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Discuss the policies available to the Australian Government to control the rate of inflation 

Inflation is an economic problem that can have negative impacts on many economic outcomes 

including economic growth, international competitiveness, exports and income inequality. 

Maintaining low inflation is a major objective of economic policy because of the benefits that lower 

inflation provides to the economy in the long run. Inflation is a sustained increase in the general 

level of prices in an economy. The main forms of inflation in Australia are demand pull, cost push, 

inflationary expectations, and imported inflation. In order to maintain a sustainable level of inflation 

between 2 – 3%, Australian Government in partnership with the Reserve Bank can employ a 

combination of macroeconomic monetary and fiscal policies along with microeconomic reforms. 

An excess of demand will result in demand-pull inflation which occurs when aggregate demand is 

higher than the economy’s productive capacity. Cost-push inflation occurs as production costs 

increases which can include rising wage claims, government taxes and other charges that will 

subsequently be passed onto consumers. Inflationary expectations can create inflation if it is 

expected to rise; there will be a rush on demand for goods and services leading to inflation. The 

depreciation of the Australian Dollar increases the costs of imports and leads to a rise in imported 

inflation. 

Inflation has significant impacts on the economy in both the short and long term. In general, the 

higher the level of inflation the more severe the consequences. As a result, governments around the 

world have placed a strong emphasis on sustaining low inflation in recent years to avoid the negative 

consequences which high inflation brings. Inflation is a constraint on economic growth. Excessive 

economic growth tends to raise inflationary pressures through increased wage demands and 

through strong consumer demand bidding up prices. During periods of higher inflation, employees 

will seek larger wage increases in order to be compensated for the erosion of purchasing power 

from their nominal wages leading to the emergence of the wage-price cycle. High inflation has a 

negative impact on income distribution as incomes do not rise equally between people on different 

income levels. 

Unemployment and inflation are closely related through their inverse relationship on the Phillips 

Curve. Higher inflation tends to lead to the Australian Government implementing contractionary 

fiscal and monetary policy, resulting in slower economic growth and increase unemployment in the 

short to medium term. High inflation also diminishes Australia’s international competitiveness and 

contributes to a short term strengthening of the Australian dollar. High inflation usually results in 

higher interest rates, as the Reserve Bank tries to reduce demand pressures in the economy and 

avoid the negative consequences of high inflation. 

In order to control the rate of inflation, the Australian Government’s macroeconomic stance carried 

out through the use of monetary policy to influence interest rates will affect the level of inflation. 

Monetary policy in the form of influencing interest rates by the Reserve Bank is the management of 

Australia’s monetary supply to achieve specific goals such as sustained economic growth and 

external stability. The Reserve Bank has set guidelines to maintaining inflation between the 

sustainable levels of around 2 – 3%.  Through the influence of domestic market operations, the cash 

rate and interest rate are adjusted to parallel inflation growth in the economy. However the use of 

monetary policy has a time-lag and its effects are not visible in the short term. The Reserve Bank 
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influences the interest rates in the economy as a pre-emptive measure based on forecasts on 

inflation, unemployment and economic growth etc. 

High inflation is generally a negative externality of economic growth resulting in the Reserve Bank’s 

decision to implement contractionary monetary policy. In order to implement contractionary 

monetary policy, Commonwealth Government Securities will be sold onto the cash market by the 

Reserve Bank to decrease the supply of funds available for banks and reduce its market liquidity to 

cause an increase in the cash rate. Higher interest rates as a result of an increased cash rate slows 

down economic growth and decreases aggregate demand leading to a subsequent reduction in the 

rate of inflation. 

Fiscal policy is anther economic tool that can be employed by the Australian Government to control 

inflation. The Australian economy’s aggregate demand is influenced by the Government’s 

expenditure and taxation decisions which are implemented through the budget. In order to achieve 

external stability and to be counter cyclical, fiscal policy can be used to stabilise fluctuations in the 

economy. Automatic stabilizers are a crucial element in the Australian Government’s budgetary 

framework and directly affect revenue and the level of economic activity. Social welfare payments 

and taxation changes assist in the redistribution of income and to stabilise the economy to prevent 

high aggregate demand causing an unsustainable increase in inflation.  

Economic growth and inflation often rise in parallel so an increase will lead to the Australia 

Government’s implementation contractionary fiscal policy through the budget. In adjusting 

expenditure and revenue levels through spending and taxation changes, it will either create a budget 

deficit or surplus. A reduction in government spending and increase in taxation will lower aggregate 

demand along with minimising the inflationary gap in employment wages. Reduced aggregate 

demand leads to a reduction in the level of inflation in the Australian economy. 

As inflation occurs within the Australian economy as the result of excess aggregate demand, cost-

push inflation, inflationary expectations and imported inflation the Government and Reserve Bank 

will act to control it to maintain the sustainable rate of inflation at 2 – 3%. Both the Government and 

Reserve Bank act through the use of macroeconomic policies such as monetary policy with interest 

rates and fiscal policy through the budget to influence the level of aggregate demand in the 

economy. The Australian Government in recent years has managed to maintain a sustainable rate of 

inflation through the use of these policies and in cooperation with the Reserve Bank. 


