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2 Economic Policy in Crisis:
a Proposal for Jobs and Growth

Roy Green, Bill Mitchell and Martin Watts

1 INTRODUCTION

The striking feature of Australia’s current recession is not that so
many economists have been discredited by it, but that so few have
offered anything approaching a strategy for economic recovery.
Such has been the triumph of the free market orthodoxy in recent
years that when, to everyone’s apparent astonishment, it disinte-
grated as thoroughly as it was originally promoted, there seemed to
be no realistic alternatives in sight. But, of course, there are alterna-
tives, which have simply been overshadowed in recent years by the
extravagant claims made for the policy of deregulation and reliance
on the free market.

This paper undertakes a reassessment of the economic ideas
responsible for our present predicament and proposes an alterna-
tive set of measures to create jobs in the short term, while putting into
place a framework for long-term investment and growth. Esse[n-
tially, we argue for a shift in the stance of macroeconomic policy in
the context of a more interventionist strategy to tackle Australia’s
fundamental economic problem—the balance of payments con-
straint.

Obviously, there are risks associated with a policy shift of the
magnitude we are suggesting, but these are not nearly as greatas the
risk of continuing stagnation under current policy settings. Nor
should they be used as an excuse for inaction and policy paralysis,
for many of these risks lie simply in the imagination of the financial
markets in whose hands they become a self-fulfilling prophecy. We
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endorse the Prime Minister's declaration that taking risks is the
essence of creative leadership. It is also an important factor in
maobilising popular support for a vision of the future, such as those
of the New Deal and post-war reconstruction.

Few would doubt that the present economic situation, coming as
itdoesaftera period of the most deluded speculative mania since the
South Sea Bubble, is the bleakest in living memory. Atthe beginning
0f 1992, the Australian economy was experiencing stagnant growth,
unemployment of over 10 per cent, a slowly stabilising foreign debt
and a current account deficit which was set to worsen after some
improvement. As recently as June 1990, the unemployment rate was
still only 6.7 per cent, following the record rate of job growth under
the initial policies pursued by the Labor Government.

It is now clear that this recession was induced by the blunt tool
of monetary policy with a regime of high interest rates. The dramatic
increase in the unemployment rate over the past fifteen months is
convincing evidence that the downturn is characterised by demand
deficiency. The conventional view of a massive structural shift in the
economy is implausible, since there has not been a sustained growth
in exports or import replacement. Moreover, real interest rates
remain high, compared with other Westerneconomies, although the
differential has narrowed.

Economic commentators look forward to a recovery which is a
consequence of private sector investment growth and the process of
structural change, both at the workplace and between the traded
and non-traded sectors of the economy. But what encouragement to
investment in the traded goods sector is being provided at the level
of the macro economy? The over-valued exchange rate has inhibited
the transfer of resources to the traded goods sector, and high interest
rates are discouraging new investment in the non-traded sector as
well. The consequence is an economy blighted both by increasing
unemployment and poor productivity growth, despite efforts at
workplace reform, due to inadequate investment in new technolo-
gies and skills.

Moreover, thereis little prospect of real recovery in the face of the
existing balance of payments constraint, which appears to limit any
fiscal boost by the Government. The concept of ‘hysteresis’ in
economic theory reminds us that prolonged stagnation does not
constitute a temporary departure from a robust high employment
equilibrium, but influences the future path of the economy because
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of skill atrophy and depressed capital accumulation in addition to
the daily output loss resulting from unemployment and the
underutilisation of capacity.

In the following sections, we show that government policy in the
short term must be geared simultaneously to reducing unemploy-
ment and stabilising the external balance. The long-term objective
must be to relax the external constraint on sustainable domestic
growth, consistent with the maintenance of a high rate of Emp!n}r—
ment. This will require a consistency, which has so far been lacking,
between the macro emphasis on demand management and the
micro emphasis on investment and productivity. The key to achiev-
ing this consistency, in our view, is a new approach to indt_isl.rly
policy which links workplace reform to wider strategies for indi-
vidual sectors of industry and the economy as a whole.

2 Crisis in THEORY AND PoLicy

How did the Australian economy find itself in such a deep reces-
sion? What are the factors which make this recession different from
anormal economic downturn? We argue in this and the next section
that the causas causa of this downturn can be located most immedi-
ately in the confused conduct of macroeconomic policy since 1985.
Indeed, the excessive reliance on investment-choking high interest
rate policy has been the principal reason why the downturn has
turned into the worst recession since the Great Depression of the
1930s.

Economic policy should be internally consistentoncea particular
set of goals is specified. A policy stance makes no sense unless the
goals are clearly outlined and are mutually attainable. A micro
industry policy, for example, aimed at developing an internation-
ally competitive value-added export sector, will not 5'.1(‘(:‘,313{1. if high
exchange rates are being used to control inflation and high interest
rates are used to control overall activity (and by implication the
exchange rate). These policies are mutually inconsistent. Yet this is
exactly what the Government has been doing since 1985. We argue
that much of the current malaise can be traced to the Government's
pursuit of incompaltible goals with the wrong mix of policies.

Tobetter understand thelast six years of policy making, we must
go back to the early 1970s. Prior to 1970, "Keynesianism” was the
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mainstream macroeconomic approach, which had originated with
J. M. Keynes's path-breaking General Theory of Employment, Interest
and Money in the mid-1930s. Since, as Keynes argued, the market left
to itself would not produce a full employment level of output,
Western governments took on responsibility for aggregate demand
management to stabilise fluctuations in the level of economic activ-
ity, principally arising from variations in private sector investment
spending.

The goals of aggregate demand stabilisation were clearly enun-
ciated in formal policy statements following the Second World War.
In Australia, the 1945 White Paper stated that the goals of the
government were full employment, price stability and balance of
payments stability. Over the next twenty-five years, various con-
figurations of spending, taxation and monetary control were em-
ployed in an attempt to achieve these goals. In general, such
stabilisation was highly successful in the sense that we experienced
highemploymentrates, high rates of GDP growth, low inflation and
satisfactory balance of payments outcomes.

To putthe post-war period until 1970 into perspective, we should
note that prior to the Second World War, for almost one hundred
years, the industrialised countries had developed in a marked
cyclical pattern, characterised by the familiar alternating features of
expansion, boom, crises and recession. After the war, for around
thirty years, this pattern was interrupted. Throughout the world,
output growth accelerated with less fluctuations. Serious recession
became unusual and downturns were merely times when growth
slowed rather than became negative. The systematic use of demand
management policies was largely responsible for this noticeable
change in economic behaviour. The Keynesian approach was pre-
dominant because it worked.

Rise of monetarism

The current crisis in economic theory began in the early 1970s when
severe disruptions were experienced by Western economies as a
resultof the 1973 (and later 1979) oil price shocks. In 1974, for the first
time, recession was accompanied by high inflation in Australia and
elsewhere, which was a break with the post-war period of stability
and growth. The prevailing Keynesian thinking had always consid-
ered inflation and unemployment to be mutually inconsistent forms

e SIS

Economic Policy in Crisis 43

of disequilibrium, a view refined by the Phillips Curve analysis,
which considered the two ills as substitutes.

The basic Keynesian explanation of inflation sourced it to exces-
sive aggregate demand. Even when cost-push pressures were iden-
tified, it was understood that a rise in costs affects both prices
(through margins) and output levels. For output to be unaffected,
demand-side accommodation had to occur (either viaa money wage
rise adding to both costs and demand or through the government
intervening to avoid output failure). So inflation could not persist
unless demand expansion fed it. The Keynesian approach to infla-
tion by the early 1970s thus involved a complex accounting of
separate demand and supply (cost) influences and a determination
of the degree of demand accommodation which was going on.

At the same time, Friedman and Phelps were spearheading a
revival of pre-1930s neo-classical thought centred around the quan-
tity theory of money, or ‘monetarism’ as it became known in the
1970s. The monetarist explanation of inflation was so general and
simple compared with the complexities of Keynesian analysis that
it gained popularity and credence. The Keynesian-monetarist de-
bate appeared to become one of extreme views: the naive Keynesian
view where unemployment was purely due to deficient effective
demand, and the monetarist ‘natural rate’ hypothesis which ab-
surdly treated all unemployment as being voluntary.

Between 1973 and 1979, unemployment rates across the world
experienced large rises. Therises, accompanied by rapid inflation in
the price level, confounded the naive Keynesian view. How could
unemployment which is due to deficient demand be accompanied
by inflation which was due to excess demand? The OPEC oil effects
presented problems for a naive Keynesian view and more sophisti-
cated Keynesian analysis was not widely disseminated. Nor, of
course, was it appealing to conservative policymakers gearing up
for cuts in the welfare state and restrictions on trade union bargain-
ing power.

In fact, the reasons for the ‘stagflation’ were notinconsistent with
the Keynesian view. The inflation was basically a supply-side phe-
nomenon, which was highly autoregressive, and the unemploy-
ment could be explained in terms not solely related to deficient
demand. The point was that labour supply behaviour had become
more complex during the post-war period. Strong post-war growth
rates and mass education had brought new demographic groups
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into the labour force. While a ‘core’ of secure, well-paid employees
was established within the internal labour markets of firms, it was
also the start of a new phase of casual workforce attachments,
shorter job tenure and increased job instability and vulnerability to
unemployment for many workers.

The resurgence of neo-classical macroeconomics was met with
great approval by the economists who called themselves micro
specialists. The microeconomic orthodoxy has always been based
onneo-classical market-clearing postulates. There wasconsequently
atension between the Keynesian macroapproach and the prevailing
neo-classical micro orthodoxy. The latter considered Keynesian
macroeconomics flawed because it was ad hoc (by which was meant
devoid of rigour) in that it imposed seeming ‘irrationalities’ on the
behaviour of individuals in the system, such as, for example, nomi-
nal wage rigidity. Keynesians responded by arguing that
compuositional fallacies rendered an ‘aggregation’ of micro theory an
inappropriate basis for macro reasoning,.

Monetarism restored the postulates of rational maximisation to
the centre of the macro stage. Key concepts like the ‘natural rate of
unemployment’ implied thatany imperfections which mightinhibit
market forces, including public stabilisation policy and trade union
behaviour, would ultimately be thwarted by the decisions and
actions of ‘rational’ individuals.

Within this framework, the goal of ‘allocative efficiency” was
given precedence, and the Keynesian goals of full employment,
price stability and balance of payments stability were considered
simply to be automatic outcomes of price flexibility. Thus, thirty
years of policy debate based on the fundamental premise that the
private market could not generate outcomes consistent with these
goals was rendered benign. The immense waste of resources im-
plied by Okun's accounting when persistent unemployment oc-
curred and which had motivated the ‘Keynesian revolution” were
now to be ignored.

It became an article of faith of the return to pre-Keynesian
economics that stabilisation policy had detrimental consequences
for the White Paper goals, basically because it interfered with the
price adjustment mechanism. In addition, it was asserted, rational
agents would always render discretionary policy futile by anticipat-
ing government action and incorporating it into their decisions.

Incredibly, in the light of conventional accounts of the history of
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scientific breakthroughs, no new argument was associated with the
resurgence of monetarism. If Keynesianism had predominated since
the Great Depression because it gave better explanations of the
workings of the economy and the role of government, it was now to
be dispensed with because of its association with the Phillips Curve.
In the confusion of the early 1970s, neo-classical thought, so discred-
ited in the 1930s, re-emerged asa new orthodoxy in macroeconomics.

‘New Classical’ Approach

Despite the widespread failure of monetarist policies in the late
1970s and early 1980s, balance was not restored to the policy debate.
Instead, an even more extreme free market view, called ‘new classi-
cal’ macroeconomics, has emerged. In essence, this view contends
that monetarism did not go far enough. In Australia, the argument
is pitched in terms of ‘microeconomic reform’, whose objective for
this new breed of economists is the deregulation of financial and
labour markets and the dismantling of the welfare system.

Far from returning to a modern Keynesian policy stance, which
had recognised the supply-side problems of the 1970s, the Hawke
Government allowed itself to be persuaded of the logic of the new
classical approach from 1985. The manifestation of this shift is the
reliance on a much narrower set of policy instruments. In particular,
fiscal policy has been severely constrained by expenditure cut-backs
and tax relief to companies and higher income groups.

Until the middle of 1985, counter-cyclical policy was adopted by
the Government with Commonwealth outlays as a fraction of GDP
rising to 30.2 per cent over 1984/85 from 29.5 per cent in 1983/84.
This wasaccompanied by a fail in the average rate of unemployment
from 9.6 per cent to 8.6 per cent. However, outlays were then pruned
to 23.9 per cent of GDP in 1989 /90, before rising marginally to 25.7
per cent in 1990/91 due to the effects of the recession. The full
employment budget remains in surplus, while exchange rate policy
has been constrained by the fear of inflation.

The major tool of adjustment adopted by the Government has
been high interest rates. This policy stance has failed to achieve all
butone goal—low inflation. Yet because the new classical paradigm
has been embraced both by the private sector ‘think tanks” and the
senior levelsof the Federal bureaucracy, the obvious remedies to our
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current problems are not available to the Government. It has tied
itself into a political strait-jacket.

Thereis now a crisis in economic theory and hence policy as well.
The prevailing ‘rationalist’ policy approach has manif estly failed to
deliver its promised economic and social outcomes. It deflates the
economy successfully, but only at the cost of excessive and
unsustainable unemployment, and it inhibits much needed struc-
tural change. The low inflation produced by this approach requires
recession for its sustenance. Indeed, without a ‘scorched’ economy,
it is claimed that inflation would reappear. It follows that an eco-
nomic ‘revival” pursued by the Government on the basis of this
policy framework would inevitably be still-born.

Yet, until very recently, it was seen as unfashionable, even
gauche, to propose an alternative based on Keynesian analysis. Any
attempt to do so could be dismissed by economists who did not
consider 10 per cent unemployment to be a problem and certainly
believed that it was nota macro policy issue. With inflation down to
2 percent, the new classical approach concluded that 10 percent was
probably close to our natural rate of unemployment. Thus, aggre-
gate demand policy aimed at reducing the rate below this would
cause inflation and would in real terms be futile.

The new classical economists claim that the economy must
undergo sweeping microeconomic reforms aimed at improving
relative productivity, because inefficient economies have highnatu-
ral rates of unemployment irrespective of the state of aggregalte
demand. It is as though Keynesian macro policies and productivity
improvement at the micro level were mutually exclusive. In fact, as
we shall argue in a later section, industry policy and workplace
reform in the context of a Keynesian macro approach may be
directed to achieving a high wage, high productivity economy, by
contrast with the new classical approach, whose policy of labour
market deregulation would result in wage reductions for the major-
ity of the workforce.

The point is that, by blaming Keynesian aggregate demand
policy for what was essentially a massive supply-side shock which
necessitated anadjustment process never before seen, we abandoned
a valid and necessary arm of policy. A crucial element of this
abandonment was the change in focusaway fromactive stabilisation
management. Macroeconomics has been subjugated by a naive and
erroneousappeal to market clearing micro principles. Macro conduct
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Panel: Rules vs Discretion

A key issue for economists is whether government
policy should be conducted by fixed rules (policy
announcements which are not varied until the goal is
achieved irrespective of developments in related ag-
gregates) or by discretion (policy varied to meet cir-
cumstances),

Conservative economists who oppose discretionary
policy-making focus on the role of private sector
expectations and their impact on the success of policy
outcomes (see Kydland and Prescott 1977; Calvo 1978;
Barro and Gordon 1983).

The Australian Labor Government has fallen prey to
this logic. An examination of its inflation-unemploy-
ment approach since 1988 is instructive. A constant
message coming from the Government is that it is
driving inflation and inflationary expectations down
to zero, in part presumably to improve international
competitiveness. The priceof this strategy, as we have
seen, has been the rapid escalation of unemployment.
This policy represents an about turn by a Government
elected in 1983 on a platform of fighting unemploy-
ment and inflation simultaneously.

Acco rding to economists who eschew discretion, the
problem facing the Government is that its ‘inflation
first’ policy may lack credibility because of the politi-
cal problems that the.high unemployment presents.
The private market will discount the inflation first
policy if it believes the Government will adopt discre-
tionary paolicies to counter the unemployment.
Thelogic then is to convince the private sector that the
policy rule will not be diluted by discretionary attacks
on unemployment. Thus the policy must be suffi-
ciently firm, with no concessions, to allay the suspi-
cions of the market. When the Covernment talks
moreover, to disenfranchise union delegates and
members at the workplace from the wage bargaining
]J‘I'UE“ESS.
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is now pitched in terms of fixed policy rules (see Panel). We are now
waiting for the market to work despite the fact that nothing has
changed since it was demonstrated in the 1930s that the market
could fail.

To sum up, the nature of the crisis is that, within the theoretical
framework driving policy, the aggregates of high unemployment
and low GDF growth are considered to be micro problems. Yet the
macro costs of this approach are so large that social and political
tensions have become extreme. Nor can the Government redress
these macro costs while its advisers persuade them that such costs
are solely attributable to micro factors which take long periods of
time to change. The narrow new classical training reflected in policy
advice to the Government is simply inca pable of analysing a situa-
tion where the market fails and requires intervention. The conse-

quences of this advice are illustrated by a closer analysis of the
current recession.

3 Tue Poucy-INDucen REcEssion

A brief reflection on eight years of the most electorally successful
Labor Government in Australian history provides some important
clues to the problems in economic theory and policy we have
outlined. At the forefront of policy initiative has been the Accord
partnership between the Government and ACTU, which was de-
signed to preclude the misunderstandings of the Whitlam years and
provide a vehicle for a formal “prices and incomes’ policy.

S0long as the Government delivered jobs growthand significant
social benefits such as Medicare, the drawbacks of the Accord could
be overlooked by the ACTU and its affiliated membership. Now,
ho wever, as these drawbacks begin to receive greater prominencein
union as well as public debate, the ACTU is repositioning itself
while it is the Government which appears to be running aground.
. A major drawback of the Accord was that it wasnot a prices and
incomes policy at all, since it was able to focus only on wage and
salary earners. The incomes of professional and executive groups
remained largely untouched by the policy, as did the prices set by
the private sector for goods and services. The effect of the policy was
to bring about an unprecedented shift in national income towards
the profit share at the expense of the wage share (which has fallen
from 62 per cent of GDP in 1982/83 to 58 per cent in 1990/91), and,
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moreover, to disenfranchise union delegates and members at the
werkplace from the wage bargaining process.

A further drawback, which we discuss in the next section, was
the lack of any mechanism within the Accord to ensure that profits
were channelled into productive investment. The resources re-
leased by wage restraint, instead of laying the foundations for
structural change and long-term prosperily, were dissipated in the
1980s financial debacle of asset inflation, takeovers and telephone
number executive remuneration packages. There was no direct
method for influencing company investment plans through tripar-
tite industry policy or joint consultation arrangements at the
workplace, since the establishment of such a method would consti-
tute intervention and this, of course, ran counter to faith in the
market.

Thesecond key policy initiative by the Labor Government wasits
deregulation of the financial system, which not only abolished
foreign exchange controls(thusliberalising capital movements), but
also permitted foreign banks to compete locally. With sixteen for-
eign banks taking up theinvitation, a corporate lending (borrowing)
boom of massive and unmanageable proportions followed. The
associated asset swapping (corporate script and real estate) was
largely responsible for the threefold rise in the ratio of external debt
to GDP. This rise has imposed long-term costson the economy asour
credit rating has fallen.

A direct consequence of this profligacy was the loading of debt,
by the so-called and misnamed entrepreneurs, onto previously
sound corporate entities like Elders-1XL and Carlton and United
Breweries. The boom-bust cycle in asset prices was the precursor of
recession. While financial deregulation was intended to generate
increased competition and, via the text-book model, more services
and lower prices to consumers, several negative consequences have
occurred. The external debt has risen to unsustainable proportions,

leading in turn to record levels of interest rates which have choked
off investment in productive capital, and excessive mortgage rates
as banks have squeezed their captive market to pay for their injudi-
cious and disastrous foray into the world of ‘entrepreneurial’ excess.

The failure of the lending boom, or the massive increase in the
profit share, to be channelled into gains in real productive capacity,
is a serious indictment not only of Government policy but of the
corporate sector ingeneral, whichisonly too willing to criticise other
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sections of the community for shirking microeconomic reform. The
rapid rise in external debt would not be a problem if it was su pport-
ing the development of productive capacity, especially in export-
oriented activities. Instead, it has largely been squandered on asset
transfers or unproductive real estate accumulation.

The truth is that, despite the redistribution of income to profits
via the Accord and the easing of access to funds, the private sector
has failed to function as its rhetoric suggests. Deregulation, privati-
sation and the reduction of the public sector are all catch-cries of the
‘freemarket’ lobby. While the policy agenda has been heavil y biased
towards this ideology, the fact remains that a successful market
must have creative entrepreneurs who utilise capital resources to
produce value-added goods and services. Yet the fundamental
element in this story is completely missing in Australia. With
perhaps a handful of exceptions, we have no creative corporate
sector. The failure of business in general to exploit the competitive
advantage delivered by the Accord makes the move toa deregulated
economy dangerous and short-sighted.

Inflation first

Although the Government has clearly sustained political damage
from rapidly rising unemployment, it was apparently prepared fo
‘wait out the recession’. Why, it might be asked, would the Govern-
ment permit the recession to continue? The two problems targetted
by the recession are inflation and the current account deficit. The
implication is that “this is the only way, or at least the socially least
costly or politically least inconvenient way, in which those aims
could be achieved” (Perkins 1991: 4). The extent to which the
Government is ready to change tack will be indicated by forthcom-
ing economic policy, but its room for manoeuvre is already limited.

Initially, official cash rates, which effectively set the interest rate
structure, were increased from just below 9 per cent in December
1987 to over 17 per cent by January 1989 as a means of stabilising the
exchange rate by encouraging capital inflow. The fear wasthat, if the
exchange rate was to depreciate in line with our trade fundamentals
(that is, the underlying relationship between our export potential
and our import propensity), then an already over-restrictive wages
policy would collapse asimport pricerises caused further reductions
inthereal wage. Yetas the high interest rates began to choke off new
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investment projects, and the GDP growth rate became negative (that
is, the level of output actually fell), the Government position was
that cash rates were high in order to restrain demand and hence
inflation directly.

While the consequences of this singular strategy have been
severe, despite the then Treasurer’s claim that all we should expect
was a ‘soft landing’, the lack of policy creativity is one of the most
striking aspects of recent years. It was obvious that an excessive
reliance on high interest rates to subdue activity would be difficult
to control. The constraining effects work slowly as investment
projects are reappraised and curtailed. However, by the time we
receive information that the policy is working, the intervening
period of high rates has further eroded demand. So instead of
inducing a gentle fall in activity, the policy results in a ‘scorched
earth’, where unemployment rises and business investment falls to
near replacement levels. Further corporate bankruptey proves to be
contagious as companies succumb to unsustainable debt levels.

Why was the Government so reluctant to use fiscal policy instru-
ments to achieve its objectives? There are two ways of looking at the
conduct of fiscal policy in the latter years of the 1980s. On the one
hand, it can be argued that the Government had to rely on interest
rates to restrain the economy because previous spending cut-backs
had left very little ‘fat’ in the public sector. In other words, any
further pruning of expenditure would start to impact on the viability
of programmes,

On the other hand, it could also be argued that the Government
had blurred the distinction between fiscal policy and wages policy.
At the outset, when the Accord was initiated, it was stated that if
wage restraint was delivered through the Accord, fiscal measures
could be used to maintain the standard of living of workers. In this
respect, the emphasis was on the real 'social wage’ rather than the
narrower concept of pay packet wages. The idea was that universal
health cover and other social benefits would reduce the cost of living
and therefore free income for consumption and saving. At the time,
the social wage concept implied more public spending, not less.

What finally happened, however, was that the Government tried
to deliver on the social wage through lower taxes, notably through
a series of wage-tax trade-offs in conjunction with National Wage
decisions. The consequences of this approach have been significant.
First, by reducing the revenue base of the Government, pressure on
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spending restraint intensified, purely as a matter of accounting
exigency. This was in addition to the ideological attack on public
spending, which was having its own influence on budgetary policy.
Second, the concern about the expansionary consequences of the tax
cuts placed more pressure on monetary policy to restrain growth.
Finally, the tax cut policy amounted to a crude industry policy in
the sense that the loss to the budget was subsidising the private
sector in an indiscriminate fashion. Thus, ironically in view of the
rationale for tariff reductions, inefficient industries were given
incentives tostay in operation at the expense of the national economy.
The obvious point is that if the Government is going to operate an

industry policy anyway, it should be more self-consciously de-
signed and targeted.

‘Soft Landing’

While the then Treasurer insisted that the restrictive monetary
policy would result in a ‘soft landing’, it became apparent that this
was simply a matter of faith. No one could predict the effects in size,
timing and duration of the broad and long-lagged interest rate rises.
If the Government had not tied its fiscal policy down, it could have
ensured a softer landing by progressively inflating the economy as
the effects of the tight money policy became evident. However, this
could only have occurred if wages policy had been more independ-
ent of tax and spending. It can be argued that by placing the costs of
employment more fully on the private sector, more rapid structural
adjustment and productivity growth would have been realised.
The important point here is that the Government failed to max-
imise the flexibility of its policy instruments. By following, explicitly
or otherwise, a ‘rationalist’ approach, it lost the potential to be
creative and to respond to changes in the economy. This approach,
as we have seen, eschews discretionary policy actionand thus places
the burden of adjustment to changed circumstances on the market
place. Accordingly, the less the Government does the better. How-
ever, there is no new evidence that an unconstrained market will
generate full employment and price stability. The theoretical crisis
of the 1980s and the Government's consequent reliance on the
market has resulted in a disastrous level of unemployment.
Finally, as we shall argue in the next section, there is nothing to
suggest that deregulated product and labour markets will reduce
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unemployment to its previously low levels. If deregulation is tanta-
mount to wage cutting, then the debate is exactly where it was sixty
years ago. At that time, wage cuts were tried and failed to stimulate
employment. The fact remains that, while lower wages lower the
price of labour to employers, they also reduce aggregate demand
and remove the main reason for hiring labour—to produce saleable
output.

The lesson of the Great Depression is still valid. If the private
sector cannot maintainadequate levels of demand, then the Govern-
ment has an obligation to increase public expenditure to make up
the shortfall. Later, we present some estimates of the scope for the
Government to adopt a more activist role in boosting jobs and
growth,

4 Rerorm ofF PrRoDUCT AND LaBoUR MARKETS

A fundamental precondition for the success of the Government's
microeconomic reform agenda is said to be an assault on Australia’s
cosseted product and labour markets. While this contention as it
stands cannot be denied, the assumptions behind its application in
current policy are suspect. The assumptions are those of the neo-
classical and ‘new classical’ orthodoxy to which we have already
referred. They state that optimal efficiency is achieved only by
creating perfectly competitive markets, including those for factors
of production (such as labour). Essentially, this means removing
‘impediments’ to the operation of markets and eschewing any form
of intervention which may ‘distort” the necessary competitive sig-
nals,

The impediments these economists have in mind in the product
market are tariffs and other protectionist (and ‘new protectionist’)
measures and, in the labour market, the traditional wage fixing role
of the Industrial Relations Commission. Ideally, they would also
include in these impediments the ‘monopoly” power of trade un-
ions, but, unlike the Thatcher Government's notorious 1985 Em-
ployment White Paper and its local counterpart in the Australian
Opposition’s industrial relations policy, Labor's Accord with the
ACTU precludes any attempt to free up the labour market in this
way. Instead, neo-classical economists here must be satisfied with
the decentralisation of wage fixing, as a means of approximating the
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‘price of labour’ to its marginal product, rather than its wholesale
deregulation with the removal of minimum legal rights and stand-
ards.

It is not our intention to argue that the Government's reforms of
product and labour markets have been futile. Far from it. What we
would suggest, however, is that progress in this area since 1983 has
been achieved despite rather than because of the assumptions which
underlie the policy. Moreover, the current policy paralysis is due in
large measure to the failure of the Government either to follow these
assumptions through to their logical conclusion, which is found in
the Opposition programme, or, on the other hand, to jettison the
assumptions explicitly in favour of a more interventionist approach.
The first approach implies an open confrontation with the trade
union movement and, as a consequence, a further step towards a
low wage, low productivity economy in Australia, whereas the
second, as we shall see, would permit the Government to regain the
momentum towards the high wage, high productivity future which
its rhetoric rightly treats as a desirable goal.

While the efficacy of wages and industry policies is open to
debate, there is no doubting their common origin, unique to Aus-
tralia, in the nexus between industry protection and centralised
arbitrationin the early part of the century. Arguably, at the time, this
nexus permitted a higher level of output and employment in manu-
facturing and a growth of real wages which would not otherwise
have been possible. Indeed, while the 1929 Brigden Report on tariff
policy made the point that “the maximum income per head for
Australia would probably be obtained by reducing it to one large
sheep-run with the necessary subsidiary and sheltered industries”,
itconcluded that “there is more to be said for protecting an industry
because it employs labour at good wages than for any other reason™
(Brigden 1929: 70, 119). Initially, this objective could be secured by
a policy of import substitution, which redistributed surpluses from
primary export industries to manufacturing, butin the long run the
deterioration in international markets and terms of trade for pri-
mary producers made the policy untenable.

The main problem was that there was no incentive in the tariff
policy arrangements, or in the associated strategies of multinational
firms in Australia, to develop world competitive manufacturing
technologies and work practices. The problem was accentuated in
the post-war period not only by the secular downward trend of
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primary commodity prices, which contributed to macro instabi]it_j.r
as well (the ‘stop-go’ cycle), but also by the increasing trade domi-
nance of high value-added, complex factor manufactured goods.
While manufactures in general were already established as the
fastest growing area of world trade at the onset of the post-war
boom, by the mid-1980s, according to recent calculations published
in the Midland Bank Review, high ‘research-intensive’ manufactures
were the fastest growing specialised segment of trade in manufac-
tures. This has become known as the ‘new competition’ (Best 1990).
If the case for comprehensive tariff protection has disintegrateq in
this environment, the question still remains what should replace it—
the free market or a new outward-looking approach to industry

policy.

Industry policy debate

The policy response in Australia to the growing significance of high
value-added manufacturing in world trade was of two types. The
first, largely developed by the Industry Commission and its pr!ad—
ecessors, was a free market approach based on the old classical
theory of ‘comparative advantage’. By reducing, ami} ultimately
eliminating, tariff protection, it was argued that this approach
would permit only efficient and competitive ﬁml15 to survive, thus
bringing down the cost of all goods and services to Australian
consumers and enhancing general economic ‘welfare’.

The potential gains, however, are modest even in its own terms.
It is estimated, for example, that the reduction in the effective rate of
assistance from 12 per cent to 5 per cent by the year 2000, annnunmtfl
in the Government's 1991 economic statement, Building a Competi-
tive Australia, will result in a net gain to GDP of only 0.5 per cent of
GDP or $1.7 billion at 1988/89 prices. .

The approach is epitomised by the Garnaut report, Australia and
the North-East Asian Ascendancy (1990), which recommended not 5
per cent butanideologically pure zero tariff régime by the year 2000.
Any approachof this kind has costsand drawbacks, however, which
are usually downplayed. The main drawbacks‘ in the Garnaut
approach are firstly that there is no mecha‘msfn, apart frmm
spontaneousentrepreneurial combustion, by which inefficientfirms
can become efficient and competitive, second, that the closure of
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‘inefficient’ manufacturing firms tends only to reinforce Australia’s
dependence on primary commodity exports and, third, that the
reduction in tariffs does not necessarily lead to lower prices for
consumers if firms are able to increase their margins and thereby
gain windfall profits.

Perhaps most importantly, the inconvenient fact which propo-
nents of this approach fail to address is that world trade today is
characterised not by comparative advantage but rather by ‘com-
parativedisadvantage’ forresource-based economies. Thisdescribes
the tendency for the exchange rate to rise above the level at which
manufactured exports and import substitutes can become competi-
tive, even with significant efficiency improvements. The problem is
compounded by the fact that depreciation, particularly where it
occurs as a result of an unfavourable reversal in the terms of trade,
can also prove counter-productive due to the combination of a
sudden and unpredictable cost pressures and the belief that the
potential advantages offered by depreciation may only be tempo-
rary.

This was the effect of large North Sea oil and gas discoveries on
the Netherlands and UK, where the decimation of manufacturing
firms {(mainly in the-price-sensitive engineering and capital goods
sectors) by policy adaptation to commodity-based exchange rate
fluctuations became known as the ‘Dutch disease’. It was avoided to
some extent in Norway where an interventionist industry policy in
association with a supportive macro stance made use of resource
surpluses to develop a small but competitive manufacturing base,
but not, of course, in Australia, where the phenomenon became
popularly known as the ‘Gregory thesis’.

By contrast, economies without a significant resource sector,
suchas Germany and Japan, have been able to adjust exchange rates
to the goal of long-term competitivenessin high value-added manu-
facturing, thus maintaining continuity in their investment, training
and research and development strategies. Ironically, instead of
using agricultural or resource surpluses to subsidise employment in
‘sheltered industries’, these economies are able to subsidise their
farmers and (in the case of Germany) grossly inefficient coal produc-
ers out of the surpluses generated in manufacturing.

The1970s energy crises, while offering temporary currentaccount
relief to the resource-based economies, simply gave added incentive
to the export-oriented manufacturing economies to develop energy
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efficient technologies and a competitive edge in research intensive
products and services. The point was inevitably reached where
countries like Australia could no longer rely on an efficient primary
goods sector to compensate for the lack of manufacturing
competitiveness without a relative {and now absolute) decline in
personal living standards. The continuing attempt to do so, which is
the only possible rationale for ‘resource security’ legislation, is
counter-productive from the viewpoint of both the economy and the
environment.

The second type of policy response to the problems faced by
respurce-based economies, initiated publicly in Australia by the
1979 Crawford reporton structural adjustment, was to recognise the
necessity of “gradual reductions in some Australian protection
levels”, but only as part of an “industrial development policy”
(Crawford 1979). This approach is now identified with the Austral-
ian Manufacturing Council (AMC) report, The Global Challenge:
Australian Manufacturing in the [930s (1990), which, although not
theoretically explicit in its assumptions, nevertheless places the
emphasis on making domestic industry competitive in conjunction
with reducing tariffs rather than undertaking tariff reform in isola-
tion from other instruments of policy.

The AMC approach also retains an important role for wages
policy. Whereas in the free market approach the aim is simply to
deregulate the labour market so that wages find their own level in
product markets exposed to international competition, the proposal
here is to use wages policy to promote a ‘new workplace culture’
through, for example, productivity bargaining as an integral part of
a coherent, tripartite industry policy. What this means in practical
terms will be examined shortly.

Itisclaimed, of course, that the ‘new’ approach to industry policy
is nothing more than an attempt to resurrect the old, discredited
protectionistarrangements ina different guise. Thisisa disingenuous
claim whose lack of evidence is matched only by the enthusiasm
with whichithasbeenembraced by newspaper editorial writersand
officials in the Federal bureaucracy. The new approach stems both
from modern theories of how markets work (or don’t work, as the
case may be) and from the recent experience of more successful
industrialised nations(Dertouzosetal 1989; Porter 1990). In particular,
there are two features of this approach which distinguish it
fundamentally from previousattemptsatindustry policy in Australia,
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The first feature is the shift in the rationale for tariff protection
and industrial assistance from the retention of jobs in manufacturing
industry, however uncompetitive, to the preparation of firms and
sectors for carefully targeted export strategies in world markets. The
second, as already stated, is the transformation in the primary role
of wages policy from centralised pay fixing, which characterised the
‘historic compromise’ between labour and capital in the early partof
the century, to support and facilitation of work reorganisation,
training and joint consultation at the workplace.

Labor's approach

Since 1983, the Labor Government has shown little sign of accepting
the case for an outward- looking industry policy, except, as we shall
see in a moment, at the margins where it may be tolerated on the
grounds of demonstrable ‘market failure’. Curiously, however, it
has offered less resistance to the idea of permitting the vacuum to be
filled by wages policy, particularly in its most recent incarnation as
‘award restructuring’.

The result of this accommodation between the prescriptions of
neo-classical orthodoxy and the power relationships of the Accord
has been internal inconsistency at best, with the ever-present danger
of the whole strategy collapsing under the weight of its own contra-
dictions. With the good fortune of the demand expansion phase of
the strategy now evaporating in the recession along with Labor's
popularity, the contradictions are laid bare and require a resolution
if disaster for the Government is to be avoided at the next election.
To understand the steps which must now be taken, it is necessary
first to retrace those already taken in the two phases which charac-
terise the Government's approach to industry policy and labour
market reform so far.

In both phases of policy, the Government’'s product market
reforms were largely centred on across-the-board tariff cuts, but in
the initial phase they also included a number of ad hocindustry plans
toreinvigorate traditionally protected areasof manufacturing. How-
ever, these modest plans were not sustained or extended to other
sectors. Nor were they matched by support from labour market
policy, which at this stage consisted mainly of employment and
training measures and an abstract commitment to ‘industrial
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democracy’. The 1986 Heavy Engineering Plan, for example, had to
make do with a provision making assistance to firms conditional
upon jointly negotiated changes in work practices.

The reason for the limited approach to industry plansand labour
market reform in this initial phase of policy lay in the reliance by the
Government upon macroeconomic strategy to deliver jobs gmwt‘h
and upon incomes policy to effect wage restraint, whfch in turn, it
was hoped, would transfer resources from consumption to invest-
ment in accordance with the need to tackle world markets. As we
saw earlier, with increased profitability, the analysis went, employ-
ers would invest in new plant and equipment, and, with goodwill
from the unions, the workplace would sort itself out in the process.

The problem with the Government’s approach in this phase of
policy was that despite, and to some extent because of, its prodi gious
record of job creation, the rate of growth in labour Pruduchﬂty
stagnated. The resourcesreleased by wage restraint certainly b_msted
corporate profits but were not channelled into much nea?ded invest-
ment, due partly to the ‘substitution effects’ of relahwl.rely cheap
labour and partly to the greater prospective gains available t'n}mm
asset price inflation together with the new sources of borrowing
opened up by financial deregulation.

Crucially, apart from the handful of industry plans, there were
no formal industry policy structures established to ensure that
company decisions on investment were open to wu*.err Iscrutm},r_and
accountability. Nor were legal rights and opportunities provided
for workers to influence those decisions, despite the debate sur-
rounding the Federal Government discussion paper on Imi‘;:sma!
Democracy and Employee Participation (1986). The Government’s ap-
proach at this time proceeded on the assumption that once the
macroeconomic settings were in place the market would deliver the

necessary investment in new technologies and skills. But, to the
Government's evident surprise, the assumption was found want-
ing.

12:"['hu: terms of trade collapse of 1985/86 created the conditions for
the second phase of policy, which signalled the Government’s
recognition of the limitations of macro policy by shifting tl}e fclmfs to
‘microeconomic reform’. The problem was that whatever intentions
some may have had of using the micro reform agenda to bring back
industry policy to centre stage, its dominant thrust became acceler-
ated tariff reductions and the removal of transport bottlenecks,
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especially on the waterfront—wi i
e 5.:—1:55.3 il s with which landlocked Canberra has
The conclusion drawn from the first phase of policy was n
the marllcet hac! failed to operate in acmi:dance wF;?h ge th:nf; lli::’:
th_at Ehe impediments to its operation had not yet successfully I;f:cm
eliminated. The only area where outright ‘market failure’ was
openly acknowledged and met with intervention was training, on
whml_'u expenditure by companies clearly lagged international i;est
practice. However, the reason why an exception had to be made
there was not that the case for industrial policy had been conceded
bu[ rather that training was essential to progress in award restruc-
turing, and, as a result of initiatives taken by the union movement in
the context of the Accord, award restructuring had become the
central mainstay of wages policy.

Workplace reform

Indeed, it is a peculiarity of Australian economic management in
recent years that wages policy and labour market reform has been
made to bear the weight that in other countries would be carried, or
at least shared, by industrial policy. Just as the focus of ecunm;'iic
management shifted after the trade crisis from a macro growth
strategy to micro reform, so the emphasis of wages policy changed
from aggregate wage reslraint to workplace prod uctivity improve-
rn-enlt through industry and enterprise bargaining.
Since wage restraint had not contributed to the investment

ne?ded to increase pr{:ducﬁvi’ry, more direct measures were re-
quired at the workplace, where the growth of unit labour costs is the
key variable. These measures were first signalled in the 1987 two-tier
wage S}rste-_m, which opened the way for work place negotiations on
restructuring and efficiency’, and then more comprehensively in
tl:te Industrial Relations Commission’s award restructuring deci-
sions of 1988/89, which established a framework for genuine pro-

ductivity bargaining. .

The measures were supplemented by the Federal Government's

Wurkpl.an: Reform Program, established by the Department of
Industrial Relations (DIR}, which featured a network of Workplace
Rc-:v-ou rce Centres as well as more traditional assistance packages to
union and employer organisations engaged in the rewriting of
awards. These Centres anticipated the need to translate the ﬁew
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awards intoactionat workplace level, without which award restruc-
turing would have been futile. They were designed to provide
advice and information on a commercial basis to firms in the process
of restructuring, butonly on condition that the process was operated
through joint consultative machinery.

In addition, largely as a result of the AMC report referred to
earlier, the Government announced in its 1991 economic staterment,
Building a Competitive Australia, the introduction of a Best Practice
Demonstration Program, which would encourage selected firms to
adopt international best practice approaches at the workplace. This
programune, to be run jointly by the AMC and DIR, is a further
indication of the degree to which indusirial policy may be pursued
legitimately only in the guise of workplace reform.

It was with considerable unease, however, and after some delay,
that the Industrial Relations Commission was prepared in October
1991 to issue formal guidelines for productivity bargaining with no
overall pay limit. While the guidelines are still very much at the
experimental stage, by stipulating the need for joint consultation
arrangements at the workplace they provide workers and unions
witha further opportunity to widen the bargaining agenda, possibly
to encompass decisions on investment as well as training and work
reorganisation (Green 1991).

This could, if handled correctly, become a source of strength for
workplace managers, rather than simply a threat to their decision-
making prerogatives, particularly in the light of evidence from the
Australian Workplace Industrial Relations Survey (AWIRS) show-
ing that a major constraint on workplace performance in Australia
is not union obstruction but the policies of management beyond the
workplace (Callus ef al 1991). Nevertheless, there are potential
limitations in the operation of workplace bargaining from the view-
point both of distributional fairness and of broader economic strat-
egy considerations.

In the first place, in the absence of labour market regulation,
workplace bargaining would tend to favour well-organised groups
in high productivity manufacturing firms at the expense of weaker
groups, especially those in service activities with no measurable
output, whose terms and conditions of work could be undercut by
employers. Even to the extent that legal regulation is maintained
through a revamped award system, which we believe is necessary
onefficiency as well asequity grounds, there will still beanimportant
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role for the Commission in setting minimum standards, removing
am_tmalies and enforcing fair wages and comparability for groups
which fall significantly out of line with the rate for the job.
Thels'cclund limitation of workplace bargaining, despite the op-
portunity it provides for greater accountability in company deci-
sion-making, is its uncoordinated character. It is this limitation
which reinforces the need, which we have already identified as a
necessary adjunct to macro policy, for wider, preferably tripartite

structures to promote the development of coherent sector-based
strategies.

A new approach

The relevance of the sector level as an organisational focus for
industrial policy has been enhanced in recent years by the trend
from traditional mass production industries, where economies of
scale were the crucial factor, to more flexible man ufacturing systems
whose effectiveness requires carefully managed interdependence
bf:rtween smaller units of production. This interdependence has
given rise to the much admired ‘clusters’ of competitive industrial
success in places like Emilia-Romagna in northern Italy and Baden-
Waurttemburg in southwest Germany (Mathews 1990},

Itis true that such clusters cannot be imposed by state planning,
but nor do they emerge spontaneously from the actions of indi-
w:idual entrepreneurs. Their growth and development must effec-
tively be coordinated within structures which guide and assist firms
with production techniques, personnel practices, producer-user
linkages (‘networking’) and marketing strategies. The idea that
these structures would have to ‘pick winners’ is a relic of past
debates about planning versus the market, where the state is as-
sumed to be the agency of planning. In this new approach to
industrial policy, it would be more accurate to say that the winners
have the opportunity to pick themselves within the framework of a
sector strategy which they have collectively devised in cooperation
with the Government (Eatwell and Green 1984).

The appropriate agency for industrial policy in the Australian
contextmust bea tripartite institution with not merely advisory but
executive powers, which is based on a network of sector planning
bodies with representation from unions and em ployers. The role of

the Government is then not to impose a blueprint on industry, but
to discuss and agree on a range of strategies in each sector, encom-
passing, for example, export facilitation measures, which would be
supported by advisory and information services and, where related
to the fulfilment of an agreed strategy, direct assistance to firms.

The national tripartite forum would have the task of ensuring
that sector strategies are consistent both within industry itself and
with the Government's broad macro settings. This would imply, for

example, particularly in the recent period, that a current account
improvement would not be sought by using monetary policy to
depress demand. The reason is obvious. Not only are firms affected
by high interest rates, but the influx of capital, as we have seen,
drives up the exchange rate, making even relatively efficient firms
uncompetitive. It is a classic case of inconsistency between macro
and micro objectives, which would not arise if industry policy were
to be assigned a central role.

There are many tripartite institutions in Australia, perhaps too
many, which might be considered as candidates for the role we have
described. The development of a new approach to industrial policy
may well be the occasion for imparting a sense of purpose and
coherence to the ‘alphabet soup’ of such bodies. In particular, a
merger of the Economic Planning Advisory Council with the AMC
to form a new ‘Australian Planning Council’ would be desirable,
because it would not only permit the macro and micro dimensions
of economic policy to be fused, but would also establish a “transmis-
sion mechanism’ to firms through the AMC's industry councils,
which, at least potentially, form the basis of the proposed sector
planning bodies. A similar approach has been proposed in recent
yearsin the UK in relation to the future role of the tripartite National
Economic Development Council (Green and Wilson 1984; Sugden
1991).

The main task of the Government, then, is not to intervene
directly in the running of industry but to create the necessary
‘supply side’ framework for investment in long-term growth and
jobs. This means developing representative tripartite structures, so
that the elements of an agreed industrial policy may be developed,
and providing legal rights for workers to information and consulta-
tion, so that the resulting sector strategies may be matched by
strategies at the workplace. A new industry policy which releases
the initiative and creativity of the workforce in this way may well be
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the key to a high wage, high productivity economy in Australia, and
hence to the long-term growth of output and employment.

5 BALANCE oF PAYMENT RESTRAINTS

In this section, we analyse the balance of payments, which, as we
have already indicated, is considered to be the fundamental con-
straint on economic growth in Australia. Irrespective of the ex-
change rate regime, problems originating in the trade sector can
constrain growth through trade deficits adding to external debt or
exchange rate depreciation adding pressure to domestic prices.
We are primarily interested in the answers to two questions for
the purpose of our analysis: first, to what extent does the current
state of the balance of payments constrain the growth of output? and

second, do current policy settings inhibit the attainment of this
sustainable growth rate?

The first question requires an assessment of the present position,
taking policy settings as given, though it raises the further question,
which we address in the next section, as to whether intervention is
warranted to relax the constraint on the growth rate. The second
question focuses directly on current policy and, in the event of an
affirmative answer, demonstrates the scope and necessity of expan-

sionary measures within the parameters of the balance of payments
constraint,

Debt stabilisation

We begin by evaluating the sustainable growth of output in the
contextof the stabilisationof the ratio of net debt to GDP within three
years. For those who are interested, or who disbelieve an economic
proposition without mathematical proof, the algebra of this form of
stabilisation has been explored with some sophistication in the
literature (Branson and Papaefstratiou 1978; EPAC 1986; Dixon and
MacDonald 1986).

The debt to GDP ratio, f, can be written as
f=b+f,-(1+r*(1-k+rk+e(1-k)/(1+p+g+pg (1

whereb, r*, 1, k, p, g e denote, respectively, the ratio of the deficit on
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i [ i i GDP, foreign
oodsand servicesand intereston net foreignequity toGUL, _
End domestic interest rates, the fraction of de&?t denominated in
domestic currency, the rate of domestic inflation, real domestic
growthand the rate of deprecia tion of the domestic currency (EPAC

1986, p 53). _
wgting h as the percentage change in the real effective exchange
rate and p as the foreign inflation rate yields

e=p-p*-h (2)
Now, utilising equation (2), equation (1) can be rewritten as
f=b+f, 1+ -p1 -R+-pk+p-hil-K}/A+p+g+ P

If foreign and domestic interest rates and inf!atinn rates are equal
and the real exchange rate is constant, then, since pg = ()

f=b+f0+i+p/(1+p+g+PpB @
b +af,

nn

where i denotes the uniform real interest rate.
Under debt stabilisation,

fF=f=f =f=..
Thus,
b=(1-a)* = Plg-)/(1+p+g (4)

There are two ways in which the debt raf'tiu can be sta'rfsiﬁsed. One
way, which follows from equation (4), is if tllw d‘:[m'zlslt'f: economy
grows faster than the rate of return on fmfmgn ha‘:r:umuﬂ. Conse-
quently < 1,50 thatb{= (M-X)/Y1=0. 'I'hilssfc?.nanu would mean
that the economy could run an ongoing deficit in e::tterna'l trade in
goods and services, which adds to the debt, but it could not be
regarded as realistic in the long term. . s

The problem is that, in a deregulated environment, sustain
current account deficits would put pressure on the emlcchat?ge rate,
which in turn would lead to a revaluation of the dc_bt viaanincrease
in h (since a large percentage of debt is denominated in foreign
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currency), and thus require a faster growth of domestic output.
Alternatively, foreign lenders would demand higher premiums to
maintain the capital inflow needed to achieve the balance of pay-
ments. In the 1980s, for example, despite rapid domestic growth, the
debt ratio increased in the context of high interest rates.

Another way to stabilise the debt ratio would be to aim for amore
modest domestic nominal growth rate, which would need to be
accompanied by a surplus on the external balance of goods and
services and equity income since o> 1. In this scenario, the return on
net foreign debt would exceed the nominal domestic growth rate.

Let us consider, for the purpose of the argument, the objective of
stabilising the ratio of Australia’s net foreign debt to GDP, which in
the June quarter 1991 stood at 34.6 per cent, at say 36 per cent. Then
wecan see from Table 1 the required long-termbalance on net equity
income and trade in goods and services, expressed as a fraction of
current price GDP, for different rates of real GDI’ growth and
average real interest rates on Australia’s net foreign debt.

We assume in the table that the real exchange rate remains
constantand the rate of domestic price inflationis 3 percent. Itisalso
assumed that the ratio to current price GDF of net equity (and other

Table 1 Required Surpluses on Goods and Services
Expressed as a Percentage of GDP

Real Growth Rate of GDP

Real Interesi
Raie 0% I% 2% 3I% 4% 5%
2% 070 035 0.00

3% 195 159 124 000

4% 230 194 1.59 124 000

5% 265 228 193 158 1.24 000
6% 300 2463 227 152 157 123
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investment) income which is presently about -1 per cent dlcclines to
-0.9 per cent. (Implicit in these calculations is that addition to net
foreign liabilities take the form of debt rather thanthmt},r,} The
results are little changed by considering higher inflation rates.

Short-term adjustment

Now let us assume that debt stabilisation is required within three
years. Then, given a projected trend rate of export growth adjusted
for the terms of trade, it is possible to compute the constant annual
growth rate of gross national expenditure (GNE), ale hence gross
domestic product (GDP), over the three years, cnns_lstent with the
achievement of a particular surplus for a given income (GNE)
elasticity of demand for imports, rate of real depreciation and real
interest rate. i
The surplus on goods and services, b, satisfies

(1 + goor? = Xe ((1+8P +Dyx)-mo ((1+gauz’ +Du) )

where Dy. Dy denote the cumulative impacts on export and import
volumes of a depreciation of the Australian exchange rate, gx 15 the
trend rate of export growth, z is the income elasticity of import
demand, xo, mo are theinitial export and import shares of real GDP
and gopp, Bone are the respective real rates of growth _r.:nf gross
domestic product and gross national expenditure respectively.

The relationship between the real growth rates of GNE and GDP
can be written as approximately

Ecoe = Bong t x,Gx + mgGu (6)

where Gy, Gp, denote the gross annu alised rates of gmv}rtl} of
exports and imports, inclusive of the effects of any real depreciation,
which we discuss further below.

The income elasticity of import demand is assumed to be 13,
which is the figure used by EPAC (1986, p. 39) in their calculations.
The initial real ratios of exports and imports to GDP are setat 0.2039
and 0.2092, respectively which correspond to the ratios prevailing in
1990/91. The price elasticities of exportsand importsare ElSS!.ln'liEd to
be 0.3 and -0.5 respectively. Hence a 10 per cent real depreciation of
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Table 2 Real Percentage GDP Growth Based on a

Zero Surplus 1

Real (not adjusted) trend growth of EXpPOris
0% 1% 2% I% 4% 5%

Mo depreciation 0.29 1.11 1.94 2.76
10% depreciation 243 321 399

the Australian dollar leads to a cumulative (overall) increase in
exports of 3 per centand a reduction in imports of 5 per centover the
three years. For these initial conditions, Table 2 denotes the annual
rate of GDP growth consistent with a zero balance on goods and
services, for different growth rates of exports adjusted for the terms
of trade (tot).

It can bedsleen that, in the absence of a real depreciation or
government intervention into the arena of foreign trade, the rate of
frlnrncsh-:: growth merely to balance the goods and services account
in three years s too low to make any significant inroads into the pool
of unemployment, currently standing at 10.6 per cent. In the ver-
n_acu]ar of Britain of the 1960s, Australia would face a permanent
situation of ‘stop’, particularly in the light of predicted negative real
export growth for this year.

As we have already noted, high interest rates have been under- '
writing the exchange rate, which most commentators believe is &
overvalued (RBA 1991). If we are to have compatible policy aimed
at restructuring with low unemployment. then investment in the
traded goods sector is essential. It follows as a central argument of
this paper that the obvious compatible policy mix would include
lower real interest rates and a lower exchange rate.

. Looking again at Table 1, however, a zero surplus is consistent
witha growing net foreign debt to GDP ratio, unless the real interest
rate equals the real growth rate of GDP. The calculation of the rate
of GDP growth compatible with debt stabilisation requires the
simultaneous solution of equations (4) and (5), which cannot readily
be done. A search procedure must be employed, whereby lower
rates of GNE (GDP) growth are considered than those shown in
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Table 3 Possible Debt Stabilisation Scenarios

Growth of Exports 2.00% 4.00% 3.00% 2.00%
Real Interest Rate 2.00% 1.00% 4.00% 3.00%
Surplus/GDP 0.7% 1.58% 0.76% 1.23%
Growth of GDP (.09 1.2% 1.23% 2.0
Real Depreciation
Mo Deprecation of 10%

Table 2. This allows the corresponding surplus to be calculated, so
that the new figure is compatible with that shown in Table 1 for a
given real rate of interest on debt. Using this procedure, the sce-
narios set out in Table 3, with and without a real depreciation, are
consistent with debt stabilisation in three years.

Table 3 reveals a very depressing picture. Even under the most
optimistic scenario of 3 per cent trend export growth per annum
there will be only a marginal decline in the unemployment rate,
since the natural rate of growth, associated with a constant labour
force participation rate, is also about 3 per cent, which is a little less
than the rate of GDP growth. In the more realistic scenario of 2 per
cent growth of exports, GDP growth of only 2 per cent per annumi is
possible over the three year adjustment period. Moreover, further
calculations reveal that reducing the income elasticity to 1.0 has no
significant impact on the possible growth rates of GDT over this
period.

Clearly, the short-term constraint on real GDP growth can be
pushed out by a larger depreciation, but even if this were feasible,
given the inflationary consequences, the basic parameters, namely
the elasticities involved, would remain unchanged, thereby placing
limits on the long-run capacity of the economy to grow and, as a
consequence, on the sustainable rate of unemployment. For example,
if labour force participation is treated as constant, then GDT growth
of 3 per cent would only manage to stabilise the unemployment rate.
With an income elasticity of 1, imports would grow at 3 per cent
which would require, in the absence of any further depreciation, a
3 per cent trend real growth of exports.
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These observations point to the need lor a fundamental shift of
policy if the Australian economy is to create jobs and reduce unem-
ployment in the coming months. Not only have policy settings over
the late 1980s inhibited the rate of economic growth, but, with
dere.-lglulated financial markets, the modest requirement of debt
stabilisation within three years would be enough in the present
environment of slow export growth to undermine the objectiveof a
return to the high levels of employment previously experienced in
this country.

Dur conclusion, therefore, is that import controls and export
subsidies may be needed in the short term to increase the sustainable
Tﬂte.“f domestic growth, though in the longer term, as we have seen,
it will be industry policy which plays the central role in rela xing the
balanceof payments constraint. In addition, we shall demonstratein
the next section that there is a powerful case for direct job creation
measures to reduce unemployment and boost growth, bearing in
mind that the effect of these measures will be maximised within the
less I?inding constraint implied by a more interventionist approach.

Finally, a substantial currency depreciation will also be essential
to provide an additional stimulus to growth as well as further
re:!u-:'ing the constraint on the growth of GDP over the period of
adjustment to debt stabilisation. The point s that while depreciation
onits own may have limited real impact, it has an important part to
play in a wider programme of expansionary measures.

6 Score For JoB CREATION

jv'l.’e have argued that a return to strong rates of GDP growth is
imperative given the slack in the labour market, but the dismal
prDjE'ChI('mS for export growth imply a severe balance of payments
constraint. For this reason, we have suggested the use of export
subsidies (or tax credits for exports) and import controls as a means
qf shifting the constraint and providing greater scope for job crea-
tion measures,

The usual criticism of subsidies is that they offer an incentive to
over-produce, inthatmore productionleads to more subsidy income,
However, in the case of exports, the encouragement to produce
moreoutput should be seenasa virtue rather than a cost, In addition,
the implied lower cost of export output would have the further

—
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advantage of negating any incentive producers might have to divert
production away from the export market towards the domestic
market once growth increases.

It is also now widely acknowledged that, in order to reduce the
pressure on the price level as expansion takes place, while at the
same time stimulating exports, there isa strong case for reform of the
wholesale tax structure. Rebates for exports, common in European
economies, are an essential first step. Moreover, it has been shown
with some persuasive analysis that a reduction in indirect taxes will
give the best real GDP-inflation trade-off (Perkins 1991).

The pointis that macro policies can complement micro initiatives
of the kind outlined in Section 4, and are indeed essential, to provide
long-term incentives for export sales in non-primary commodity
output. However, in the short term, the balance of payments con-
straint may have to be pushed out even further by controls on
imports.

Our calculations show that, on conservative assumptions about
the distribution of income and propensities to consume, there are
substantial budgetary savings to the Government and a stimulus to
employment resulting from successful policies directed towards
import replacement. For example, a comparison of output figures
for the manufacturing subdivisions, transportation equipment (TE)
and paper, printing and publishing (PPP), for the September quar-
ters of 1989 and 1991 suggests the existence of significant excess
capacity in each sector.

Using figures from the Australian National Accounts, it may be
seen that there is considerable scope for import replacement, and

hence additional employment, in the areas of motor vehicle engines,
instruments and electrical equipment in TE and paper board and
felts in PPP (Input-Output Tables, Cat 5215.0, 1986/87). The results
of our calculations, which are based on newly employed persons
previously receiving unemployment benefits, are as follows.

- We find that $100 million of import replacement in each subdivi-
sion would yield (1) an additional 3860 direct jobs, (2) 1470 indirect
jobs via induced domestic expenditure, (3) additional output of
$267.7 million, (4) an improvement in the Government’s budgetary
position of $120 million and (5) an reduction of net imports and
hence improvement in the balance of trade of $170.5 million. The
calculations could be applied to other manufacturing subdivisions
with similar results.
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A jobs program

In our view, as already indicated, the stimulus to domestic activity
afforded by the proposed depreciation of the dollar is unlikely in
isolation to be sufficient to achieve a high rate of domestic growth,
given the current stagnation in the economy. The problem is that,
with an export share of GDP of about 20 per cent, the 3 per cent
growth in exports, induced by a depreciation of 10 per cent, would
add only about 0.6 per cent to the rate of GDP growth. Clearly,
aggregate demand policy must generate sufficient expansion to
push the growth rate towards the new constraint on the sustainable
rate of domestic growth.

Table 4 depicts some job creation arithmetic, involving an initial
government outlay of $1 billion over a year, which supports the case
for policy activism in the short term, as well as in the context of
longer term industry policy measures aimed atimproving competi-
tiveness. The exercise is based on directly employing unemployed
workers on the lowest unskilled local government wage rate to
undertake projects such as road repairs, foreshore reclamation, soil
conservation and the like. The projects have inherent value in that
they add to the social infrastructure and reduce private costs and
future public costs.

After all, an important objective of microeconomic reform is
greater efficiency in the provision of key ‘inputs’, such as transport
and communications, for the conduct of value-added activities. This
can be achieved to some extent by workplace reform, but it also
dependsuponanimprovementin the stock of infrastructure through
investment. Indeed, infrastructure investment s the necessary back-
drop to most productive private sector investment. Significant
public sector projects are particularly appropriate in a recessed
economy, where the likelihood of demand pull inflation is necessar-
ily reduced and the physical crowding out of private sector activity
can effectively be minimised.

Our calculations underline the important point that the net cost
of creating ‘direct’ employment for the Government is relatively
low, due to the savings in unemployment benefits and the receipt of
income taxes and the Medicare levy. Moreover, the direct increase
inemployment promotes indirect employment, and hence a further
reduction in government outlays, through the propensity to spend
on domestically produced consumer goods.

-
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Itisshownin Table4 thata stimulus of $2 billion would create 206
892 direct jobs and 32 250 indirect jobs, based on conservative
assumptions about propensities to consume. The net expenditure by
the Government, however, would be reduced by $740 million, as we
have just indicated, due to lower benefit payments and higher tax
receipts. In the table, a number of scenarios are considered, which
correspond to different assumptions about the participation rate
and the growth of current employment, associated with private
sector expansion. {The assumptions underlying the tab]g are set out
in Appendix 1, and an algebraic treatment of the calculations may be
found in Appendix 2.) .

The job creation programme we are proposing must be consid-
ered in the context of a government pursuing a full employment
budget surplus, yet with an unemployment rate higher tharat any

Table 4 Job Creation Policies : Unemployment and GDP

Growth
TWO BILLION DOLLARS
Emp Growih® APE UR® gt

0.00 9.19

0.0% 0.50 9.90 1. 44%
2,00 10,60
0.00 8.75

0.5% 0,50 9.47 1.9E%
1.00 10.17
0.00 831

1.0% 035 9.03 2.52%
10 9.74
0.0 7.87

1.5% 0.5 8.59 3.06%
1.0 5.30

Explanatory notes on the table:
a Rate of private sector employment growth. el

(b}  Percentage point change in the labour force participation rate, currenily 63.3%.

(c) Rate of unemployment resulting from the job creation programme and the private
sector employment growth. : :

{d)  Total GDP growth at currem prices, inclusive of the assumed private sector
growth of employment. (Each 0.5% growih of total I:Im]:r]?'ml:nl in 'total
manufacturing’ is equivalent to 0.54% growth of nominal GDP.)
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time since the Great Depression. To the extent that such a pro-
gramme promotes increased labour force participation, the fall in
unemployment will be lower and the budget deficit will tend to
increase in the short term. In our assessment, the programme would
reduce the unemployment rate by about 2.70 per cent, but each 0.5
per cent increase in the participation rate would have the opposite
effect, raising the unemployment rate by 0.7 per cent.

In addition, each (.5 per cent increase in the participation rate
increases outlays on unemployment benefits by $682.2 million per
annum, based on the composite individual who was previously not
receiving any government transfer payments but now receives
unemployment benefit of $9,780.10 per annum. However, this prob-
lem will tend to characterise any recovery from recession, whether
induced by the private or public sector. Another way of looking at
itis that the budget deficit would be much higher now had measured
unemployment been associated witha levelling off of the participa-
tion rate, rather than its decline with the onset of the recession.

Itis sometimes argued that wage subsidies should be introduced
as an alternative to direct job creation. However, there are at least
four reasons why such subsidies would not be appropriate or cost-
effective in current circumstances. First, wage subsidies are predi-
cated on the assumption that unemployment is due to excessive real
wages, rather than a lack of demand in the economy. Second, the
elasticity of employment with respect to real wages is low in any
case, which reduces the effectiveness of subsidies. Third, firms
would have an incentive to dismiss marginal staff in order to rehire
staff who would attract the subsidy.

Finally, and perhaps most importantly, wage subsidies are a
disguised form of industry policy in the sense that they provide
indiscriminate assistance to the private sector. If the case for indus-
try policy is accepted, surely it would be more effective from the
viewpoint of long-term productivity improvement to ensure that
any assistance measures to firmsare carefully targeted and, from the
viewpoint of short-term job creation, to provide resources directly
for a public sector stimulus.

Stabilisation policy

Thez_'e is, of course, a long-standing objection to government
stabilisation of the economy. We define stabilisation in terms of a
focus on the aggregate performance of the econo my as distinct from
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intervention, which relates more properly to micro concerns. When
stabilisation is advocated, it is assumed that the macroeconomy is
inherently unstable and not just subject to transient random shocks.
Alternatively, it may be reasonable to assume, as did Keynes in
elaborating his principle of effective demand, that the market
economy is stable but can generate “equilibrium’ outcomes which do
not satisfy certain macro objectives such as a full employment level
of output.

The Government is currently considering ‘fast-tracking” major
infrastructure projects as a means of stimulating the economy. Such
carefully targetted spending, however worthwhile in the long run,
has the problem that the planning process is necessarily prolonged,
which negates its use in short-run stabilisation and also imposes
higher on-costs. Nevertheless, we can learn here from the Swedish
and Japanese approaches to infrastructure programmes. Both coun-
tries have programmes which involve large scale infrastructural
development but which can be adjusted to accommodate short run
discretionary stabilisation (Taylor 1982).

In Sweden, the government operates an Investment Fund which
encourages firms to deposit up to 20 per cent of their profits.
Deposits are not taxed. The fund then provides low interest invest-
ment finance when activity is low. This scheme helps stabilise
private investment and consumption behaviour because the auto-
matic stimulus is built into expectations. Investors and consumers
know that any downturn will be shortlived and moderate. This sort
of fiscal initiative is an example of how discretion can combine with
expectations to stabilise activity.

Another example is Japan's Tokyo Bay Expressway project,
which has been under construction for the last thirty years, with no
end insight. As economicactivity slows, more fundsareallocated to
the project, which both eliminates any lag in spending and ensures
that public expenditure is allocated to building vital infrastructure.
The Pacific Highway in northern New South Wales, or any number
of other projects, might be appropriate candidates for such
‘perrmanent’ counter-cyclical expenditure.
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7 Concrusion

We have considered in this paper the profound crisis in economic
theory and policy in Australia, and we have shown how this crisis
isreflected bothin theabandonment of Keynesian demand manage-
ment policy at the macroeconomic level and the failure to develop
adynamicapproach toindustry policy at the micro level of the sector
and individual firm. The new economic orthodoxy believes in the
operation of markets, which, left to themselves, would give rise to
optimal and efficient putcomes. In the face of evidence in the real
world, notably high rates of unemployment and low productivity
growth, that the market does not produce efficiency, this orthodoxy
finds fault not with the theory but the real world, where ‘distortions’
and ‘impediments’ to its operation abound.

The impediments the orthodox approach has in mind are, of
course, Government intervention of almost every conceivable kind
and the ‘monopoly’ role of trade unions in the labour market, which
is why the Opposition’s policy platform represents the logical
conclusion of this approach. We have argued that the Labor Govern-
ment, through its Accord with the unions, has the opportunity to
develop a coherent and feasible alternative to the free market
orthodoxy. Essentially, the Government must

1. introduce an emergency jobs programme in the short term to
reverse the rise in unemploymentand, at the same time, meet
pressing economic and social needs;

2. use export subsidies and import controls, as well as currency
depreciation, to the extent necessary to overcome the balance of
payments constraint to expansinn; and

3 implement a new, more interventionist, industry policy to
improve the long-term productivity and competitiveness of
Australian firms.

As afirst step, we calculate that an initial outlay of $2 billion will
create about 238 (00 jobs both directly in local council public works
and indirectly through the multiplier process. The net cost to the
Government would be much less, at around $1260 million, after
taking into accountlower unemployment benefit outlaysand higher
tax receipts from those in work. A larger stimulus may well be

appropriate, but we use these figures as an example of what can be
done at the present time.
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. gaining and expectations. This only occurs, however, when expecta-

Panel—Counter-Inflation Policy

In recent months, interest rates have been cut, in part to promote
investment, and the long overdue depreciation of the Australian
dollar has begun to occur, which will also assist in the process of
structural change. However, depreciation will have the additional
effect of raising the domestic price level through higher prices for
imported final goods and higher im Furted raw material prices.
Moreover, any sustained recovery will encourage firms to increase
margins, further contributing to inflation.

Inevitably, a higher rate of domestic inflation is going to impose
strains on wages policy, particularly with the move to enterprise
bargaining and the associated relaxing of the authority of the Indis-
trial Relations Commission. Although inflation is low enough to be
ignored at present, it could well become a problem again at a future
stage. One method of dealing with the problem is indexation, which
we believe may have a role to play in counter-inflation policy.

In Australia, apart from a brief period of tax indexation, the main
experience of indexation relates to nominal wage indexation. Pure
wage indexation renders the nominal wage inflation-proof. In gen-
eral, any nominal (money) contract could beinflation proofed through
appropriate indexation. For example, unemployment benefits, pen-
sions, tax brackets and tax thresholds could be increased in nominal
terms in proportion to the inflation rate, Monetary contracts, where
the interest rate is a factor, could be specified initially in terms of a
real interest rate and the nominal rate adjusted accordingly with
inflation.

Indexation has been proposed by economists as a means of
reducing inﬂatit&nar}r biases. For example, where inflation is unan-
ticipated, the actual real interest rate deviates from the expected real
interest rate, If unanticipated inflation is positive, then the expected
real interest rate overestimates the actual rate. Savers gain less than
expected returns, while borrowers have to pay less than expected.
For the Government, which is a large debtor, less interest would be
paid than the private sector anticipated. If debt indexation was to be
applied, there would be no such redistribution and the costs of
inflation would be reduced.

Additionally, indexation can reduce inflation, Where expecta-
tions rather than actual events influence the formation of nominal
contracts, indexation can break the nexus between contractual bar-

tions exceed the actual inflation rate, _

The best time to intriduce indexation is when the actual rate is
low. At present in Australia, the only way inflationary expectations
cah go is up. The recession has driven them close to zero. With the
actital rate low and expectations likely to rise if expansion and
exchange rate depredation ocour, indexation provides the ideal
circuit breaker to supplement other macro policy settings.
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As far as the balance of payments constraint is concerned, the
achievement of external equilibrium through the stabilisation of the
net foreign debt to GDP ratio at 36 per cent requires the transforma-
tion of the external balance on net equity income and on trade in
goods and services from a deficit of over 1 per cent of GDP to a
surplus of 1 per cent of GDP. Recent projections of real export
growth netof the terms of trade suggest that external stability can be
achieved within three years only at the cost of low GDP growth and
risingunemployment. Thisis the rationale for a substantial cu rrency
depreciation, but there are limits to this approach which may be
overcome by more direct measures such as export subsidies and
import controls.

Finally, industry policy is the key to the success of our proposals
in the sense that it can link the macro objectives of growth and
employment to the micro concern with investment. We have sug-
gested a new tripartite body, the ‘Australian Planning Council’,
based onamerger of the Australian Manufacturing Council with the
Economic Planning Advisory Council, which could devise and
implement such an integrated approach to the conduct of policy. It
would also carry the potential, through its sector planning groups,

of acting as a ‘transmission mechanism’ for the development of
national and sector strategies which involve Australian workplaces
more fully in the process of change.
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ArrenDix 1: Jos CREATION ASSUMPTIONS

The following assumptions underlie the calculations of the effects of
the job creation measures in Table 4.

1. On-costs and administrative costs of the direct job creation are
assumed to be 20 per cent of the gross weekly wage. A distinc-
tion is made between net cost for each (direct) job for the
Government, z ($9666.9), which includes the on-costs, and the
net addition to disposable income for each directly employed
individual, z* ($6018.6), which does not include on-costs. 1t is
assumed that jobs are provided to single and married persons
in proportion to their respective levels of unemployment, that
is 43.7 per cent married and 56.3 per cent single, at $35(0.8 per
week.

2. Workers indirectly employed through the jobs programme
have labour productivity $52 313.9 at current prices which
corresponds to total manufacturing but receive economy wide
Average Weekly Earnings (AWE) of $488.90 per week. This
assumption about AWE is conservative, and reflects the diffi-
culty of measuring economy-wide productivity. These indi-
viduals are assumed to be previously unemployed and receiv-
ing unemployment benefits. Their increase in net disposable
income is denoted as z**.

3. Based on comparisons of GDP and GDP at factor cost, it is
assumed that value added through indirect employment is
88.96 per cent of nominal output. This enables the calculation of
the share of annual labour productivity which is accrued as
profit (0.404), which in turn is taxed at 39 per cent.

4. The propensities to consume on domestically produced goods
out of disposable income are assumed to be (.8 for wage earners
and (.4 for profit earners.

5. Overthenextyear, thelabour forceisassumed to grow at 1.5 per
cent from its December 1991 magnitude of 7779.5 thousand, in
the absence of any change in the participation rate.

6. Mo account is taken of productivity growth and nominal wage
growth over the year. Other Government receipts from this
programme, including sales tax and pay-roll tax, are not com-
puted.



80 Responding to Unemployment
APPENDIX 2: MATHEMATICAL APPENDIX

The following is an algebraic treatment of the calculations used in
Table 4.

z=W1+QC-T-UB-MCL (A1)

where W denotes the value of the minimum award over a year, C is
the rate of on-costs, T is total income tax, MCL is the medicare levy
and UB denotes the unemployment benefits foregone.

On the other hand, z*, the increase in net disposable income of the
newly employed individual on the minimum award, is

z*=W-T-UB-MCL.

z** is similarly defined for those workers on economy wide
AWE. Workers have a propensity to consume on domestically
produced goods of cy,.

Then, the direct employment created,

AN, = AG/z (A3)
where
AN, = (AG/z)z'c,/n (A4)

denotes the additional non-wage income by a**nAN;, where a** is
the fraction of nominal productivity per worker in total manufactur-
ing, m, in the form of non-wage income. Assume a fraction, cpﬂ - t)
of non-wage income, is spent on domestically produced goods,
where t is the corporate tax rate. Then

AN; = [(AG/2)z* ¢, /nl(z** ¢, + (1 - t) a™* )/ (AS5)
AN, = [(AG/z)z" ¢ /m) (2™ ¢, /) (2** ¢, + (1 - 1) a*™ me ) /m)? (A6)
so that the total increase in employment, AN, can be written

AN

1]

AN, + ANy. & /(n - 2% ¢, - (1 - 1) a**nc,)
AN+ (AG/2)z* e f(r-2* ¢, - (1 - t) a** nc,) (A7)
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where &Ni denotes the ith round increase in employment (i = 1,2,
P 3
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3 \Unemployment and Non-/
ndard Employment

Iain Campbell and John Burgess

InTRODUCTION
Unemployment is rightly a ma eme of contemporary debate in
Australia (Dixon, 1992; Social Justice Consultative Council, 1992;
EPAC, 1992). It is widely recognised that unemployment isa central
contributor to social and economicdeprivation and that it entails
substantial costs to the e
increased incidence of large

encompass almost a million people, over N per cent of the labour
and policy concern.

This has overlap
spread, if somew
consequences a

The official

incomplefe as a platform for investigation of many of the ke

Thus it has long been clear that any discussion needs to add iy
of Iﬂd£ unemployment and underemployment (for exaiple,
Strickér and Sheehan, 1981). Moreover, it is clear that there is\no
diregt relation between unemployment figures and social and eco-
norhic deprivation. As evidence of the limited impact on poverty of
the rapid job growth throughout most of the 1980s indicates, the
focus on individuals in the basic data can be misleading and there is
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