possible long-run average costs of production. sharm.g arrangeme.nlt fleiisceees
effective competition between

A review of competition policy led by Professor Ian Harper (the Harper Review) firms.
in 2015 recommended that competition principles should be incorporated into

a wider range of government regulations, procurement and service delivery

systems, and extended to human services such as health and aged care. A Productivity
Commission report concluded that with the public sector spending around $200 billion
per year on human services, significant improvements in economic outcomes could be
achieved by extending competition laws to social housing, public hospitals, services in
remote Indigenous communities, and family and community services. The Harper Review
concluded that implementing its reform could boost economic growth as much as the first
round of competition policy reforms in the 1990s.
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QO

N

For more information

on microeconomic

policies, visit the following
websites: www.pc.gov.au
(Productivity Commission),
www.accc.gov.au
(Australian Competition and
Consumer Commission).

Outline some areas the
Productivity Commission
has investigated

for possible future
microeconomic policies.

While many of the Harper Report recommendations were not implemented, several
changes were made to Australia’s competition policy regime in 2017, principally by
expanding the laws on misuse of market power. Businesses must not misuse their market
power to reduce competition in the market by lowering prices, refusing to supply goods
or services or other behaviours. Previously, regulators had to prove that a business actually
intended to harm competitors in order to convict it of misusing market powers; under
the new law, regulators now only have to establish that the business practice in question
had the effect of harming competition. “Concerted practices” were also banned; they
include actions such as sending price information to competitors, even if there is no formal
agreement to collude to raise prices.

Future of microeconomic policy

been achieved in the past two decades, as the policy focus e towards

macroeconomic concerns such as managing the mining boom, ancial crisis,

implementing microeconomic reforms has become a ifficult proposition for
governments.

A key focus of the reform agenda in more recent

of “seamless national economy” reform
and Gillard Governments beg#een 2007

Many other major reco ns made by policy reviews over the past decade have
not been implemented.
the recovery phas

and businessg@gtlati i@1ncluded replacing the long-standing Council of Australian
a National Federation Reform Council (NFRC) that would
success of the “National Cabinet” that brought the federal and state
her in their response to COVID-19. This was celebrated at the time

ing in health care, schools, pharmacies and stamp duty on residential property.

In 2016, the Australian Government commissioned the Productivity Commission to
publish a report every five years that assesses Australia’s productivity performance and
recommends productivity-enhancing microeconomic reforms. The first report, Shifting the
Dial, was published in 2017. In 2023, the Productivity Commission published the second
report in the series, Advancing Prosperity. It concluded that efforts to increase productivity
should focus on Australia’s services industries. Among its 71 specific recommendations
are microeconomic reform initiatives in the following areas:

e harnessing data and digital technologies, such as providing better access to digital
infrastructure (fast internet) in regional areas, and promoting the diffusion of new
knowledge and data by, for example, making it easier to use intellectual property
that provides significant value to society.

e education reforms, such as improving schools’ capacity to provide foundational
skills for Australia’s future workforce (including digital skills), increasing access
to and quality of tertiary education (university and TAFE) via regulation and price
incentives, and supporting lifelong learning by workers to improve the adaptability
of the workforce
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e economic dynamism reforms, including encouraging entrepreneurship, promoting

investment in key areas by making land zoning more flexible, appropriately

charging motorists for using roads, improving competitive pressures in highly
regulated sectors (especially health services), and restructuring the tax system to

make it productivity-enhancing.

e various climate change mitigation and adaptation reforms to improve Australia’s

future productivity performance

e non-market reforms such as making health services more integrated, patient-centred
and data-driven, and increasing the allocative efficiency of public infrastructure

funding.

The latest report also emphasised that the recommendations made by the first report,
which focused primarily on health policies, how cities operate, and how state and federal

governments work together, remain relevant and important.

Overall impacts

Microeconomic policies have generally been championed by Australian
because of their potential to lift economic growth and living standar
microeconomic reform has always been associated with shorter-term c
job losses, business closures and damage to regional economies
microeconomic reforms were met with strong opposition, especiall
that stood to lose out from the changes. Microeconomic policiesgdaexert

t, or $25 billion

policy reforms of the 1990s. This translated into
of around $1200 per person. These i
of increased productivity growth a

oductivity growth in sectors most
he years following implementation,
ial services in the 1990s. More
ton has argued that Australia’s poor
past decade highlights the need for more
The Productivity Commission estimated in
owth in the decade to 2020 had kept pace with
1.7 per cent compared to 1.1 per cent), gross national
uld have been 6 per cent ($4600) higher in 2020.

weak growth in labour productivity (as distinct from the
productivity of all combined factors of production). In the years leading up
to the COVID-19 pandemic, productivity growth in Australia fell sharply
to below the average rate in OECD countries. In a 2021 report, the IMF

as contributed to an
ing to the Productivity

“Although the past five years have been
an eventful period for the Australian
economy, the themes from Shifting the
Dial, and the 28 recommendations from
that report are, if anything, increasingly
relevant following the significant
COVID-19 disruptions of the past
2 years. However, overall, the dial has yet
to be shifted by government. As noted by
a number of submissions to this inquiry,
although some progress has been made
in terms of implementation, many
recommendations, including those with
potentially large economic implications,
are yet to be implemented, and none
have been fully implemented.”

— Productivity Commission 5-year
Productivity Inquiry: The Key to
Prosperity — Interim report no. 1

July 2022

attributed this to a decline in productivity-enhancing investments (in areas such as R&D

and information and communication technologies) and inadequate market competition
in key industries. The Productivity Commission, IMF and OECD have all recommended
that further reforms are needed if Australia is to return to the higher productivity growth
required to generate higher living standards. In a 2021 review, the OECD recommended
measures to strengthen competition and improve the operating environment for

businesses, reduce Australia’s reliance on tax revenue from income taxes towards more
use of consumption taxes, and take steps to reduce inequality in educational attainment.

327
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BENEFITS

Greater efficiency and
productivity growth

New business and job
opportunities

Higher economic growth
and living standards

Lower inflation

COSTS

Higher unemployment
in the short term

Closure of inefficient
businesses

Greater work intensity

Less equal distribution
of income

A major benefit of microeconomic reform is lower inflation, resulting from greater
competitive pressures and increased supply (both of which lower cost-push inflation) in
sectors affected by microeconomic reforms. The Productivity Commission has estimated
that since the early 1990s, rail freight rates have fallen by as much as 42 per cent, while
both port and telecommunications charges have dropped by up to 50 per cent. Other
Commission research has concluded that because of lower prices and higher wages, the
benefits of microeconomic policies have been relatively evenly shared between individuals
and businesses.

Microeconomic policies are not without critics. Some argue that poorly designed reforms
have simply replaced one problem with another. For example, the former chairperson

reforms have often benefited wealthy investors whlle costs
by lower-income earners. Indeed, this is often cited as a
to encourage globalisation, such as reduced trade
investment. Critics also question whether the producti

ple working longer hours
crease in labour productivity

for generating increased product1v1ty, QLOv th and living standards, each reform needs

to be evaluated on its own ot all reforms are effective. Designing and

tors of the Australian economy.

W microeconomic policies can lead to improved economic
ance in the long term. Identify any costs of microeconomic policies.

line THREE areas for future microeconomic policies in Australia and
xplain how they might boost economic growth and productivity.

16.3 Environmental management
policies

Environmental management policies are designed to address issues of environmental
sustainability. These include the preservation of natural environments, pollution and
climate change, and managing the use of renewable and non-renewable resources.

While environmental management policies often address different objectives than
microeconomic policies, they are included in this chapter because, in many ways, they have
a similar role in the economic policy mix. Like microeconomic policies, environmental
policies aim to influence the long-term behaviour of households, businesses and industries.
The two main policy tools for environmental management are regulations and market-
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based policies to influence behaviour and reduce environmental impacts. Like other areas
of economic policy, environmental management is guided by research bodies and by targets
set by governments, and is influenced by international agreements between governments.

Targets

The Australian Government uses many targets to guide its environmental policies.
Australia’s most important long-term policy target relates to the reduction of Australia’s
carbon emissions. This has proved to be the most difficult area of policymaking in the past
two decades in Australia, with several Prime Ministers losing office after a backlash over
their policies relating to energy prices and emission reductions. In 2022, the Albanese
Government legislated two emissions targets: a 43 per cent reduction on 2005 levels by
2030, and a reduction to net zero emissions by 2050.

Regulations

9

Environmental regulations are the traditional policy tool for achieving environm
sustainability goals. Regulations are laws or rules that govern economic 4

world, covering 344,400 km2 in area, with 3000
1625 types of fish, 133 types of sharks an

illion visitors each
year, which contributes ap $6.4 billion to the

economy each year.

The Great Barrier ring from the effects of
temperatures threaten the
latest five-yearly Great Barrier
raded the condition of the reef
poor”. In the previous five years, the
Itiple episodes of coral bleaching as a
at waves, as well as cyclones and crown-
of-thorns . Arecent aerial survey of the reef indicates
that around two-thirds of the reef has now suffered from
coral bleaching (around 1500 km of the total 2300 km length),
and it would take many years to recover from the death of
the coral, even without further water temperature rises.

In response to the recommendations for management
and protection made in a monitoring report from the
World Heritage Centre, the Queensland and Commonwealth
Governments committed to a 2050 Long-Term Sustainability
Plan, based on a two-year strategic assessment of the
reef, and provided $140 million in funding. Its priorities
include ecosystem health, biodiversity, heritage, water quality,

elements include:
e establishing the $40 million Great Barrier Reef Trust

e banning the disposal of material from capital dredging
projects within the Great Barrier Reef Marine Park, as
well as restricting these activities to limited surrounding
areas

e banning the disposal of material from capital dredging
projects within the Great Barrier Reef Marine Park, as
well as restricting these activities to limited surrounding
areas

¢ providing additional protections for turtles and dugongs
through anti-poaching laws, improved sustainability
agreements and funding to reduce marine debris

e reversing the decline in water quality associated with
agriculture, through $35 million in ongoing funding
and an additional $100 million over five years to
supportwater quality initiatives and scientific
research and to transition current business practices

¢ reducing the presence of the crown-of-thorns starfish to
support coral populations.

In 2022, the Albanese Government increased funding for the
Reef 2050 Plan which supports marine ecosystem research
and crown-of-thorns starfish culling programs, more
sustainable farming and fishing practices, and protection
efforts for turtles, dugongs and dolphins. Overall, the federal
and Queensland Governments are jointly investing a total of
$2 billion to protect the reef.
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mining techniques. In Australia, environmental regulations can be made by local, state
or federal governments, or by their agencies.

Some regulations impose requirements that the quality of goods meet environmental
standards. For example, the Fuel Quality Standards Act 2000 regulates the quality of fuel
for Australia. The aim of the legislation is to reduce the levels of pollutants and emissions
from fuels that may cause environmental and health problems.

Regulation can require firms and individuals to follow certain environmental procedures. For
example, the Environment Protection and Biodiversity Conservation (EPBC) Act provides
a framework for the protection and management of matters of national environmental
significance. This includes the protection of World and National
Commonwealth marine areas, nationally threatened species and ecolo,

state and local significance. In response to the 2021 five-yearly
Report, which found a significant deterioration in many asp

Broader regulatory frameworks can also relate to e
investigations undertaken by the Australian
in 2023 published a report, Greenwashing by
concerns about claims that businesses make a the ¢nvironmental impact of their
products and services. Of the 247 busig
concerns”, including vague statement

, 57 per cent made claims that “raised
idence or using third-party symbols
or certifications in a confusing way.

pter 12, many environmental problems arise because of market failure.
asts (or benefits), known as externalities, are borne by all of society and

igh. Figure 16.3 shows the demand and supply for goods with negative
ental externalities.

. S:
Price ($) S (social cost) Price ($) ?
S1
S (private cost) <
P3
Ps P :
2 Size of tax
Pm
P
D
D
q q i
S m  Quantity s 9m  Quantity
Where: Pm = market price
Ps = socially optimum price Where: P1P3 = amount of tax
9m = market quantity 9m = market quantity
s = socially optimum quantity 9s = socially optimum quantity
Figure 16.3 - Negative externalities Figure 16.4 - Taxing the externality
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A market-based response to this scenario would be to levy a tax or fee on production
that is approximately the same as the environmental costs associated with this economic
activity. This should move the supply curve to the left, increasing the market price and
reducing the amount consumed in the economy.

Figure 16.4 shows how a tax equal to the vertical distance between the curves shifts the
supply curve from S, to S, and influences the market. This is sometimes called “internalising
the externality” because it makes consumers and producers pay for environmental costs.
Likewise, governments can provide subsidies to consumers or producers to encourage
production of environmentally beneficial goods and services.

Governments generally prefer taxes over subsidies when they want to influence economic
behaviour. Although it is difficult to calculate the full cost of an externality, and therefore
to calculate the optimum tax rate to implement, there are other benefits to taxes
over subsidies. Taxes discourage environmentally damaging activities. They also raj
government revenue that can be used for other environmental programs. For exagaple,
through the Product Stewardship for Oil Program, the Government imposes a 8.5 cen

revenues constitute a varying proportion of government tax revenues in OE
ranging from less than 3 per cent in the United States to more than 11 per
Australia’s revenues from environmental taxes are around 5 per cent

Subsidies are grants provided by the government to producers with
costs of production and promoting environmentally beneficialg@@@yitiesgfor example, the

re direct forms of government
the Nature Repair Market
market, which would issue tradeable rojects that restore and protect
nature. This rewards landowners diversity, and enables businesses to

invest in nature repair.

Water management is anot
market-based reforms. A rece
water management e

co ed area of environmental policy that has adopted
ducivity Commission review found that governments’
reated clear property rights for water, established

policy challenges associated with growth in city populations and
change. It recommended changes to water management in urban

its first international water conference in 46 years to grow commitments to improve
management of water resources globally.
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CLIMATE CHANGE POLICIES

“Decarbonising” economies — that is, reducing the carbon
emissions from economic activity that contribute to climate
change - is widely regarded by economists as the greatest
economic reform challenge of the 2020s. Climate change
poses a profound threat to the global economy, the
stability of international relations and the environment.
As the Reserve Bank noted in 2019, climate change
threatens disruption to economic output through extreme
weather events as well as higher insurance costs, legal
risks and falling asset values. A 2023 IMF analysis of the
effects of climate shocks on inflation and growth found
that climate-induced natural disasters increase volatility,
in particular inflation shocks, that can harm all sectors of
the economy. Scientists are recording growing evidence
of rising sea levels, more intense droughts and floods,
and more extreme and unpredictable weather events.
Despite widespread agreement on the seriousness of the
threats from climate change, it has been very difficult for
governments around the world to agree on how to respond
and who should bear the costs of structural changes.

International agreements

The global threat of climate change was recognised in
December 1997 when 160 nations reached an agreement
in Kyoto, Japan. The agreement limited emissions of carbon
dioxide and other greenhouse gases. The Kyoto Protocol is a
international agreement that required industrialised countrj
to set internationally binding emission reduction targe
At the 2015 UNFCCC Conference in Paris, representatives
from nearly 200 countries made a commitme
“the increase in global average temperature

most dangerous impacts of climate ¢
reflected the difficulty in climate

high-income and developing
countries have large pel i
whereas developing co
of emissions an
their output
Agreement, e 020, is significant because, for
the first time, it includedé@eveloping nations such as China
and India, alongsi e United States (which withdrew
under President Trump, and then rejoined under President
Biden). The Agreement has mechanisms for transparency
and monitoring progress, but its weakness is that individual
countries set their own targets for emissions reduction. The
Paris Agreement came into force in November 2016, and
has 193 signatories. Its implementation received a setback
with the COVID-19 pandemic, with countries delaying
negotiations for the “rulebook” to guide individual country
actions.

Setting targets for emission reductions

A key part of international policymaking to reduce global
carbon emissions is that individual countries commit

to achieving specific targets. Australia has in the past
negotiated lower targets for emission reductions than most
other advanced economies, arguing that our reliance on
emissions-intensive industry and fossil fuels for energy has
made it more expensive to achieve ‘emissions abatement’.
This is because the cost of reducing each unit of emissions
in Australia is higher than in many other countries. Over time,
this has resulted in growing global criticism of Australia’s
efforts to address climate change - particularly due to

Australia’s opposition to stronger action i rnational

negotiations.

Australia’s emission reduction targets red onfthree

key dates:

e 2020 target: In the lead up to ia adopted
a target of reducing ca per cent on

2000 levels. This tar
and while Australia
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d a slower rate of growth
that emissions relating to
calculated and the success of the
Target which expired in 2020.

overnment) committing to a 26-28 per cent reduction by
030 on 2005 levels, while the Labor Party (in opposition)

on the election, and along with a large number of
Independent candidates (the “teal Independents”) and
Greens, advocated for a higher target. As a result, the
43 per cent target was subsequently passed into law
in the Climate Change Act 2022. The Independents
also successfully amended the law so that the 43 per
cent target is a minimum, that climate policies benefit
regional communities, and that advice is sought from the
Climate Change Authority before setting future targets.
The Climate Change Authority (CCA), an independent
government agency, had in 2015 recommended a 40-60
per cent reduction by 2030.

e 2050 target: Australia has committed to achieving
“net zero” emissions by 2050. This requires a reduction
of greenhouse gas emissions so that the amount
of greenhouse gases that the Australian economy
produces is the same as the amount we remove. In
2023, the Government also announced a new national
government agency, known as the “Net Zero Authority”,
to support the energy transition required to achieve
Australia’s net zero target and manage the ongoing
economic transformation.

Domestically, Australia’s climate change policies have also
faced criticisms from economists and business leaders
about the absence of an overall policy framework to
sustain long-term emission reductions since the abolition
of the carbon tax in 2013. Since then, Australia’s efforts
have depended on piecemeal measures that have been



criticised for relying too heavily on future technologies
and for expensive one-off measures such as through the
Emissions Reduction Fund. Other policy measures include
the Renewable Energy Target, investments in low emissions
technologies through the Australian Renewable Energy
Agency (ARENA) and the Clean Energy Finance Corporation
and the National Energy Productivity Plan.

Market-based policies

Individual governments have implemented a range of
market-based policies to meet emissions reductions targets.
The most well-known example in Australia was the Gillard
Government’s carbon pricing scheme in 2012. It put a price
on each tonne of carbon dioxide emitted as part of energy or
industrial production processes. Adding a price factored the
cost of carbon pollution into the cost of production, giving
Australia’s 500 largest polluters a financial incentive to switch
to comparatively cheaper, lower-emissions processes. The
carbon price was initially fixed and was due to be replaced
by a “cap and trade” emissions trading scheme (ETS).
In 2014, the Abbott Government abolished this scheme,
arguing it was adding to business and household costs and
damaging economic growth.

Emissions trading is used across the world, including in the
EU, China and New Zealand. Under an ETS, businesses are
issued permits, or need to buy permits, for the emissi

inesses to develop
), reduce emissions.

Australia’s emissions reduction policy
alition Government was the Emissions

production processes, at the lowest cost of abatement,
a process overseen by the government’s Clean Energy
Regulator. The lowest-price emissions were purchased
by the government via an auction where firms bid to sell
their projects to reduce emissions at the lowest price. After
15 rounds of auctions, the Emissions Reduction Fund had
purchased 217 million tonnes of CO, abatement. Uptake of
the policy declined over time as low-cost opportunities for
abatement were exhausted.

A second element of the scheme was the “safeguard
mechanism” — a baseline level of emissions top polluters
could not exceed or had to account for. This baseline and
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credit scheme is a market mechanism but not an emissions
trading scheme. In 2023, the Albanese Government
reformed the safeguard mechanism, with the goal of
improving its effectiveness. From July 2023, top polluters
across mining, manufacturing, transport, oil, gas and waste
are required to gradually reduce emissions in line with
Australia’s emissions reduction targets. Firms must reduce
their absolute emissions in line with a maximum annual cap
that will decline over time.

“In Australia we have put in place a number of
arrangements to reduce eni ns, including:
regulation, subsidies, emissi i schemes

incentive to reduce
prices ...

Policy makin
Australia’s
can be. It i difficult when many forces

the best outcome for the

ecent change of heart among business
ecause the world has moved in such a way

are baulking at, or charging a premium for, new fossil
fuel investments, and most fundamentally renewable
energy sources are now plainly cheaper than using
coal or gas.”

— Dr Steven Kennedy, Secretary to the Treasury,
20 July 2022, Speech to the University of Sydney —
Celebrating 100 years of Economics

Regulations

Regulations also act to ensure that newly produced goods
meet environmental standards that are consistent with
Australia’s aim to reduce greenhouse gas emissions. For
example, in 2007 Australia banned older-style incandescent
light bulbs, replacing them with more energy-efficient options
such as fluorescent and LED bulbs. In 2010, planning laws
in several states were changed to require newly constructed
homes to comply with six-star energy ratings involving
improved insulation, water recycling and other features.
Government policy decisions around agriculture, mining
and transport also have major effects on carbon emissions.
As part of a broader package of climate change policies,
the Albanese Government has committed to applying new
standardised reporting requirements for climate risks and
opportunities for large businesses.

State Governments are also acting to address climate
change through regulatory measures. For example, the NSW
Environmental Protection Agency released its first climate
change policy and action plan, which signals stronger
regulatory action to facilitate the state government’s 2050
net zero commitment.
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MURRAY-DARLING BASIN

Australia’s Murray-Darling Basin is one of the world’s largest river systems. It covers 14
per cent of the country, spanning from Queensland through NSW and Victoria to South
Australia, and provides water for two million residents, industry and agriculture. But
for decades, the government has faced challenges in managing the basin because of
competing economic, social and environmental interests, and recurring water shortages.

By the beginning of the 21st century, conflicts between water users were taking a toll on
the basin’s health, and not enough water was reaching downstream users. The Murray-
Darling Basin Authority was formed in 2007 to take responsibility for the basin. In 2010
it released the Murray-Darling Basin Plan, aiming to return up to 4000 gi s of water
to the basin to improve the health of the river system. The plan was i
claims that the plan could reduce agricultural production, increase,un

water licences, a market scheme where water users suchifas far anVoluntarily sell their
licences to the government. Instead of drawing the w asin, the government
‘uses’ these licences to ‘return’ water to the enyi

Known global pollution problems is the depletion of the ozone layer
ayer that filters out dangerous ultraviolet radiation). This is related to

00’ According to the United Nations Development Programme, over 98 per cent of
zone-depleting substances were eliminated between 1987 and 2014. As a result, scientists
predict that the ozone layer should recover to pre-1980 levels between 2050 and 2065.

A number of other international environmental agreements are also in force. In many cases,
international agreements are required to prevent the overuse of common international
resources. This is an issue known as the tragedy of the commons. For example, the
United Nations Fish Stocks Agreement, to which Australia is a signatory, was developed
to ensure the long-term conservation and sustainable use of highly migratory fish stocks.

In 2023, an international agreement was reached for a new treaty to protect the seas and
oceans outside country boundaries, which cover 60 per cent of the earth’s surface. This
agreement was supported by Australia and will establish Marine Protected Areas (MPAs)
and processes for environmental impact assessments.
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Australia’s participation in international treaties

Microeconomic and Environmental Policies

The CITIES Convention on International Trade in Endangered Species of
Wild Fauna and Flora

1976

The Vienna Convention for the Protection of the Ozone Layer

1987

The Montreal Protocol for Chlorofluorocarbon Control

1989

The Convention on Biological Diversity

1993

The Convention to Combat Desertification, to address land degradation
in the world’s drylands

2000

The Stockholm Convention for the protection of human health and the
environment from organic pollutants

2004

The Kyoto Protocol on climate change

The Paris Agreement on climate change

management policies.

2 Explain the tools available to policymakers to achieve
sustainability.

3 Analyse the role of market-based environme
improving the economy’s environmental s
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chapterdiliET: S

1 Microeconomic policy is action taken by government to improve resource
allocation between firms and industries, in order to maximise output from scarce
resources and promote structural change. Microeconomic policy can help to
accelerate the process of structural change by making the economy able to move
factors of production from one area to another more quickly.

2 By reducing costs and increasing efficiency, microeconomic poligies s have
the effect of shifting the aggregate supply curve to the right s t re gobds
and services are produced at lower prices.

3  Since the 1980s, microeconomic policy has played an i the
economic strategy of successive governments. Mi i y is more
effective than macroeconomic policy in addressifig lon ructural

problems in the economy.

4  Microeconomic reform improves the effigi€ ation of markets on
the supply side of the economy. This res improvement in allocative
efficiency, technical efficiency andgdlyna efficiency.

had both positive Ve consequences.

6 Reforms to public tra terprises have included corporatisation,
putting the o isations a¥arm’s length from government so they run like private
sses, andgprivatisation, which involves selling the business to the

mpetition Policy reforms introduced since 1995 have increased
ompetition across many sectors of the economy. The rules for

ost economists agree that microeconomic policies have contributed to
Australia’s improved economic performance since the 1980s, with higher levels of
productivity and economic growth and lower inflation and unemployment.

9  Environmental sustainability has been increasingly recognised as an important
policy objective in the context of managing the economy. Environmental
management policies such as targets, market-based policies and regulations
aim to improve the environmental sustainability of the Australian economy.

10 The highest priority environmental issue is climate change, with economies
across the world transitioning towards a “net zero” carbon emissions goal.
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I - T Clireview

1 Explain how microeconomic policies aim to increase economic growth.

2 Discuss how microeconomic policies contribute to greater efficiency in
the economy.

3  With the aid of a diagram, explain how microeconomic policy influence
aggregate supply in the economy.

4  Outline the main areas in which the government has implemente
microeconomic policies.

5  Outline how and why the government regulates specific secto

6 Explain what is meant by deregulation. Using two spgcific e lesydiscuss the

benefits of deregulating major industries.
7  Examine the benefits and costs of microecon@fig,polic

Describe THREE environmental manage
in Australia.

nt p s that have been implemented

9  Evaluate the effectiveness of regulati
achieving environmental sustainability.

mpared with market-based policies in

10 Ouitline the influence of
management in Australia

international agreements on environmental
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17.1 |Introduction

17.2 The role of national and state workplace systems
17.3 Australia’s wage determination system

17.4 Dispute resolution

17.5 Decentralisation of the labour market

17.6 Education, training and employment programs

17.7 Evaluating labour market outcomes in Australia

17.1 Introduction

Labour market policies
are microeconomic
policies that are aimed at
influencing the operation
and outcomes in the
labour market, including
industrial relations policies
that regulate the process
of wage determination as
well as training, education
and job-placement
programs to assist the
unemployed.

debate since Federation in 1901.

17.2 The role of national and state
workplace systems

Australia has traditionally regulated its labour market through a mix of federal and
state laws, with significant overlaps between the different systems. This is because the
Australian Constitution does not give the Commonwealth Government the power to
directly legislate over the labour market — instead, it only gives the Commonwealth
the power to resolve industrial disputes that cross state boundaries. Nevertheless, the
Commonwealth has gradually expanded its role in labour market policies over the past
century through other constitutional powers. These policies have centred on what have
historically been called “industrial relations” or, more recently, “workplace relations”.
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Over time, Australia developed separate industrial relations systems — six different
state systems, plus the federal system. These systems established minimum wages
and conditions for employees through a system of industrial awards for employees,
based on their industry or occupation. Awards for some employees were made by the
Commonwealth, while others were made at a state level. This meant that employers whose
workforces spanned multiple states needed to comply with different state systems as well
as the federal system.

The inefficiency of separate state and federal systems created pressure to adopt a national
workplace relations system, resulting in the Fair Work Act (2009), which covers around
70 per cent of Australian workers. Figure 17.1 shows that the Federal Government’s
constitutional power extends to all employees of incorporated businesses and its own
employees. State governments have also “referred” (that is, handed over) some of their
powers to the Federal Government, including for employees of sole traders, loca

government and the state public sector. Western Australia is the only state that has
referred any powers to the Federal Government.

Partnerships State -ederal
. Local
Corporations and sole Government Government
Government . .
traders Public Sector Fublic Sector

During this period, the Com
federal awards, establi i ystem of occupational health and safety legislation,

range of specific sligh, as workers’ compensation and public holidays. The national
system i rseen\BY the Fair Work Commission (FWC).

1 Explain the role that national and state systems have traditionally played
in the regulation of the Australian labour market.

2 Outline the benefits of shifting towards a national workplace relations system.
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17.3 Australia’s wage determination
system

Australia’s national wage determination system is set out in the Fair Work Act (2009), and
it covers around 70 per cent of working Australians. There are four means for determining
pay and conditions for employees within this national system:

e Awards and collective agreements (or enterprise agreements) make up the formal
system.

e Individual contracts (sometimes called common law contracts) and working
business owners form the informal system.

Formal system Informalgsys

A

! Trade-offs of award conditions,
i subject to “better off overall” test :

Source: ABS Employee Earnings an
Note: Percentages indicate the pr
Note that individual contracts cann
(more than $167,500) on common la

formal system. Note also that high-income earners
covered by award provisions.

O

N

For a detailed overview

of Australia's wage
determination system,
visit the Productivity
Commission’s website and
download the Workplace
Relations Framework report
from 2015:
www.pc.gov.au/
inquiries/compl
workplace-relafions/
report

iduals regulated by a state workplace relations system (12 per cent), almost
11 of whom are state public sector employees.

some key features of the national workplace relations system are examined.

Minimum employment standards

Australian employees are protected by a set of legally guaranteed employment conditions, known
as the National Employment Standards (NES). These provisions include:

o Maximum weekly hours of work. A full-time employee’s hours of work must not exceed
38 ordinary hours per week, plus reasonable additional hours of work.

®  Right to request flexible working arrangements. Parents or carers and people over 55 years
of age or living with a disability may request a change in working arrangements,
such as changes to hours, job sharing and working from home. Employers can only
refuse on “reasonable business grounds”.

e Leave. Employees have the right to paid annual, sick and compassionate leave as
well as public holidays. They further have the right to unpaid parental, community
service and long service leave.
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o Casual conversion. Casual employees who have worked for their employer (excluding
small business) for more than 12 months must be offered the option to convert to

full-time or part-time employment.

In 2023, the Albanese Government introduced legislation to expand the NES to include
provisions relating to superannuation (the Superannuation Guarantee and protection from
underpayments) and up to 10 days’ paid leave for victims of domestic violence. These
were described as the most significant changes to the NES since the Fair Work Act came

into operation.

Minimum wages

The national minimum wage provides a safety net for any employee not covered by

an award. The Fair Work Commission Expert Panel conducts an Annual Wage Review

to set minimum wages (and award wages), which take effect from 1 July each year. T
Fair Work Act requires the panel to consider both economic and social objectives n
determining the minimum wage. This includes the performance of the national econ

the macroeconomic impact of its decision, the impacts on businesses (wh ht

discouraged from hiring additional employees) and the cost of living for h

“Inflation is reducing the real value of these employees’ incomes and ¢
financial stress. We have also taken into account the recent robust
market, and the fact that increases to modern award minimum wage r:
disproportionate benefit to female workers and may contribute

gender pay gap across the entire employee workforce.”

— Fair Work Commission Annua

oWwi

eview Decision 2023
2 June 2023

In June 2023, the Fair Work Commission an
Australia. The national minimum wage was in
hour to $23.23 per hour, or $882.80 per week.
by a slightly lower amount of 5.75 pe
$40 per week.

by

nt, with

This decision delivered the hig um

response to the ups and downs of the
wever, the labour market impacts of the

uring the national lockdown, which closed
many places of work — with the support of governments,
businesses and unions.

A lesson from past recessions is the long period of time
it takes to reduce sudden increases in unemployment.
To prevent employers laying off workers, the Government
introduced JobKeeper, a payment to businesses initially set
at $1500 per fortnight to subsidise employee wages.

In addition to the JobKeeper program, agreement was
reached between governments, employer groups and the
Australian Council of Trade Unions (ACTU) to allow temporary

y 1980s. This was a response to inflation rising to

two-tiered increase to wages in
per cent, from $21.38 per
ard pay rates were increased
uaranteed minimum increase of

age increase since Australia’s centralised

changes to the Fair Work Act. Rules relating to workers’
hours, duties, days and location were suspended for a
period of six months, giving employers powers to change
existing arrangements quickly and to require employees
to use up their annual leave. This was significant as it
not only made the workforce vastly more flexible during
lockdowns, but also because it remains one of very few
instances in which unions and business groups have
found consensus on wage determination.

While there was agreement between the Government,
employers and unions on these emergency measures,
there was no consensus on longer-term reform. The
Morrison Government nevertheless tried to make several
changes to the Fair Work Act, but only secured enough
votes in the Senate for some small changes to improve
protections for casual employees.
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Awards establish the
minimum wage and

working conditions for
employees based on
their industry.

Awards

Awards are a set of pay and conditions that are specific to an employee’s work or industry
sector (such as the Airport Employees Award or the Gas Industry Award). Awards provide a
safety net of minimum wages and conditions. Many employers pay above award wage rates,
but awards set the minimum rates of pay and entitlements. The Fair Work Commission
sets these minimum award wage rates.

In the past, awards were complex and comprehensive, sometimes relating to specific firms.
Under the Fair Work Act, Australia’s award system was restructured and streamlined from
around 4300 awards to 123 awards (although some state awards continue to operate) These
sector, one
d state awards

consolidated awards are sometimes known as modern awards. In the re
of Australia’s largest industries, the Fair Work Acr replaced 41 federal
totalling 2082 pages with just two awards totalling 76 pages.

Figure 17.3 shows that awards are an important part of the work
number of employees covered by awards has grown in the pas reﬂectmg the fact
that modern awards are often simpler for employers to us
individual agreements. One study estimated that a furt i award employees
are employed on “over-award” arrangements — where the basis of individual
or collective agreements, but those agreements add to t
that in total, around 40 per cent of employees “aw.

2012 2021

Individual { Collective Individual Collective
arrangementSaETe| (== agl=p) arrangements JETe[CISlnlElalE]
38.7% 22% 37.8% 35.1%

Working
business
owners 4.1%

odern awards extend the protections of the National Employment Standards, with provisions
tailored to the needs of a specific industry, occupation or enterprise. These may include types
of employment, arrangements for when work is performed, overtime and penalty rates,
annualised wage or salary arrangements, allowances, leave-related matters, superannuation
and procedures for consultation, representation and dispute settlement.

Further, modern awards (as well as enterprise agreements) must now include a clause that
allows for an individual flexibility agreement (IFA). This clause enables an individual
employee and employer to vary the effect of an award to meet their needs without negotiating
a separate agreement. The flexibility clause can only vary specific terms, such as when work is
performed, overtime rates, penalty rates and leave loading. The IFA must leave the employee
better off overall. Flexibility clauses can only be made after the employee has commenced
employment and cannot be offered as a condition of employment. Flexibility clauses allow
work arrangements to reflect the particular needs of firms and individuals, while preventing
employers from using flexibility arrangements to reduce pay and conditions. Research by the
Fair Work Commission in 2021 found that IFA usage is very low, but temporarily increased
during the pandemic.
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Enterprise agreements

The most common method of wage determination in the formal system is a workplace
agreement negotiated collectively between an employer (or employers) and employees,
usually represented by unions. These are known as enterprise agreements (known
elsewhere as collective agreements). The Fair Work Act introduced a right for employees
to engage in enterprise bargaining with employers. Employers can be required to engage
in bargaining discussions if a majority of employees vote in favour of seeking a collective
agreement. As figure 17.3 shows, 35 per cent of employees in the national system are
covered by enterprise agreements (down from 42 per cent in 2012), which is above the
average of 32 per cent coverage across OECD economies.

As a minimum, all agreements must comply with the National Employment Standards
and cannot offer pay rates below the equivalent award. Enterprise agreements must als
pass the “better off overall test” (BOOT), requiring employees be made better off ov
under the agreement compared to the applicable award. The BOOT also applies ny
individual flexibility agreement, a clause that can be negotiated as part of an
agreement. The Fair Work Commission administers the test.

Enterprise agreements usually cover all workers up to management level i
Unions usually negotiate these agreements on behalf of all employees en
though only 12.5 per cent of Australian workers are union members.
normally cover issues such as wage increases, loadings for addition urs, and

nder collective
15) to 2.7 per
cent between 2015 and 2022. Changes that came into effect 2023 have made it easier

agreements declined from an average of around 4 per cent

have become “intractable” (that is, there is no pro reaching an agreement).

Common law contract pldyment contracts for
high-income earner

40 per cent of workers in the federal system. The
entws a common law contract, which are especially
hése often set out terms of employment in just one or
re enforced through ordinary law courts rather than
s they are not considered to be part of the formal industrial

Individual arrangements co
most common individual arra

employment contracts for high-income earners. Under the Fair Work
Act, modern awards do not apply where an employee is earning in excess of a threshold
(salary of $167,500 in 2023-24). High-income earners are only covered by the National
Employment Standards rather than entitlements in awards as the award system was
designed to provide a safety net for lower-income workers with less protections.

Except for high-income earners, individual contracts cannot bypass the award system and
industrial regulations. Previously, a system of individual contracts known as Australian
Workplace Agreements (AWAs) were allowed from 1997 to 2009. They were abolished by
the Fair Work Act, following criticism that they were unfair because employers have much
greater bargaining power than individual employees, so AWAs were often imposed on
employees with no genuine negotiation process. In some cases, employers used Australian
Workplace Agreements to remove entitlements that employees had previously enjoyed
under collective (or enterprise) agreements and awards, such as penalty and overtime rates.

Enterprise agreement
is a collective workplace
agreement that is

negotiated between an
employer and a group

of employees, usually

through a union.

Common law contract is
an individual agreement
between an employer
and individual employee
that sets out pay and

conditions for work.
These are commonly
used by small businesses
and high-income earners
not covered by awards.
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EMPLOYEES OR INDEPENDENT CONTRACTORS?

THE DILEMMA OF WORK IN THE “GIG ECONOMY”

One of the greatest challenges to Australia’s labour market
policies today is the transformation of work arising from
the “sharing economy” or the “gig economy”. Sharing
economy businesses provide a platform for customers
to interact directly with individual workers who provide
services such as fast-food delivery, transport and general
household assistance. A report commissioned by the
Victorian Government estimated in 2020 that more than
one million Australians had gig economy jobs, with over 100
digital platforms.

Gig economy businesses usually classify their workers as
individual contractors rather than as employees. However,
gig economy businesses often treat workers like employees,
providing the materials needed for the job and setting a
fixed rate of pay per item contractors produce or service
they perform (such as delivery of fast food). This lowers
business costs compared to hiring employees, because
those businesses are able to avoid normal employee
entitlements and award wages.

During the 2010s, the FWC made several major rulings
for gig economy employment using what is known as
the “multi factor test” (see figure 17.4), which considers
the key factors of an individual’s day-to-day work
However, a landmark High Court decision in 2022 r
that a written contract ultimately determines whethe
individual is an employee or contractor. The Fair Wor!
Commission then followed that ruling and fot

‘MPL OYEE

Deliveroo driver was not protected from unfair dismissal,
because he was not an employee under the terms of his
contract. As a contractor, he had no protections when
he lost his job with Deliveroo in 2020 after its algorithm
determined he was too slow in his deliveries. In contrast
in 2022, a NSW court ruled that a Hungry Panda delivery
rider who died in a road accident while making a delivery

To resolve this confusion, the
set out plans to give the Fair
formal powers to establish
workers, while aiming to
platforms. The Closi
to parliament in S

ity of digital
ill, introduced
23, also addresses
casuals” and under
gig worker protections
o are not employees but are
e” work via a digital platform. The
ers to create minimum standards
2 conditions are met: individuals are on

INDIVIDUAL CONTRACTOR

More control

- .
Control over how work is performe! \&

Hours of work

adard or set hours

Controls hours of work

Bears financial risk

Bears the risk of making a financial loss on each task

Superannuation Employers pay

Pays themself

Entitled to recei Yes

No

Expectationfof w Ongoing expectation

Engaged only for specific tasks

Tools and equipment

Provided by employer

Uses their own

Source: Fair Work Ombudsman

Figure 17.4 - How the FWC distinguishes employees from independent contractors

1 Identify the THREE main ways in which the wages and conditions of
Australia’s employees are determined.

2 Describe how minimum wages and conditions are determined.

3 Explain the difference between an enterprise agreement and an
individual agreement.

4 Explain how an employer can make an individual agreement with an employee.
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17.4 Dispute resolution

One of the most important roles of an industrial relations system — alongside determining
wages and work practices — is to resolve disputes that arise between employers and
employees (commonly described as the “parties” to an agreement). Disputes can arise
because of disagreements over many issues, including changes to wages, work conditions,
business restructuring and specific actions of employers that employees consider wrong
or unfair, such as a decision to sack an employee or some employees. Disputes can lead to
different forms of industrial action that interrupt work, including:

o strikes, in which employees withdraw their labour and refuse to work

e work bans, in which employees refuse to undertake a certain aspect of their work

e lockouts, in which employers refuse to give employees access to their workplace.
One of the aims of an industrial relations system is to solve these disputes quicidy,

efficiently and fairly, because industrial action can result in reduced productivity, f@wer
output, lower profits and damage to a business’s customer relationships.

The processes for resolving industrial disputes in Australia have undergone fiiajor e
in recent decades. Since the early 20th century, Australia has mostly reliedfion a unigue
system of specialist industrial tribunals to administer dispute resolugi e
specialist tribunals aim to avoid drawn-out disputes that occur in othef and allow

ess conditions.
stralia are:

esolution on the parties,
but once the parties reach an agreement,
the tribunal to formally implement thej

Australia has shifted from
arbitration to a system wh
instances, employers a

ndustrial disputes mainly through compulsory
ion is only used in rare circumstances. In most

e Bargaining in good faith: To make the bargaining process fair and orderly, both

employers and employees must comply with six good faith obligations, including
participating in all meetings, disclosing relevant information, giving genuine
consideration to all proposals and refraining from conduct that would undermine
collective bargaining. Although it rarely uses these powers, the Fair Work
Commission can make legally binding orders if either side breaches their obligation
to bargain in good faith. The aim of the bargaining rules is to put pressure on both
parties in a negotiation to be constructive and reach agreement.

e Intractable bargaining declarations: Under changes in effect from 2023, the
Fair Work Commission can make a declaration where negotations have become
“intractable”, and after an optional period of time for parties to finalise negotiations,
the Commission can decide the outcome of the negotiations, through a workplace
determination.

An industrial dispute
occurs when employers
or employees take
action to disrupt the

production process

in order to highlight a
disagreement between
employers and
employees.

Conciliation is a dispute
resolution process

in which firms and
employees meet to
discuss their differences
in the presence of a third
party (such as from an
industrial tribunal) who
attempts to bring the
parties to an agreement.

Arbitration is a dispute
resolution process in
which an industrial tribunal

hands down a legally
binding ruling to firms and
employees.
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e Resolving industrial action: Industrial action is permitted during the process
of enterprise bargaining. The Fair Work Commission is only able to step in to
suspend or terminate such industrial action if special circumstances exist, including
where there is threat of significant harm to the economy or the population, or the
industrial action has been going on for a long period of time and is damaging the
bargaining parties.

One measure of the effectiveness of an industrial relations system and its dispute resolution
processes is the level of disputes and strikes. As figure 17.5 shows, Australia has experienced
a low level of days lost in industrial disputes in recent years (in contrast, more than 4
million days’ work were lost due to disputes in 1981). The low level of industrial disputes

reflects the way in which employer/employee relations changed in rec ecades, with

Working days lost ('000)
1800

1600
1400
1200
1000
800
600
400
200

dition, since the 1990s
right to strike has been
curtailed by laws that only

allow industrial action
during a formal bargaining
process and only in very
limited circumstances when
an enterprise agreement is
in force. Nevertheless, the

Productivity Commission

has previously noted that
industrial disputes play a
positive role in reducing
workplace power imbalances

and can improve efficiency
in the long term.

(16.1 per cent) than the public sector (11.2 per cent),

been tested through industrial
gap between men and women.
the gender pay gap. The pay gap is

The national gender pay gap fell to a record low
of 13.3 per cent in 2023. It has fallen significantly
since 2014, when women earned, on average, 18.5
per cent less than men. One reason for this gap is
that male-dominated industries, such as mining and
financial services, tend to pay more than industries
with higher proportions of female workers, such as
health and education (the gender pay gap is 22.1
per cent in Western Australia, which has a higher
proportion of mining and construction industry
jobs, whereas it is only 7.8 per cent in South
Australia). The gap is also higher in the private sector

and higher for those on individual agreements
(16.1 per cent) compared to collective agreements
(12.8 per cent).

Not every comparative measure shows women
being paid less than men. Among employees who
are directly covered by awards, pay for women is
3.8 per cent higher than for men. Award-only pay
is more common in industries with higher female
employment, reflected in the fact that women are
the majority of the 23 per cent of employees who
are on award-only pay arrangements (comprised of
13.6 per cent women, 9.4 per cent men). But since
award-only employees are typically paid less than
those on enterprise agreements or common law
contracts, in overall terms the gender pay gap is not
bridged by the award system.
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[} l |
1 Describe TWO ways in which disputes between employers and employees

might be solved.

2 Explain how the role of industrial tribunals in dispute resolution has changed
in recent years.

17.5 Decentralisation of the
labour market

Australia’s industrial relations system has undergone a historic shift in recent deca
from a highly centralised wage determination system for most of the 20th centur a
system where wages are mostly determined through enterprise bargaining at the lev

to a greater reliance on market forces to determine wage outcomes.

A centralised labour market is one in which wages and other labour market

%,

workplace level, with a lesser role for industrial tribunals. Thigffigans tat market forces
of supply and demand for labour, as well as the individug to pay, play a
greater role in determining wage increases. This ensures tha®
wage levels change between different firms and ind

primarily determined by a government, or a government-appointed

Fair Work Commission. A decentralised labour market determines

tries.

f thag workers should be paid the
same wage for doing the same work. It also reflect e igfluence of the union movement,
with most Australian workers belongin
known from 1904 to 1956 as the
(now the Fair Work Commissig i tribunals also existed at a state level.
Governments believed that allowin ¢ market to set wage levels would result in some
workers being underpaid a ed. Instead, a system of tribunals could deliver

employers and unions
in working condjtions.

the highly Centralised award system would only provide a safety net of minimum wages

and conditions.

~¢— Centralisation Decentralisation =
Single national Awards with wages Enterprise Individual
wage case for all set on an industry or | bargaining contracts
employees occupation basis

Figure 17.6 — Centralised and decentralised wage determination systems

347
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Arguments in favour of decentralisation

e A decentralised system can lead to a more efficient allocation of resources and
structural change. Firms that are more efficient can afford to pay more and therefore
attract higher-skilled employees. In contrast, centralisation can slow down the
pace of structural change. If the same wage increases occur across all industries, it
becomes difficult for more profitable and growing industries to attract more highly
skilled labour from less profitable and declining industries — therefore slowing
down the process of structural change in the economy. The decentralised labour
market made it easier for Australia’s mining industry to attract skilled labour from
other sectors of the economy by offering higher pay. Between 2005 and 2015, the

an average of 40 per cent for workers generally.

e A decentralised system can promote productivity. It gives
to work more efficiently, because they can be rewarded dir
improvements through arrangements at the workplace
centralised wage determination system, employecsgify i

ments if they are

whether or not they

not have enough incentive to implement pro
already guaranteed a uniform wage increase,

also helps to reduce inflationary press

e Wage flexibility can help the laboug mar just when the economy is affected

oyment at a lower rate. If a recession

while keeping people ift’jobs. This ht help to minimise job losses or reductions
in corporate profig¢’durig® a downturn. For example, during the COVID-19
pandemic, some firmis, iffiti duced the working hours of full-time employees

decentralisation

sation tends to lead to greater inequality through increased “wage

siof, Workers doing the same job in different industries or firms may receive
ay and working conditions. This is particularly the case for low-skilled
ers, who are easier to replace, might be less familiar with their workplace
ntitlements and are less able to demand pay rises from their employers.

decentralised labour market can produce outcomes that reflect imbalances
in bargaining power between employers and employees. Those employees who
are in an industry or firm where unions have little power are less likely to achieve
wage increases, regardless of their productivity, because they lack bargaining power
with employers. In practice, wage increases can often reflect the bargaining power
of employees more than improvements in productivity. In 2023, the Government
enacted “multi-employer” bargaining to give employees more bargaining power.

¢ Enforcement of wage entitlements becomes more difficult under a decentralised
system. In recent years, widespread problems with the underpayment of workers
have emerged across many Australian industries. In 2023, Fair Work Australia
secured undertakings to redress underpayments from a wide range of small to large
businesses, including $32 million from Suncorp and $4 million from the University
of Technology, Sydney. Even the Reserve Bank owned up in 2023 to over $1 million
of underpayments. In 2023, the Government announced plans to strengthen
enforcement for wage entitlements through introducing criminal penalties and
requiring employers to pay superannuation at the same time as ordinary wages to
prevent long-term underpayments of superannuation.
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e Centralised wage determination can provide an additional policy tool for the
government to influence labour market outcomes and achieve economic policy goals
such as lowering inflation. For example, it could restrain wages growth to avoid
cost-push inflation, or trade-off a tax cut in exchange for lower wage increases.
While economists generally favour more flexible and decentralised wage
determination systems, as the OECD Employment Outlook highlighted in 2019, some
degree of centralisation allows governments to target labour market policies more
effectively, including retraining, improving skills, adopting new technology and
protecting employee rights.

1 Explain the difference between a centralised and decentralised industrial
relations system.

2 Discuss the advantages and disadvantages of centralised and decentralised
wage determination systems.

17.6 Education, training and
employment programs
In addition to regulating the industrial relations system

govetfiments also influence
labour market outcomes through their policies relatingQeo gducation and training,

apprenticeships, social security (welfare benefits) and,employ services. These policies

aim to increase participation in the workforce, i
and prepare workers for future changes in the

ing economic conditions. Overall, the economy
ster if it has a higher quality and more responsive

job mark banese Government established Jobs and Skills Australia. Its
role is stralia’s long-term planning of skills training, addressing significant
nation es and helping workers re-train for jobs in growing sectors. According
to the Labour ket Update in May 2023, 92 per cent of new jobs in Australia require

post-secon school qualifications. Increased use of artificial intelligence is accelerating
change in the labour market, underscoring the need for ongoing training for workers to
have the skills required by the labour market.

To encourage school leavers to study in areas where there are shortages of workers, in
2022 the Morrison Government significantly changed the prices of university degrees.
Fees decreased up to 60 per cent for health, maths, agriculture and teaching degrees
to encourage high school leavers to study (and ultimately work) in these areas facing
shortages. In contrast, in other areas such as humanities and communications, fees
increased by 113 per cent. However, data from NSW universities showed that despite
the higher fees, there was a 9 per cent increase in enrolments for humanities degrees in
2022. This reflects the fact that fees are only one of several factors, along with interests,
abilities and earning potential, that shape student choices.
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Several recent education and training programs and reforms have aimed to improve
workforce skills, increase job growth and raise productivity:

e The National Cabinet (which brings together Federal, State and Territory
governments) agreed on a National Skills Agreement in 2022, which included
funding for 300,000 additional fee-free TAFE and vocational education places.

e In 2023, the Government announced a partnership with universities to offer
28 “micro-credential” short courses to fill key skills gaps in the Australian labour
market. The courses include teaching, nursing, engineering and cyber security. To
encourage uptake of these courses, individuals can access the same scheme to defer
payment for their course as standard university degrees.

e Early childhood education standards have been increased and places have been
expanded to provide access for all children before starting scho

Labour market programs

of these programs address the individual circumstan
person to find suitable work — including a disabilit
or having been out of the paid workforce for a ime. These programs are
o that the ability of individuals

em making genuine efforts to find

entrelink oversees individuals™ access
h labour market programs.

jobs and giving them adequate training — are
vernment-funded employment services agencies. This
ew Employment Services Model, provides funding for

uring the COVID-19 pandemic in 2020 and 2021, the Government established
a JobMaker Hiring Credit aimed to prevent a rise in long-term unemployment
among younger people. JobMaker allowed businesses to claim $200 per week for
new employees aged 16 to 29 and $100 per week for those aged 30 to 35.

e In 2023, the Albanese Government announced a major overhaul of Australia’s
immigration system. The reform plan creates a three-tier system: a lower-wage
segment in specific sectors with labour shortages, such as aged care; a mid-level
segment for jobs paid above a new temporary skilled migration threshold of
$70,000; and a lighter-touch approach for highly paid, high-skilled migrants.

e Another feature of the reform plan is making it easier for temporary skilled
migrants, who are typically younger workers, to become permanent residents. This
helps to reduce the average age of the working population and increase participation
rates over the longer term.

e Among its smaller-scale labour market policies, the Government funds job fairs
and provides payments of up to $6,000 for workers moving to rural areas to work
in agriculture (known as AgMove).
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e The 2023-24 Budget announced plans to increase paid parental leave from 18 to
20 weeks from 2023, rising to 26 weeks’ leave by 2026. This aims to sustain higher
levels of participation in the workforce, especially among women.

® Australian governments have substantially increased funding for childcare, both to
expand eligibility for subsidised care and to address shortages of skilled workers in
this sector. Increased availability of childcare makes it easier for parents to combine
work and caring responsibilities for young children.

e Reforms to the interaction of the tax and welfare systems, to reduce high “effective
marginal tax rates” (EMTRs). High EMTRs mean that for every extra dollar that
welfare recipients earn, they have to pay tax as well as lose a portion of their welfare
benefit, and this can undermine incentives to find paid work.

1 Discuss the impact of increasing the quality of education on the labour mark
2 |dentify TWO labour market policies that aim to reduce unemployment.

3 Explain why increased workforce participation is a priority for labour farket
policy.

17.7 Evaluating labour ma
outcomes in Australi

Australia’s labour market has a hybrid system
market forces through enterprise bargaining;
such as labour market institutions like the Fair
chapter we review some of the evidencgaabout the

wage determihation that emphasises
taining some non-market forces
mission. In concluding this
rmance of the system in recent
years, noting that many factors otheg than@abour
the labour market.

rket policies can shape outcomes in

In overall terms, under enterp aining Australia has sustained moderate wage

increases, low inflation an strong employment growth. The shift to a
decentralised industrial relati appears to have contributed to Australia’s recent

o g ation. A key macroeconomic goal for the wage

ave delivered low increases in real wages. The flexibility of the
d system has allowed larger wage rises in specific areas where strong
essures exist, without this spilling over to wage increases across the board.
The low overall wage outcomes of the late 2010s even prompted the former Reserve
Bank Governor, Philip Lowe, to advocate an increase in wage growth in order to

wag

increase spending and strengthen economic growth. However, concerns about
inflation returned in 2022 following a sharp spike in inflation across the world.
Policymakers wanted to prevent the inflation surge from increasing inflationary
expectations and creating an inflationary wage spiral. As noted in figure 17.7,
wages growth accelerated in 2022-23 but remained well below the rate of inflation.

e Work practices and productivity. The deregulation of the labour market since
the 1990s has helped to bring about major changes in Australian work practices.
Australia experienced its best sustained productivity growth performance on
record during the 1990s, averaging 2.1 per cent per year as enterprise agreements
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eliminated old, outdated work practices. However, these were one-off gains from
reforms, and productivity growth has averaged just 0.6 per cent since the 2010s,
according to the ABS. Many other advanced economies have been experiencing
low productivity, and economists have differing views about the role of skills,
technology, research and development, and regulation in influencing productivity
outcomes. To the extent that workplace arrangements can influence future
productivity growth, in its recent 5-Year Productivity Inquiry, the Productivity
Commission questioned the effectiveness of the enterprise bargaining system.The
report cited evidence that bargaining objectives were mostly about wages growth
and minimising the risk of industrial action, not driving productivity growth. It
recommended that agreements ban the inclusion of clauses that limj i

Ws that throughout the 2010s, the Treasury
forecast an upturn in wages i tralia, but it never materialised. The average

crisis, increasin
income growih

ear high of 7.8 per cent over the same period. This means
conomists debated whether wages growth should be kept
locking in a higher inflation rate, or whether they should keep
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Figure 17.7 - Forecast and actual wages growth
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Australia’s unemployment was 12th lowest among the OECD’s 38 economies,
despite the fact that Australia has the highest minimum wage levels in the OECD.
The labour market’s record of responding flexibly to changing circumstances was
shown following COVID-19, with unemployment falling below 4 per cent for the
first time since the 1970s.

¢ Income inequality. One of the negative effects of decentralised wage determination
is a widening of the gap between higher- and lower-income earners. Workers
with greater skills and who belong to stronger unions tend to receive larger wage
increases under enterprise agreements, whereas those with lesser skills and in
weaker bargaining positions do not. Although the past three decades of enterprise
bargaining have resulted in a widening of income inequality, the safety net of awards
and minimum wage increases has modestly increased real wages for the lowest-
income earners. In the decade to 2020, while consumer prices rose 22 per cent

the national minimum wage rose 32 per cent — slightly faster than the increas
the overall wage price index of 29 per cent. On the other hand, employees
top of the earning scale have enjoyed the fastest income growth — for exa

industrial tribunals are needed to
ensure outcomes that are fair to employees. In ia was among the first nations
in the world to recognise minimum entitlements ees, such as the eight-hour day
and the right to a minimum wage that to support a decent standard of
living for a family. In its first term ig
reforms to the Fair Work Act, to stff€ ( e role of the Fair Work Commission and

the bargaining power of wor

[} l ]
1 Explain the relationship between the industrial relations system and

productivity outcomes.

2 Discuss the advantages and disadvantages of Australia’s shift to a
decentralised system of wage determination.

3 Analyse the impacts of industrial relations changes on employers and employees.
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1 While the Australian labour market has traditionally been governed by a combined
system of federal and state laws, since 2009 Australia has had a unified national
system for the private sector under the Fair Work Act, which directly determines
wage outcomes for around 7 in 10 Australian workers.

2  Australia’s workplace relations system consists of three main streams — awards,
collective agreements and individual contracts (common law contracts).

3 The National Employment Standards set out in law the minimum employm
entitlements of all Australian employees. They include maximum weekly hour:
work, annual leave, personal leave (including sick leave), parental leave, a righ
request flexible working arrangements if caring for a child, a requireme otic
before termination and a right to redundancy pay.

4 Modern awards are a set of pay and conditions that are specific to
employee’s work or industry sector, that provide a safety net offminimu S
and conditions. They include flexibility clauses so that employ mployees
can vary the effect of an award.

5 Enterprise bargaining is a method of wage deter{i i h a workplace
agreement is negotiated collectively between an emp nd employees, often
represented by unions.

6 Common law contracts are individua
outside of the formal industrial relations s pply automatically and to

that may provide above-

employees who have informal employment
award conditions.

solution to a system in which employers and
for resolving their own disputes.

10 ket programs are implemented to address unemployment that
supply-side factors such as frictional, structural and long-term
unemployment. These programs attempt to reduce the non-accelerating inflation
rate of unemployment by improving the skills, job-readiness and employment

opportunities of people who are currently out of work.
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I - T Clireview

1 Outline the main features of Australia’s national workplace relations framework.

N

Outline how the minimum entitlements of employees are determined.

@

Define enterprise bargaining. Explain the role of enterprise bargaining in Australia’s
labour market.

4  Explain the role of the workplace relations system in influencing the lekel
inflation in the economy.

5 Discuss how wage earners who do not have a workplace a mepf’can achieve
wage rises.

6 Describe how disputes between employers and empl@yees soWed under
Australia’s workplace relations system.

7  Explain the difference between a centralised cen system of wage
determination.

8  Describe the relationship between w ¢ omes and productivity.

9  Discuss the arguments for and again easmg the use of individual contracts
within the labour market.

10 Analyse the effectivenes r market policies in achieving government
economic objectives in r ears
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Macroeconomic
policies are policies that
affect the economy as

a whole with the aim of
minimising fluctuations in
the business cycle. Also
referred to as demand
management or counter-
cyclical policies.
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18.1 An overview of the effectiveness of economic manage n@
18.2 Limitations of economic policy

18.3 Evaluating the effectiveness of economic polici

This chapter concludes our study of the Aust nJeeenomy with a discussion of the
effectiveness and limitations of economi ici

1 economic growth
full employment

low inflation'

a general overview of the effectiveness of macroeconomic and microeconomic

policies in Australia in recent decades.

18.1 An overview of the effectiveness
of economic management

Assessing the effectiveness of economic policies involves evaluating their outcomes against
the objectives that they were implemented to achieve. Policy objectives change over time,
and governments have changed how they prioritise different objectives over recent decades.
Policymakers often need to choose between conflicting objectives (as discussed in chapter
13). It is also important to consider the wider context for economic management to assess
the effectiveness of policy in addressing specific economic issues.

Since the early 1990s, the roles of different economic policies have been defined in
fairly clear terms. Overall, macroeconomic policy has aimed to achieve the maximum
sustainable rate of economic growth. Australia’s long-term potential growth rate has in
recent years been revised down to 2.5 per cent, according to Treasury calculations in 2023.
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However, when there is spare capacity in the economy, the economy can sustain a higher
growth rate in the short to medium term (especially during recovery from a recession,
as was the case in 2021-22). Achieving this goal has required balancing the objectives
of stronger growth and lower unemployment against the objectives of keeping inflation
within the 2 to 3 per cent target range and maintaining external stability. The goal of
microeconomic policies has been to improve productivity and competitiveness, with
the outcome of achieving a higher level of economic growth over the longer term (that
is, lifting the sustainable rate of economic growth).

Australia’s most distinctive economic achievement in recent decades is that it sustained
the longest unbroken run of economic growth on record anywhere in the world, between
1991 and 2019, and that it recovered quickly from the COVID-19 recession. Australia’s
economic growth rate averaged 2.9 per cent during the growth cycle from 1991 to 2019,
significantly stronger than the average 2.1 per cent growth rate among OECD economie
during the same period. However in the second half of the 2010s it fell to just 2 per cefit,
only fractionally above the OECD average, and Australia’s slowest growth rate for 6 rs
on a per capita basis.

Australia ranks well on comparative measures for living conditions afid eco, ic
development. For example, Australia ranks fifth in the world on the Human Bevelopmefit
Index. Global investment bank Credit Suisse in its 2022 Global
Australians first in the world by median adult wealth, with US$27
hand, while it is still among the top 20 countries, Australias, ran on the global

human rights and environmental standards.

Australia’s economic outcomes indicate the i effectiveness of economic policies
since the 1990s. Governments have managed t i
better, and have generally not been for

characterised by constant te
low inflation or reducing the

erformance reflects more favourable external conditions than
» Australia has benefited from its rich endowment of natural

y emerged from the COVID-19 pandemic and as energy prices soared
vasion of Ukraine. Australia also benefits from strong population growth
(one of the highest rates in the OECD) with a migration program that focuses on skilled
migrants who increase the economy’s productive capacity.

Outcomes for growth, inflation, unemployment and
external balance

One way to assess the effectiveness of economic policies is to examine specific economic
outcomes. The sustained economic growth in the period from 1991 to 2019 was
achieved because the economy avoided major fluctuations in the business cycle, such as
where a boom in growth triggers a surge in inflation, which then needs to be curbed by
contractionary policies such as high interest rates that might trigger recession. Stable
economic growth was underpinned by relatively high population growth, resilient terms

357
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HOW AUSTRALIA STACKS UP

OVERALL, AUSTRALIA IS AMONG THE BEST
PLACES TO LIVE IN THE WORLD - WITH A VERY
HIGH HUMAN DEVELOPMENT INDEX.
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of trade that underpinned export revenue, and high levels of workforce participation. On
the other hand, Australia’s growth rate has slowed in recent years (notwithstanding the
volatility caused by the COVID-19 pandemic). Governments aimed for a sustainable
growth rate of 3 to 4 per cent through the 1990s and into the 2000s, and more recently
have aimed for growth above 3 per cent. Australia’s slower growth (of 2.4 per cent) in the
2010s was below its long-term potential. After COVID-19, the long-term sustainable
growth rate had fallen to 2.5 per cent, reflecting Australia’s long-term trend of weak
productivity growth, and the absence of major new sources of growth or investment.

Australia’s inflation record since the early 1990s has been outstanding, notwithstanding
the global surge in inflation in 2022. After averaging 10 per cent during the 1970s
and 8 per cent during the 1980s, inflation has averaged around 2.5 per cent since
the introduction of inflation targeting in the early 1990s. This was a result of several

factors, including a clear and transparent framework for monetary policy, lower tariff
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barriers, increased competition across many industry sectors, price reductions resulting
from new technologies and cheaper imports, moderate wage outcomes and a period of
strong productivity growth in the 1990s. Even during the mining boom, which brought
about cost pressures and capacity constraints, Australia was successful in controlling
inflationary pressures, and inflation has fallen more quickly than in other countries after its
post-COVID-19 surge. Figure 18.1 shows Australia’s economic performance since 1990.
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Figure 18.1 - Australia’s economic performance since 19

Australia’s labour market is generally regarded if¢ attained full employment during
recent years. The unemployment rate was aroun t in 2023, its lowest level in
50 years. While Treasury forecasts poi ent rising to 4.5 per cent, this

Favourable external condit
imbalances. The stru

ral 1

fars of being in surplus. These surpluses reflected a combination of
strong export pi
during C -19 and a surge in energy prices following Russia’s invasion of Ukraine.
Despite an improvement in its external stability, Australia still has a high level of foreign
liabilities and remains vulnerable to adverse external shocks, especially given its reliance
on commodity exports and on China as its dominant export market. Australia’s external
imbalances nevertheless cause less concern now than in previous decades, and the fact
that most external debt is denominated in Australian dollars reduces the economy’s risk
exposure.

s, a fall in overseas travel during COVID-19, lower global interest rates

While Australia has managed shorter and medium-term risks, its greatest long-term
vulnerability may come from the impacts of climate change. Australia’s ecological
vulnerability has been demonstrated by natural disasters in recent years, including the
2022 floods in Queensland and northern NSW and the “Black Summer” bushfires that
burned 186,000 km? of bushland across Australia in 2019-20. Agriculture, tourism and
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TIME FOR A PARADIGM SHIFT IN ECONOMICS?

For many decades, the economic reform debate in advanced economies has been
dominated by the “Washington consensus” policies: reduced government intervention
in markets, deregulation, trade liberalisation and privatisation of public assets. Those
policies have been advocated by think tanks, business lobby groups and international
bodies such as the IMF and World Bank. No other organisation has championed those
policies more than the Organisation for Economic Cooperation and Development (OECD)
— an organisation that brings together many of the world’s leading economists to advise
on economic policy for advanced economies, and which has been a major influence on
Australian economic policy. Although the OECD never advocated a com “laissez-
faire” approach of governments not intervening in free markets, it paid li d attention to
questions of inequality and focused strongly on increasing economic gr

In recent years, the OECD has called for a major paradi i nomic policy around
the world. It is urging member countries such as A us on an agenda of
inclusive growth. This approach emphasises is wealth distribution and
economic opportunity, alongside growth. The in
the OECD’s historic commitment to mark echanisms. But it requires a more
inequalities that now pose a growing
threat to the stability and social co! ountries. Among other policies, the

OECD’s Inclusive Growth Initiative ur overnments to:

ited by multinational companies and the exclusion of
systems)

e invest in early childhood ent programs (currently, a child born to parents who
did not complet@high schoolfés a 15 per cent chance of going to university, while there
ce f child born with at least one parent who has a university

firms and small and medium-sized enterprises by reducing the barriers
rkets, encouraging research and development, and making it easier to

esources and overusing agricultural land. Australia has also made slower progress than
other economies in reducing its carbon emissions as one of the world’s highest emitters
of greenhouse gases per capita, with a heavy reliance on carbon-intensive fossil fuels for
both energy generation and export income. Political disagreements over the economic
policy response to climate change and frequent policy changes have also resulted in policy
uncertainty for the past 15 years, further complicating Australia’s pathway to reducing
emissions. Despite commitments to achieving net zero emissions by 2050, Australia
will face ongoing challenges in the decarbonisation process, such as shifting Australia’s
coal-dominated electricity market to renewable energy sources.

Another longer-term concern is that despite an unprecedented period of sustained
economic growth and falling unemployment, Australia has experienced an increase in
inequality in its distribution of income and wealth. Like other advanced economies,
Australia has experienced a shrinkage of middle-level jobs alongside growth in earnings at
the top end and an expansion of lower-paid service industry jobs. Rising property prices
have contributed to a widening gap in wealth inequality. A Productivity Commission
report in 2018 found that, while the evidence is mixed, in overall terms inequality has
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increased in the past three decades, with the fastest growth in income and wealth occurring
among the highest earners. A 2021 Productivity Commission report also highlighted
disparities between young and older people, which are exacerbated by the high cost of
housing in Australia.

The impact of rising inequality has been intensified by a decline in wage growth during
recent years. Since 2015, wage growth in Australia has been below the average for OECD
economies, following a long period in which Australians became accustomed to some of
the highest levels of real wage growth in the world. Together, slow wage growth and rising
inequality are contributing to some Australians feeling left behind by globalisation and
technological change. In addition, specific groups of Australians are disproportionately
affected by entrenched social disadvantage, including Indigenous Australians and people
who are excluded from the labour market.

1 Discuss the extent to which the goals of economic management have b
achieved in Australia in recent years.

2 Assess the role of macroeconomic policies, microeconomic policies and
international factors in influencing Australia’s economic performance in r t
years.

18.2 Limitations of econo olicy

Several factors can constrain the effectiveness of omic policie® and affect whether or
not the policies achieve their goals. Below we
effectiveness of policies: time lags, political con

Time lags

There are two types of time lags an limif che effectiveness of economic policies.

Implementation time lags exis @it takes time for the government to make changes
es. Impact time lags exist when it takes time for
an impact on the economy. Both of these time
icies in figure 18.2. A change in monetary policy
Under changes effective from 2024, the Reserve Bank
gs per year, usually towards the start of the month. The
nnounced to financial markets at 2.30pm on the second day
e extreme situations, however, the RBA Governor may be given the

terest rates if conditions change during the period of time between

a new policy or a policy cha
lags are summarised i

holds eight sch
outcome of the

Implementation time lag Impact time lag
Fiscal Medium term (annual Budget) Short term (a few months)
hort t
Monetary short term Medium term (6-18 months)

(monthly RBA meeting)

Microeconomic reform | Long term (a few years) Long term (up to 20 years)

Figure 18.2 - Policy time lags

On the other hand, the implementation of fiscal policy can take a substantial amount of
time. Major changes to fiscal policy usually occur annually with the Budget. Substantial
changes to spending or revenue collection are mostly made at the time of the Budget,
although a government can also announce fiscal policy changes between budgets (in fact,
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the largest fiscal policy changes ever made, in response to the COVID-19 pandemic, were
announced outside of the normal budget cycle as emergency measures). Most spending and
revenue changes need to go through a complex process of budget committee meetings and
will be scrutinised by several government departments before being approved. The process
of developing each year’s Budget starts early in the year and runs for several months until
the Budget is finalised in May. It can then take several months for budget legislation to
pass through Parliament, and as discussed in more detail below, political constraints can
sometimes stop governments from implementing their budget proposals.

Similarly, changes to microeconomic policies can take a long period of time. This is
because of the planning and complex policymaking involved in microeconomic policies.

the support of state governments as well as the Commonwealth. For ex
a national energy policy, reforming Australia’s system for schools fi

all required the support of the six states and two territory g
negotiating these changes often takes a considerable time
of each state.

Policies can also take time to achieve their aims due
impacts. Some policies will take effect in a relatively
while it takes a long time to implement chang

a quick effect on economic activity. A taxgeduct an immediately affect income levels

n quickly affect economic conditions.

acting the 8onomy makes it the most effective policy to
egate demand. This was evident in the Government’s
e to shocks such as the global pandemic in 2020

y, based on the future level of inflation and other economic conditions
in a year to 18 months’ time, to address this impact lag. The monetary
ag has more recently lengthened from 18 months to as long as 24 months

ound 20 per cent to around 40 per cent during the COVID-19 pandemic). This
means that for some households, interest rate increases in 2023 may not be felt until 2025.

he impacts of microeconomic policies can probably only be assessed after a period of
several years, and perhaps decades, if we are to get a fuller picture of the effectiveness of
these policies. The benefits of structural change can take several years to become apparent
as resources are reallocated from one sector to another, and the full effects of those changes
flow through to costs, business profits, export growth and productivity. In addition, it
can be difficult to accurately measure the impact of microeconomic policies since several
microeconomic policies might be implemented at the same time and it may be hard to
distinguish the impacts of one reform from another.

Political constraints

Economic policy decisions are made in a democratic context. Governments in Australia
are elected to represent the public, and often have specific election commitments that
they are responsible to deliver. Once elected, governments can face difficult trade-offs
in making decisions that are consistent with their commitments and compatible with
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economic conditions, and that will be passed through the Parliament. For example, the
Morrison Government was elected in 2019 with a commitment to sustain budget surpluses
but instead, due to the COVID-19 pandemic, delivered the largest budget deficits in
Australian history.

Governments must be sensitive to public opinion in developing and implementing
economic policies. Governments also consider whether a policy will be supported by
members of their own political party, and by other stakeholders, and whether that policy
might also be opposed by specific groups. Typically, governments implement longer-term
(and less popular) policies in the first year of the three-year term. In the year before an
election, governments can be reluctant to make unpopular decisions and are often under
pressure to implement policies that are popular with the electorate but may not have
long-term economic benefits.

The constraints on implementing unpopular policies are a major consideration
economic management. Unpopularity has become the largest barrier to economic reférm
in Australia in the past decade, according to a report in 2021 from the Grattan Inst

at Melbourne University. It has become less common for governments to gffipleme
unpopular reforms to achieve long-term economic goals, as happened i 201

the Gillard Government’s introduction of a carbon tax and in 2000 with{she How.
Government’s introduction of the Goods and Services Tax.

ot Soyernment
rve Bank makes

interest rate decisions and the Fair Work Commission decij to the national

minimum wage and award wages. In addition, independentaughorities approve pricing

decisions in regulated sectors like postal services prices. A government

responsible for making these decisions wouldgbe upnder political pressure to make
short-term, popular decisions, which might n sistent with long-term economic
objectives.

Another aspect of the political constrat ent is the role of the Australian
Parliament, and especially the Sen
through legislation, including bué ) anges to the industrial relations system,
and changes to business laws Australian parliamentary system, legislation must

louse of Representatives (the Lower House) and the

the House tatives, and neither party winning a majority in the Senate, which
implement changes.

lection, the Albanese Labor Government was elected with 77 out of
151 seats i ouse of Representatives (a majority of just one), and only 26 of the 76
seats in the Senate. This means that to pass legislation, the Government has two options:
either secure support from the Opposition (the Liberal/National Coalition), which holds
32 seats, or from the Greens (who hold 12 votes) plus one of the six other Senators
(2 Lambie Network, 2 One Nation, 1 United Australia Party and 1 Independent). While
the Government was successful in having most of its election commitments approved in
the Senate, it was unable to secure a majority of votes for its plan to increase social housing,
involving the creation of the Housing Australia Future Fund. Some senators opposed
it for going too far, and another group of senators opposed it for not going far enough.
Combined, the two groups of senators were able to block the legislation.

Australia’s system of federalism can act as another political constraint on the Commonwealth
Government. The Commonwealth and state governments share responsibility for major
parts of the economy, including energy policy, the education system, health care, aged
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care, business regulation, and infrastructure such as roads. This means that to implement
major changes, the Commonwealth often must win the cooperation and agreement of
some or all of the states. The Commonwealth’s greater capacity to raise revenue means it
can offer financial incentives to achieve reform progress. For example, in August 2023,
the Albanese Government provided $3 billion to states and territories and $500 million
to local governments in return for planning reforms that would help achieve an increased
target of 1.2 million new homes built over the following five years.

When the Commonwealth and the states are unable to agree on a policy compromise,
the Commonwealth might try to impose changes on the states, a step that can lead
to lengthy constitutional challenges in the High Court. In 2006, for example, the

of their industrial relations powers. The High Court has generally fav
interpretation of the power of the Commonwealth over the states 4

Voters

State

The Senate governments

unions have a close relationship with the Labor Party. Large
ploy lobbyists to influence government policies because of the potential

x on the oil and gas industry, increase the royalties tax on Queensland’s resources
ector, lift Australia’s carbon emissions reduction targets, and allow for the building of
new coal mines.

Global influences

As the Australian economy has become more integrated with the global economy, global
factors have become a greater constraint on economic policy. The constraints imposed
by globalisation work at many levels. Conditions in the global economy have a more
immediate impact on Australia. Economies often face immediate consequences for economic
mismanagement, mainly through the reaction of financial markets. Governments also
voluntarily accept constraints on their own economic policy in order to win concessions from
other nations, such as through trade agreements.

In a global environment in which exchange rates and economies are vulnerable to sudden
shifts in financial flows, governments place a high priority on maintaining the confidence
of international investors and global financial markets. This has become particularly
important in recent years with global financial markets experiencing enormous volatility
following the global financial crisis and the pandemic. As we saw in chapter 5, foreign
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exchange markets tend to support policies that promote stronger trade and financial
linkages to the global economy, and support economic and financial stability. These
policies include:

e reduced government spending and reduced budget deficits Appendix B: Advanced

* low rates of corporate and capital gains taxes Economic Analysis at
e reduced trade barriers and openness to foreign investment the back of this textbook
looks at “crowding

. . . . out”, the twin deficits
international financial flows e

e deregulation of the financial sector, including the removal of restrictions on

e deregulation across most areas of the economy, with the aim of increasing competition quantity theory of
money — theories that

in the limitations of
macr, nomic policies.

e privatisation of government-owned businesses
e deregulation of labour markets and better targeting of social welfare

e trade agreements that give overseas businesses the power to take legal action
against national governments if policy changes undermine the profitability of th
investments.

Governments face constraints if they wish to adopt policies that differ from th
accepted formula for good economic management. Most advanced economies

a similar policy mix in recent years. Critics argue that global financial mar

ntries, a country’s rate of return
will be relatively less attractive for overseas inv ight result in an outflow of

funds and a depreciation in the currency,

mirrored rising global interest r
interest rates in Australia ca ectly affected by changes in overseas interest rates,

wing from overseas to fund their loan portfolios.

le“¢an also restrict the scope of policymaking within
or a country to significantly increase its level of economic
is in an economic downturn. Faster domestic growth will

alland monetary policy, risking a more severe recession. This is one reason
countries generally keep their economic growth in step with both the
regional business cycle.

Finally, international organisations can have a direct influence on domestic macroeconomic
and microeconomic policies. The World Trade Organization (WTO) can influence
individual trade policies because of its enforcement powers. On occasion, the WTO has
forced the Australian Government to change export assistance policies or Australia’s strict
quarantine regulations — such as when Australia was forced to abandon its ban on fresh
salmon imports from Canada. Other international forums can also influence economic
policymaking, such as the international pressure placed on Australia to step up its climate
change commitments ahead of the UN Climate Change Conference in Glasgow in 2021.

Decisions of the Group of Seven (G7) nations and the G20 group (see chapter 2) can
have a significant influence over the global economy and the domestic macroeconomic
policies of small countries such as Australia. The growing integration of economies through
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For further information

on Australia’s economic
performance and policies,
visit the OECD website,
and the Treasury website.

globalisation leaves limited scope for small countries to adopt a different macroeconomic
policy stance to that adopted by the major industrialised economies.

: ’

1 Explain how time lags limit the effectiveness of economic policies.

2 QOutline two major economic policy initiatives undertaken by the Government
during the past year, and for each:
e Summarise arguments for and against the initiative as raised by any special
interest group or the media.
¢ Discuss how the initiative may have been influenced by political f

3 Discuss how the separation of monetary policy decisions from t
of the Commonwealth Government to the Reserve Bank might i
effectiveness of the policy mix in Australia.

4 Briefly discuss how global economic conditions have cefiStrai or isted
Australia’s economic performance in the past year.

18.3 Evaluating the effecti ess of
specific policies

@ must look at individual policies and
determine whether or not they have begn éffective in achieving their goals in comparison

with other policies. This can bega challeng@because it is often difficult to isolate the specific
i " However, we can assess the effectiveness of

To examine the effectiveness of econg

emented effectively

tcomes, and how they compare with the objectives

e Reserve Bank’s goal is to keep inflation within a target range of 2 to 3 per cent
over the medium term. With this objective, monetary policy over the past two decades
at the very least would appear to have been successful. If its target was to achieve zero
inflation, then we would conclude that it has failed to achieve its objective.

The next question to ask is whether the government actually implemented the policy
that it had originally set out to implement. Policies might be changed before they are
fully implemented, for example, if a government is voted out of office or has changed its
priorities. In addition, sometimes governments have economic policies that they are not
able to implement because of political constraints.

The next step in evaluating policies is to review the economic outcomes, and how closely
they relate to the policy objectives. Sometimes it is difficult to determine whether a policy
has been successful, because governments do not always set themselves specific targets or
objectives when they implement a policy. For example, governments have set targets for
economic growth and inflation during recent years, but not for unemployment, other than
a general aim of reducing the rate. Without specific goals, it is more difficult to measure
the effectiveness of policies.
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The next step to is ask whether other factors significantly affected the economic
outcome. Government economic policy is always at the mercy of other developments,
and economic policy is often just one of many factors that determines economic outcomes.
Economists often speak of policies being effective in terms of the Latin phrase “ceteris
paribus” — meaning “with everything else being the same” or effectively, “if nothing else
changes”. The problem in measuring the effectiveness of policies is that other things do
change. For example, per capita growth in greenhouse gas emissions fell in the years after
Australia abandoned the carbon tax in 2014. However, this was not because of the policy
change. Other factors had a larger effect, including reduced fossil fuel emissions given
the closure of large-scale manufacturing, oil refineries and aluminium smelters, reduced
household demand due to higher energy prices, and the rapid take-up of residential
solar power.

Some of the factors that might affect economic outcomes include:

e changes in global economic conditions or the economy of a major trading part

® overseas interest rate movements

¢ a sharp movement in the value of the currency

e developments that might affect future expectations, such as a crisis ififa parti€allar
industry or region of the world

e changes in commodity prices and Australia’s terms of trade as ift oil
prices or a rise in iron ore prices

e developments in our natural environment, includin ugh oods, natural
disasters and pandemics

e industrial unrest, such as a dispute between a union major company

e new technologies or shifts in consumer prefegences

of economic management. F
e There is a s
unemployment.
target bagiyi

ry policy in achieving price stability. This trade-off came into focus in 2023,
with the new RBA Governor Michele Bullock saying unemployment has to rise to
return inflation back to target.

“The unemployment rate is expected to rise to 4.5 per cent by late 2024. While 4.5 per
cent is higher than the current rate, this outcome would still leave us below where it was
pre-pandemic and not far off some estimates of where the NAIRU might currently be ...

Our goal is to return the labour market (and the market for goods and services) back to a
level more consistent with full employment — something like the endpoint in our forecasts.
We think this can be achieved if employment and the economy more generally grow at a
below-trend pace for a while. This would help to bring demand and supply into better balance
and give us the greatest chance of securing sustainable full employment into the future.”

— Michele Bullock, (then) Deputy RBA Governor, Speech to Ai Group, 20 June 2023
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e The COVID-19 pandemic forced governments at a state and federal level in
Australia to make difficult trade-offs between maintaining economic activity and
the public health risks associated with travel and interaction. Lockdowns and
closures of Australia’s international and state borders cost the economy tens of
billions of dollars, but governments assessed that the consequences of not taking
those measures would have been even worse.

e In recent years economists have raised concerns about excessive growth in housing
prices in Sydney and other cities, and whether Australia’s household debt levels are
sustainable. Some economists have argued that greater controls should be imposed
on lending for housing. However, such measures would also result in lower levels
of economic activity and household incomes.

other advanced economies, but several Europea
e Economists have historically accepted that there i

levels of economic growth and increased inequali
the rces boom in Australia, or
three decades) often generate
evenly. Traditionally, it was thought
quality if they wish to achieve faster
the OECD and IMF now emphasise the need
ic growth, because of the negative economic

wealth. In particular, “boom” periods (s
the rapid growth in the Chinese econom

growth. However, organisations
for a more inclusive ap

er certainty and stability in policy settings. For the past two decades
governments have regularly changed their climate and energy policies
e had their proposals rejected in Parliament. There has been extensive debate
out how policies that put a price on carbon emissions might affect different parts
of the economy, especially carbon-intensive industries in regions like Wollongong,
Newecastle and the Hunter Valley. Governments have been forced to make trade-offs
between the long-term goal of reducing greenhouse gas emissions and the short-term
impact of a carbon price, including higher energy prices, slower economic growth and
potential job losses.

Examining the side effects of economic policies, such as those discussed above, can help
us to reach a more balanced assessment of the effectiveness of the policy mix.

Economic management in Australia: Past, present and future

Macroeconomic management

Macroeconomic management has mostly proved effective in achieving its short- to
medium-term goals since the early 1990s. Economic growth has been sustained alongside
low inflation and relatively low rates of unemployment. When the global COVID-19
pandemic forced the economy into recession in 2020, Australia was in its 29th consecutive
year of economic growth: a world record. Australia recovered quickly from the COVID-19
recession, with unemployment falling to its lowest level in almost half a century.
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Monetary policy has worked well since the early 1990s in managing the growth cycle and
achieving price stability. The inflation target has largely been achieved (notwithstanding
occasional periods of inflation outside the target, as has recently occurred) and Australia
has maintained stable economic growth.

Early 1990s: Expansionary fiscal and monetary policies were needed to bring about a
Expansionary gradual economic recovery.

Mid-1990s: Monetary and fiscal policy were both successfully tightened, addressing
(ofe 0y iz=[a il IR growing pressures on inflation and the current account by 1996.

Late-1990s: The macroeconomic policy mix changed as tighter fiscal policy was offset
Expansionary by looser monetary policy between 1996 and 1998, and interest rates
then began increasing to head off rising inflation rates with the introduction of
(ofelalig:-Tai{o s ETaAN GST in 2000.

Early 2000s: As the global economy dipped into recession in 2001, Australia shifte
Expansionary expansionary fiscal and monetary policies — with interest rates falling to their
lowest levels in 30 years — and avoided recession.

Mid-2000s: As the Australian economy returned to normal growth rates, b
(ool 1= (ol o)y E1aA  monetary policy became less expansionary to avoid excessi
increasing inflationary pressures from the boom in ¢
2007, monetary policy was contractionary.

2008-2009:
Strongly
expansionary

2010-2019: As growth recovered, intere
\EITHEI RS ELEERE - while fiscal policy became

tionary. From 2012, mildly
expansionary monetary policy

2020-2021: ed the most aggressively expansionary
Strongly i in Australian history, with a record-level
expansionary ) d interest rates falling to their lowest on record.

2022-2023: i overy, the task of fiscal consolidation and stabilising
Mildly ) a priority. Interest rates rose sharply as inflation surged
contractionary W globally.

interest rates hadffto be increased further to counter the inflationary effect of income tax cuts.

The past three decades have also shown that monetary policy is more effective in
implementing contractionary macroeconomic policy than expansionary policy. During
periods of major economic downturn or an extended period of sub-par growth, low interest
rates are generally not enough to stimulate economic activity and lower unemployment.
In an effort to support economic growth after they had already reduced interest rates to
just above zero in response to the COVID-19 recession in 2020, central banks engaged
in more unconventional monetary policy measures such as purchasing government debt
(“asset purchase programs”) from the private sector, providing low-cost credit to the
banking sector and introducing a yield target for government bonds. The use of these
approaches demonstrates that conventional monetary policy can be ineffective in an
already low interest rate and inflation environment. Nevertheless, low interest rates can
play a supporting role to expansionary fiscal policy in boosting economic growth. This
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is because fiscal policy has a direct impact on aggregate demand, while monetary policy
relies on households and businesses responding to interest rate incentives.

“Flexible inflation targeting, and the RBA's actions within this framework, have been
successful overall. The RBA has played a particularly critical role during crises, where it has
acted decisively and effectively to support the economy and protect against severe outcomes
... Flexible inflation targeting remains the best operational framework for monetary policy to
pursue the dual mandate of price stability and full employment.”

— Commonwealth of Australia (2023) An RBA Fit for the Future: Review of the Reserve
Bank of Australia, March 2023

The other main limitation of monetary policy is that it is a demand management policy —

increases in food and energy prices. While higher intere
they do not deal with supply-side problems, and for t
steep increase in interest rates during 2022 a
also struggle with conflicting goals, especially
Prior to the pandemic, the Reserve Bank _noted

nsion between raising interest rates
ice bubble and wanting to encourage

growth, the transition to a
In fact, even thou

an also face an additional strain during periods of sustained economic
it is also the tool of last resort if wages are growing too quickly. In the
incomes policy that can control wage increases directly, the most effective tool
inflation and wage rises is tighter monetary policy. In recent times, the RBA has

arned that wages growth must be accompanied by productivity improvements to ensure
that wages do not contribute to inflation.

Fiscal policy is the most effective policy to stimulate the economy and job creation during
a downturn, but it is less effective in slowing it down when the economy is overheating.
Australia’s fiscal responses to the COVID-19 recession in 2020 and the global financial
crisis in 2008 both proved successful in immediately strengthening aggregate demand
before the economy had slumped into recession. In 2009, Australia avoided recession
altogether, while in 2021, although Australia could not avoid recession, it staged a quick
recovery from the downturn. Fiscal policy was effective in strengthening growth on
both occasions with policy packages centred on supporting household incomes but also
including investment incentives, wage subsidies (in 2020), industry rescue packages, and
infrastructure investment.

Like monetary policy, fiscal policy also has its limitations. Expansionary fiscal policy
leads to increased budget deficits and higher public debt levels. In an environment where
an economy is growing, it can draw savings away from private investment. Economists
generally agree that sustained higher budget deficits over the longer term can contribute
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to higher long-term interest rates, lower national savings and an increased current account
deficit. One of the longer-term concerns about the increases in public debt resulting from
the COVID-19 recession is that it could take decades to pay off the debt, and higher
interest rates in the future could make these debt levels a heavier burden on budgets.

“Australia’s economic recovery from the pandemic has been world leading, however to
ensure Australians continue to enjoy higher living standards, we need to continue to focus
on the task of lifting productivity ...

Given the scale and nature of the economic shock caused by the COVID-19 pandemic, it is
expected to have an enduring impact on Australia’s productivity challenge. The acceleration
in the uptake of technology by business and individuals has stimulated growth in remote
work, online commerce, businesses’ digital presence and innovative delivery of public
services like health and education. The pandemic has affected business models in some key
sectors and underscored the need for labour mobility across the economy.

In this environment, Australia needs policy settings that foster a flexible and dynamic
economy, that is able to adapt in the face of economic challenges and opportunities. Polic
settings should encourage the economy to adapt to the growing importance of digi
technologies, including through developing a skilled labour force. They must also be forwar:
looking and support an environment that promotes economic dynamism, entrepr hip
and appropriate risk-taking, and innovation and technological adoption.”

— Productivity Commission, 5-year Productivity Inquiry: Advancing Prosperity, 2023

In the broadest sense, the Government’s macroeconomic policy uccessful

in sustaining 28 years of economic growth in which Austtakia pro
dar
om recession in 2020,
tdown on several sectors

ively reduced

unemployment, kept inflation low and enjoyed rising liyd There was no
realistic way that the policy mix could have saved the eco
given the severe economic effect of lockdowns that imposed a §

of economic activity. Australia recovered relativelygfquickly from'

although, like other economies, macroeconomi
The deeper problems of low productivity gro
intensity of the Australian economy pojint to the t limitation of macroeconomic

policies — addressing structural problem

Microeconomic managem

n reforms since the 1980s are generally regarded
as a success. Microeconomic\p@hicy made it possible for the economy to avoid the
boom/bust cycle an th, with improved living standards and reduced
unemployment. The 1 conomy has become more internationally competitive,

Australia’s extensive micro

en contained. Australia’s economy is generally regarded
and successful economies, despite our geographic isolation
from the maj of the global economy.

and inflationary,
as one of the wor

industry deregulation, accelerated tariff cuts and the introduction of the GST -
microeconomic reform has moved slowly in recent decades. To some extent, this is
inevitable since many of the reforms of the 1990s involved once-off structural changes
that could not be repeated. Nevertheless, the OECD and economic agencies, such as the
Treasury and the Productivity Commission, have argued that more needs to be done to
accelerate microeconomic reform. For example, in its 5-Year Productivity Inquiry in 2023,
the Productivity Commission outlined 71 specific recommendations for policy change,
many of which were microeconomic reforms. The reforms included increasing flexibility
in workplace agreement making, streamlining planning and zoning laws, charging vehicles
for road use, removing anti-competitive regulations on the ownership and location of
pharmacies, and reforming the tax system.

For discussion of the recent
conduct of monetary policy,
visit the Reserve Bank website
www.rba.gov.au and view
the speeches section. In
particular, look at the Hansard
transcript of the Governor’s
parliamentary testimony given
every six months (around
February and August).
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Critics argue that despite Australia’s relatively successful economic performance, the
economy has structural weaknesses. They make the case that Australia has become too
reliant on its resources exports to China and other developing economies. Productivity
Commission analysis found that in the decade to 2020, Australia’s labour productivity
growth had slowed to the lowest rate in over 60 years. Despite improving labour market
conditions, a significant number of working-age Australians remain either unemployed,
underemployed or outside the labour force. Australia has lacked a clear, consistent
economic policy response to climate change and has adopted expensive and often ineffective
policies. Australia’s ranking on competitiveness has also slipped (for example, falling
from 4th in 2004 to 19¢h in the 2023 World Competitiveness Yearbook). Australia also faces
significant looming challenges, including climate change, an ageing populagien, declining

future productivity growth.

In the longer term, the success or failure of Australia’s

ged the need for broader
“Measuring What Matters”

position on the external accounts. The Gover

measures of the effectiveness of policy in 20

1es affect thedind of society we live in and how we lead our
nomic policymakers in the 2020s. Does an increase in
being and happiness? Should measures of wellbeing

such good living standards compared to other nations when so many
easily preventable diseases in developing countries? These are more than

1 Identify TWO major global events in recent years and explain how they have
influenced Australian economic policy.

2 Describe an example of a recent government policy that illustrates the
conflicts in economic policy objectives.

3 Critically analyse which economic policy instruments have been most effective
in recent years in achieving their goals.
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- FTii Elisummary

1 Since the early 1990s, the main goal of the economic policy mix has been to
achieve the maximum sustainable economic growth rate in the short to
medium term (through macroeconomic policies), while implementing policies that
will raise the long-term sustainable growth rate (through microeconomic policies).
In overall terms, this policy mix has been reasonably successful.

2 Economic policies differ in their implementation time. While monetary policy
decisions can be implemented immediately, major changes to fiscal policy
generally take several months to plan and implement, and microeconomic policj
can often take several years to implement.

3  Economic policies can differ in the time lag involved before they impact
economy. While fiscal policy changes such as tax cuts can have an imnpiediate

4 In the short term, the main global influences on the Australi my are the
international business cycle, overseas interest rates, fin ial

obal trends in
m government

6 Political constraints can have a significa t on economic management,
including the three-year political c larity of some policies and the
difficulty governments often e i ng legislation through Parliament.

objectives against oth palance conflicting goals such as achieving
both low inflation and | oyment.

8 The goal of achi tathable rate of economic growth in the short
j of inflation, growth, unemployment and external
balance. goal of raising the sustainable growth rate involves

improving i

at Australia’s economic growth is compatible with a fair
come and wealth, and environmental outcomes.

prod y, economic growth and living standards over recent decades.
However, some economists argue that Australia has not undertaken enough
microeconomic reform in recent years.

10 Governments often face a trade-off between the goals of equity and efficiency
in economic management. Inclusive growth policies aim to overcome this trade-off
by simultaneously supporting growth and reducing economic inequality.
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1 Identify which economic objectives have had the highest priority in recent years.

2  Explain to what extent time lags affect the operation of monetary, fiscal and
microeconomic policies.

3  Explain two ways in which global influences affect the conduct of ec ic
management in Australia.

4  Discuss how a major downturn in the global economy might
economic indicators in Australia.

5 Explain how political constraints can influence economic po

6 Evaluate the effectiveness of Australia’s economicgpolicy
economic growth and low inflation during the pastideca

taining

7 Identify a policy objective that has been a du ent years and explain
the factors contributing to that success.

ic gfowth and increased inequality in the

9 Evaluate the extent to whi anagement in Australia has been
successful in recent ye preceding decades. Analyse the extent

10 Critically evaluate the ex
been sacrifice achieve

ich equity and environmental outcomes have
r economic objectives in recent years.
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