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Overview 

  Economic snapshot 
  Overview of the policy mix 
  Macroeconomic policy – fiscal policy 
•  Main features of 2011-12 Budget 
•  Impacts 

  Microeconomic policies 
•  Productivity trends 
•  Recent reforms 

 

Economic Snapshot 

  Economic growth is recovering, but still weak 
(1.8% in 2010-11) 

  Unemployment is low (5.3% in Aug 2011) 
  Inflation is picking up (headline: 3.6%; 

underlying: 2.7% in Jun-2011) 
  Household savings ratio is high (+10.5% in 

Jun-2011) 
  Terms of trade grew by 20.7% in 2010-11 
  CAD has improved (-2.0% of GDP in 2010-11); 

BOGS surplus (+1.6% of GDP); NPY deficit       
(-4.0% of GDP) 

Policy Mix in 2011 

  Before the GFC (pre-2008) 
  Monetary policy: main macro policy 
  Fiscal policy: support role 

  During the GFC (2008-09) 
  Expansionary fiscal policy to boost AD 
  Loose monetary policy 

  After the GFC (post-2010) 
  Shift towards fiscal consolidation 
  Monetary tightening 

Plus: micro reform policies 
  Pace slowed in early 2000s 
  Calls to restart micro agenda 

Fiscal Policy in 2011-12 

  Fiscal deficit: $20.3bn (-1.4% of GDP) 
•  Down from $45.7bn (3.3% of GDP) in 2010-11 

  Contractionary fiscal stance 
  Fiscal consolidation 
  Forecast return to surplus in 2012-13 
  Supply-side reforms 
•  Skills and participation – Building Australia s 

Future Workforce (labour market programs) 
•  Infrastructure – Nation Building Program 

  Backdrop: natural disasters, mining boom 

2011-12 Budget Outcome 
 Revenue Spending 

C
yclical 

factors 

  Rising income tax 
revenue 

  Personal income tax: 
up $14.6bn in 2011-12 

  Company tax: up 
$16.7bn in 2011-12 

  Moderating 
  Social security/welfare: 

up $5.2bn in 2011-12 

D
iscretionary 
changes 

  No personal income 
tax cuts 

  Temporary flood levy 

  2% cap on growth in real 
spending until a surplus 
of 1% of GDP 

  $22.2bn savings over  
4 years 
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Impact on  
Economic Growth  

  Short run: contractionary stance 
•  -1% from GDP in 2010-11, -0.5% in 2011-12 

  Return to trend growth 
•  Rising terms of trade, inflationary pressures 
•  Maybe slower than expected – RISKS 
•  RBA: 2% growth in 2011, 4.5% in 2012  

  Long run: increased productive capacity 
•  Increased investment in skills and training 
•  Boost workforce participation 
•  Increased infrastructure investment 

Impact on Unemployment 

  Reduce the NAIRU (currently 4.5 – 5%) 
  Building Australia s Future Workforce  
•  Labour market program – reduce structural 

and long-term unemployment 
  Boost workforce skills 
•  National Workforce Development Fund  
•  Vocational education and training 

  Increase participation 
•  Eligibility and activity requirements 
•  Incentives in the tax and transfer system 

Impact on  
Economic Issues 

  Inflation 
•  Contractionary stance: lower demand-pull 
•  Supply-side reforms: lower cost-push 

  External stability 
•  Fiscal consolidation → increase national 

savings 
•  >70% Govt bonds held by overseas 

  Distribution of income 
•  Bringing forward low income tax offset 
•  Flood levy – progressive tax 
•  Long-term unemployment 

2011-12 2012-13 2011-12 to  
2014-15 

Carbon price 
revenue +$7.7bn +$24.5bn 

Household 
assistance 

-$1.5bn 
 

-$4.2bn 
($3.4bn of tax 

cuts) 

-$15.4bn 
($8.0bn of tax 

cuts) 
Industry 

assistance -$3.0bn  -$10.3bn 

Total 
Impact -$2.7bn +$1.1bn -$4.0bn 

Source: Australian Government (2011), Securing a clean energy future , Appendix C 

Fiscal Impact of Carbon Tax 
 

Micro Policies in 2011 

  Supply-side policies aimed at individual 
industries to increase productivity and 
efficiency 
  Lead to structural change  
  Rightward shift in AS curve 
•  Increase sustainable economic growth 
•  Long-term price stability 

  2011: calls for new micro reform agenda 
 

Impact of Micro Policies 

Micro 
reform 

•  Economic 
growth 

•  Unemployment 
•  Inflation 
•  External stability 
•  Distribution of 

income 

  Productivity 

  Efficiency 
•  Allocative 
•  Technical 
•  Dynamic 

  International 
competitiveness 

Policy “Mechanism” Structural Change 
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Productivity in Australia 

  Output per unit of input  
•  Labour or multifactor productivity 

  Source of long-run growth in real incomes 
  Trends: Worsened over 2000s 
•  1990s: labour productivity = 2.1%; multifactor = 1.6% 
•  2000s: labour productivity = 1.5%; multifactor = 0%  

  Why? Martin Parkinson says: 
•  Economy approaching full employment 
•  Investment lead-times in mining and utilities 
•  Exploitation of less viable mines 
•  Slower pace of micro reform? 
 

Recent Micro Reforms 

  Trade and industry policy 
•  Trade liberalisation 

•  PMV tariffs reduced from 10% to 5% in 2010 
•  TCF tariffs reduced to 10% in 2010, and will fall to  

5% by 2015 
•  Average (weighted) tariff rate: 1.9% 

•  Industry assistance and innovation 
  Competition policy and deregulation 
•  Competition and Consumer Act 2010 

  Tax reform 
•  Henry Review recommendations (including MRRT) 
•  Carbon pricing mechanism 
 

  Infrastructure 
•  Infrastructure bottlenecks 
•  $36.2bn Nation Building Program  
•  National Broadband Network (NBN) 

  Labour market policies 
•  Labour market programs:  

Building Australia s Future Workforce’ and 
Skills for Sustainable Growth  

•  Industrial relations reform – deregulation 

Recent Micro Reforms Future reforms? 

  Role of COAG Reform Agenda 

  Government procurement (e.g. defence) 

  Human services – health, education 

  Regulatory reforms (e.g. retail trading 
hours) 

  Regional policy 
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MONETARY POLICY 
 IN 2011 

•  The Conduct of Monetary Policy 
 
•  The Inflation Target 

•  The Statement on the Conduct of Monetary Policy 
 
•  The Recent Conduct of Monetary Policy 
 
•  The Effectiveness of Monetary Policy 

2008 HSC ECONOMICS 
EXAMINATION 

  Question 27 

  Evaluate the effectiveness of 
monetary policy in achieving 
Australia’s economic objectives. 

MONETARY POLICY 

• Stabilisation of the Economy 

• The Reserve Bank and the Cash 
Rate 

• The Stances of Monetary Policy 

• The Objectives of Monetary Policy 

OBJECTIVES OF MONETARY POLICY 
Objective Target 

 

Price Stability 2% to 3% average CPI 
inflation over cycle 

Full Employment NAIRU of 5% to 6% 

Economic Growth Sustainable growth of 
3% to 4% in real GDP 

THE INFLATION TARGET 

•   The Consumer Price Index 
 
  -  Tradables inflation 
  -  Non tradables inflation 

 
•   Underlying inflation 
•   The Wage Price Index 
•   Inflationary Expectations 

BENEFITS OF INFLATION TARGETING  
• Anchor Points for Inflationary Expectations 
 
•  Operational Target for Monetary Policy 
 
•  Credibility of Monetary Policy if Target Reached 
 
•  Policy Co-ordination to Control World Inflation 
 
•  Policy Transparency and Accountability 
 
• Pre-emptive Use of Monetary Policy 
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STATEMENT ON THE CONDUCT OF 
MONETARY POLICY 2010 

•  Consultation between Government and Reserve Bank 
 
•  Independence of the Reserve Bank 
 
•  Use of an inflation target 
 
•  Transparency and accountability of monetary policy 
 

•  Financial Stability 

EXPANSIONARY STANCE OF MONETARY 
POLICY IN LATE 2008 AND EARLY 2009 

•   Accommodative stance through cuts in the cash 
 rate totalling -4.25% with the cash rate falling  from 
 7.25% to 3% 

 
•   Mainly large and frequent rate cuts to give cash 

 support to households and businesses during the 
 Global Financial Crisis 

 
•   RBA concerns over falling GDP and levels of 

 employment 
 

  -  Recession in global growth   
  -  Volatile financial markets 
  -  Low levels of consumer, business and  
   investor confidence 

RESTRICTIVE STANCE OF MONETARY 
POLICY BETWEEN LATE 2009 AND 2010 

•  Seven cash rate rises of +0.25% between October 
2009 and November 2010 

•  Cash rate rises from 3% to 4.75% 

•  RBA concerns over: 

 - Rising house prices 
 - Stimulus to aggregate demand from terms of trade 
 - Rising inflation pressures 

MACROECONOMIC IMPACT OF 
TIGHTER MONETARY POLICY 

 •  Slower Growth in Spending (GNE) 
 

 •  Higher Saving and Reduced Levels of Debt 
 

 •  Slower Growth in Output (GDP) 
 

 •  Lower Inflation (CPI) 
 

 •  Lower Inflationary Expectations (WPI) 
 

 •  Higher Exchange Rate (E/R) - appreciation 

STRUCTURAL CHANGES IN THE 
AUSTRALIAN ECONOMY 

• Online purchasing of goods and services 
• Increased travel overseas 
 
• Increase in the household saving ratio 
 
• Appreciation of the Australian dollar 
• Unbalanced domestic growth 

EVALUATION OF MONETARY POLICY 
 •  Long and Variable Lag  

 
 •  Exchange Rate Effects 

 
 •  Blunt Instrument 

 
 •  Art and Science 

 
 •  Wages Growth 
  
 •  Co-ordination with Fiscal Policy 

 
 •  International Shocks 
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EVALUATION OF  
MONETARY POLICY 

•  Quick to Implement 

•  Indirect Impact on the Economy 

•  Used to Stabilise Aggregate Demand 

•  Problem of Lags and External Shocks 

•  Cannot Address Structural Problems in the 
Economy 

CURRENT ECONOMIC CONDITIONS 
•  Real GDP revised down to 3.25% in 2011-12 
 
•  Inflation at the higher end of the target band 

at 2.75% in 2011-12 
 
•  Unemployment steady at 4.75% in 2011-12 
 
•  CAD to widen to -4% of GDP as growth rises 
 
•  World growth at 4% in 2011 and 4.5% in 

2012 but there are numerous risks  
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Overview 

  Government policies to tackle 
environmental sustainability 

  A carbon tax versus an ETS scheme 

  Main features of the Clean Energy Future 
Plan: 3 major initiatives 

  Impact on the Australian economy 
 

Clean Energy Future Plan:  
Overview 

  From 1 July 2012: Carbon tax of $23/tonne 
  From 1 July 2015: Cap and trade  scheme to be 

implemented 
  Carbon pricing will apply to 500 largest polluters, 

with sector-based exemptions 
  2020 target of reducing carbon emissions by 5% 

of 2000 levels 
  Backdrop: Copenhagen Accord that temperatures 

will not rise by more than 2°C 

Government policies 

Discourage production Encourage production

Complete ban 
e.g. dangerous 

goods

Tax on negative 
externalities 

e.g. carbon tax

Restriction on quantity 
e.g.  cap and trade  

scheme 

Subsidies for 
merit  goods 

e.g. infrastructure

Direct provision 
e.g. public goods

How a carbon tax works 

  Coase  theorem underpinning the  
carbon tax 
•  Co2 emissions are a negative externality, as 

the social cost is not borne by producers  
•  Tax forces large polluters to internalise  the 

social cost of carbon pollution 
  Effect on the Australian economy 
•  Higher price paid on for goods and services 

requiring emissions-intensive production 
•  Substitution by firms towards more energy-

efficient methods of production 

How an Emissions Trading 
Scheme (ETS) works 

•  A market-determined carbon price  
  Government caps total number of available 
permits, restricting overall carbon emissions 
  Firms can trade permits: more energy-efficient 
firms will sell to more carbon-intensive firms 

•  Reduction in Co2 emissions over time 
  Government will generally recall permits each 
year, so ceteris paribus a higher carbon price 
will result from market mechanisms  
  Firms encouraged to invest or switch to more 
energy-efficient processes 
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Carbon tax versus ETS 

•  Carbon tax: Certain price, fluctuating quantity
  Reduction in carbon emissions cannot be directly set by 

the government  
  Economic effects on Australian households, firms and 

economic activity more certain  
•  ETS: Certain quantity, fluctuating price 

  Greater control of reduction in Co2 emissions  
  Governments can impose a price ceiling and/or price 

floor to minimise volatility 
•  Carbon leakages in the economy 

  Possible under both policies, but the Australian ETS 
allows purchaser of foreign carbon permits 

Clean Energy Future Plan 

1. Carbon pricing 
  Carbon tax for 3 years (increasing at 2.5% annually), 

following by cap and trade  scheme 
  Exemptions provided for certain sectors 

2. Renewable energy and energy efficiency 
  2020 renewable energy target for electricity 
  Programs providing investment and grants to promote 

energy efficiency in the community 

3. Opportunities on the land 
  Encouraging sustainable use of agricultural land, 

through opportunity to earn  carbon credits  

 

Impacts on the economy:  
Economic Growth 

•  Growth forecast at 0.1% lower annually (Treasury) 
  Lower consumer demand from higher costs for- 

  Fuel and electricity 
  Carbon-intensive production for goods 

•  The contraction is slight, due to injections from: 
  Expected increase in commodity prices and investment 

in mining sector 
  Tax cuts and increased welfare spending, benefiting 

Australians up to $80,000 annual income 
•  Over the long term, conflict between growth and the 

environment is eased 
  Businesses switch to renewable energy and more 

energy-efficient methods of production 

Impacts on the economy:  
Inflation 

•  Consumer Price Index will see increase of 
0.7% in 2012-13 (Treasury, RBA)
  Expected to be a one-off effect on headline 
inflation 
  Chance of second-round effects: If 
expectations from– 

  Consumers    Wages 
  Businesses      Cost-push inflation 

DRIVE UP

Impacts on the economy:  
Unemployment 

•  Proposed increase of 1.6 million employed by 
2020 (Treasury) 

•  Possible structural unemployment tackled by: 
  $9.2 bn Jobs and Competition Program 
  Protection offered at:  

  94.5% to highest  emission-intensive industries 
  66% to medium  emission-intensive industries 

  Main industries requiring assistance are in 
aluminium production and petrol refinement 
  Assistance will however reduce the long-term benefits 

from higher capital productivity 

Impacts: Distribution of 
Income and Wealth 

•  $14.9 bn assistance package to ensure minimal 
impact on low and middle-income households 
  $250 million tax-free bonus to around 3 million 

Australians stimulating consumption and demand 
  Tax free threshold to rise from $6,000 to $18,200 in 

2012-13 Federal Budget 
  Further increase to $19,400 in 2015-16 Budget 

  In the long-term, households face lower costs 
  Switch from carbon-intensive goods and services to 

energy-efficient alternatives will mean lower prices for 
households  
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State of the Global 
Economy 

  Global economic growth: 
•  2009: -0.5% 
•  2010: 5.1% 
•  2011: 4.3% (forecast) 

  Economic growth in advanced economies: 
•  2010: 3% 
•  2011: 2.2% 

US Economic Conditions 

  Economic growth: 
•  2010: 2.9% 
•  2011: 0.4% (1st qtr), 1.3% (2nd qtr) 

  Unemployment: 
•  November 2010: 9.8% 
•  January 2011: 9.0% 
•  August 2011: 9.1% 
•  Zero employment growth in August 

Financial Markets in 
2011 

  Late July 2011: falls in global share markets 
•  Concerns over European sovereign debt crisis 

  29 July 2011: BEA releases growth stats 

  Early Aug 2011: worst volatility since Lehman  
   Brothers collapse 

  1 Aug 2011: Budget Control Act passes Congress 

  5 Aug 2011: S+P downgrades US Credit Rating 

Fundamental Problem 

  Sustainability of budget deficits in 
advanced economies 
•  Are budget these deficits unsustainable? 
•  Will advanced economies be able to pay off 

government debt? 
•  Is economic growth strong enough to 

support fiscal consolidation? 
•  Will advanced economies be able to 

respond to another recession? 

Example 

Budget Deficits 
Year 1: -5% 
Year 2: -8% 
Year 3: -6% 
Year 4: -4% 
Year 5: -2% 
Year 6: 0% 
Year 7: +2% 
Year 8: +4% 

Government Debt 
Year 1: -5% 
Year 2: -13% 
Year 3: -19% 
Year 4: -23% 
Year 5: -25% 
Year 6: -25% 
Year 7: -23% 
Year 8: -19% 
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Okun’s law 

  To reduce unemployment, rate of 
economic growth must be greater than: 
•  Growth in the Labour Force 
•  Growth in Productivity 

•  Eg, if Labour Force Growth = 1% and 
Productivity Growth = 1% 
Required economic growth: more than 2% 

Deficit 

  Budget in deficit for 6 years 
  Reduction in deficit (austerity) has a 
contractionary impact 
  Deficit can only be reduced if there is 
sufficient economic growth 
•  Otherwise the contractionary effect of 

austerity might send the economy into 
recession 

Global Fiscal Policy 

  International Business Cycle 
•  Recessions in 1990–91, 2000–01, 2008–09 
•  Economic stimulus following 2000–01 

recession 
  Budget balances in 2007: 
•  US: -2.7% (debt: 42.6%) 
•  Advanced economies: -1.1% (debt: 45.4%) 

Global Fiscal Policy 

  Budget balances in 2009: 
•  US: -12.7% (debt: 59.9%) 

  Budget balances in 2011: 
•  US: -10.8% (debt: 72.4%) 
•  Advanced economies: -7.1% (debt: 70.2%) 

  Budget balances in 2016: 
•  US: -6% (debt: 85.7%) 
•  Advanced economies: -3.5% (debt: 79.2%) 

European Sovereign 
Debt Crisis 

  Greece in 2009: 
•  Deficit: -15.4% (debt 120% in 2010) 
•  Bond yields at 12% in 2010 

  European Financial Stabilisation Facility 
•  Regional IMF for Europe 
•  Bailouts for Greece, Ireland and Portugal 

  Debt concerns for Spain and Italy 
•  ECB “actively” buying up bonds 

US Credit Rating 

  S+P downgrades credit rating from AAA to 
AA+ on 5 August 2011 
•  Government as risk-free borrowers 

  US Debt Ceiling ($US14.294) reached on 
16 May 2011 
  Compromise agreement passed on  
1 August 2011 
  Political risks to US debt 


