MACROECONOMICS ON THE LEFT
Australia and New Zealand in the Eighties

E. Sieper and G.M. Wells

Introduction

This paper offers an end of term report on the macroeconomic
policies of the present Australian and New Zealand labour
governments and on the macroeconomic performance of the two
economies during their period of office.

The economic policies of these - governments would have been
difficult to forecast from a data set including only a catalogue of
labour shibboleths and the record of previous labour
administrations. Both governments abolished exchange control -and
floated the exchange rate’ in their first year in office. Both have
removed the apparatus of price control from the financial system.
Both have effectively abolished corporate tax on resident
shareholders and have moved to corporatise and, in certain areas,
privatise, statutory authorities and both have reformed government
administration. The New Zealand government has implemented
sweeping microeconomic reform in key sectors of the economy such
as telecommunications, aviation and the waterfront while the
Australian government has foreshadowed some moves in this
. direction. Both governments have reduced protection.

While the New Zealand government has moved more quickly,
more consistently, and on a much wider front in virtually every
area of microeconomic reform, this difference is only partly the
result of its more radical free-market orientation. New Zealand has
no State governments, no written constitution and a unicameral
parliament. The absence of these constraints favours governments
bent on radical reform.

On most previous occasions radical reform has meant an
expansion of the role of the State. New Zealand pioneered Fabian
State Socialism and Welfare Statism under the Seddon Liberal
government of the late Nineteenth and early Twentieth Century.
The aftermath of the Depression provided similar opportunities for
the Savage Labour Government. In more recent times the Muldoon
National government was able to complete, in the space of a few
months in the early 1980's, the task of making New Zealand the
most dirigiste western economy.

Party political constraints on Labour in New Zealand are also less
binding. The party has always had an uneasy alliance with its
industrial wing. Factionalism within the New Zealand Labour Party
lacks the Australian intensity. Cabinet is, if anything, even less
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beholden to Caucus, and the New Zealand Labour Party Conference
is even less influential in charting the direction of policy.

When due allowance is made for the very different constitutional
and ~political environment, it is arguable that despite the difference
in their records, little distance separates the attitudes of the two
governments to microeconomic policy issues. Indeed, except
perhaps where labour markets are concerned, there is little
distance between them and :their polmcal opponents. Deregulation
has become de rigeur. '

This cannot be said of the macroeconomic policy area. Here the
Australian and New Zealand labour governments have had
decidedly different priorities, have adopted radically different
strategies, and have had to cope with very different sets of outside
pressures. These differences have been reflected in the very
different macroeconomic performance of the two economies.

The paper is disorganised as follows. Section I outlines the
economic strategies developed by the two governments while in
opposition. Section 1 attempts a brief summary of the major
macroeconomic indicators during the intervening years. In the next
three sections of the paper we summarise and assess the
macroeconomic policies of the two governments in the areas of
fiscal policy, wages policy and monetary policy.

(A brief caveat is in order. Notwithstanding the earlier
provisional title given this paper by the conference organisers, we
~ have resisted the temptation to view the two economies through
the looking glass of the current account. An evaluation of current
account and foreign debt questions may be found in Pitchford
(1989-1), (1989-2) and (1989-3) and in Wells (1989).

1. In The Beginning _
Governments on the two sides of the Tasman have changed political
complexion in almost perfect unison since 1949. :

The Liberal-Country Party coalition in Australia and the National
Party in New Zealand both won office in 1949. The conservatives
then held office for twenty-three consecutive years in Australia and
for twenty of these years in New Zealand. Each country elected a
labour government in 1972 and both governments were swept
from office in landslide defeats three years later.

After seven years of conservative rule, Australia elected the
Hawke Labor government in March 1983. New Zealand elected the
Fourth (Lange/Palmer) Labour Government a little over a year
later, in July 1984. Both governments remain in office (the Hawke
government having been re-elected in December 1984 and July
1987 and the New Zealand Labour government having been
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returned once, in August 1987) and both must face the electors
next year. Present polling suggests that both are likely to lose office.

Elected to the Labor leadership only hours before the 1983
election announcement, Hawke inherited the Hayden economic
program. That program explicitly rejected 'monetarism’, in favour of
Keynesian fiscal expansionism. Growth in output and employment
was to be driven by higher government spending, monetary policy
was to be accommodating, and real wages were to be maintained.
Inflation was to be controlled by wages policy based on an accord to
be negotiated with the trade unions. While the specifics of the fiscal
program had been progressively released throughout 1982, the
union leadership withheld its formal assent to the Accord until
Hawke became leader. During the election campaign, the Labor
program was expanded into a 'National Recovery and
Reconstruction Program', costed at $2.7b by Labor and at over $4b
by the government; a considerable advance on the moderate $800m
'fiscal injection’ rumoured to have been planned by Hayden. .

The 'Economic Policy Package' which Labour's Shadow Finance
Minister, Roger Douglas, carried through Labour's Policy Council late
in 1983 was based on a very different philosophy. A 20 per cent
devaluation would allow the removal of protection. Personal income
taxation was to be reduced from 63 to 50 per cent of government
revenue through the introduction of a broadly based indirect tax at
the rate of 15 per cent, with compensation through a family
assistance package. Heavily subsidised government services were to
be priced at realistic levels and welfare expenditures were to be
more closely targeted. Commitments to reducing the fiscal deficit, to
bond tenders to finance it, and to a firm monetary policy were
included. Inflation was to be reduced to the levels of New Zealand's
trading partners and emphasis was placed on the urgent need to
communicate these commitments to the business and financial
community and to employers and unions.

Unlike the Australian Labor Party, which had released a highly
detailed policy platform, Labour in New Zealand treated the
Economic Policy Package as an internal document designed to
inform the party's approach to the election campaign.

Though very different in their philosophical bases, the
Australian and New Zealand programs both represented a radical
departure from the policies of the respective incumbent
governments.

But they also differed in another notable respect. In Australia,
Labor's economic program rejected the 'Treasury line', that put
fiscal restraint and real wage reduction at the centre of economic
policy, in favour of the opposing 'Melbourne Institute view'. In New
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Zealand, by contrast, the Labour policy makers found themselves
out of sympathy with the Keynesian academics who offered their
adviee (Douglas 1987, p.30) but in tune with the views that officials
had for some time been putting to the Muldoon government.
Labour's economic program in New Zealand was also the Treasury's
program, and it has been adhered to with remarkable fidelity. In
Australia, the broad thrust of Labor's original economic program
was implemented in the two highly expansionary budgets brought
down in its first term.. While- financial deregulation began
immediately, it was not until its second term in" office that the
Australian Labor government accepted the Treasury's fiscal
orthodoxy. '

2. Macroeconomic Performance

Macroeconomic performance is conventionally summarised by
measures of aggregate output and employment growth and by the
unemployment rate and the rate of inflation.

Chart 1 summarises Australian and New Zealand output
performance during the six years of sustained growth enjoyed by
western economies since the world recession of 1981-83. Australia
has grown significantly faster than the OECD during these years.
New Zealand, on the other hand, after matching the Australian
growth rate in the first year of the Labour government, has run
against the international trend, with a sharp and unbroken fall in
GDP growth to negative levels in the past two years. Over the six
years from 1983-84 growth in Australia has averaged 4.1 percent
against less than 1.5 per cent in New Zealand.

The very different growth experience of the two economies may
also be summarised in terms of employment outcomes. The Hawke
government committed itself to an increase in employment of half a
million persons in its first three years. Such was the strength of the
recovery that this target was almost reached by full-time
employment growth, while total employment growth exceeded it by
140,000.

Over the whole period from March 1983 and June 1989, full-
time employment in Australia has grown by almost exactly one
million persons or nearly 20 per cent. Total employment has
increased by 24 per cent.

In New Zealand on the other hand, full-time employment fell by
over 7 per cent -and total employment by almost 6 per cent
between December 1985 (the start of the NZ Household Labour
Force Survey) and June 1989.

This difference in growth performance is all the more dramatic
when it is noted that the sharp fall in world commodity prices in
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the mid-1980's, which adversely affected Australia's terms of trade,
left New. Zealand largely unscathed. '

“Through the first half of the 1980's, the terms of trade of both
countries had been roughly constant. However as Chart 2 illustrates,
the fall in world commodity prices in the mid-1980's affected the
two economies quite differently. For New Zealand, the terms of
trade fell by only 5 per .cent compared with 14 per. cent for
Australia; moreover they recovered sooner, and rose to much
higher levels. By June 1989 New Zealand's terms of trade were 20
per cent higher than 6 years earlier, compared to 12 per cent for
Australia. -

Just as New Zealand's inflation rate has now fallen below that of
Australia for the first time since June 1975, so her unemployment
rate has now risen above Australia's for the first time in the post-
war period. Chart 3 records the steady fall in the unemployment
rate under the Hawke government, interrupted only during the last
two quarters of 1986. In New Zealand the unemployment rate has
risen abruptly since the economy turned down sharply late in 1987.

The inflation experience of the two countries has also been very
different. Chart 4 reveals that while the New Zealand inflation rate
fell below the OECD average towards the end of the 1982-1984
prices and incomes freeze, this reduction was not sustainable and
inflation quickly returned to the previous rate of 15 per cent. Since
mid-1985 however, the New Zealand inflation rate, adjusted for the
effects of the introduction of and recent increase in the Goods and
Services Tax, has fallen to levels below the OECD average.

Gains made in reducing Australian inflation during and after the
1983 Wages Pause were also short-lived with inflation returning
almost to the levels reached in the aftermath of the very large
nominal wage increases in 1982-83. In Australia the reduction in
inflation associated with the slowing of growth in 1986-87 has -not
been sustained. -

3. Fiscal Policy
Both governments inherited large fiscal deficits, amounting to 2.8
per cent of GDP in Australia and 9 per cent of GDP in New Zealand.
Not only was the Australian deficit far smaller, but unlike that in
New Zealand it was largely cyclical, being the automatic result of
the sharp downturn in the Australian economy in 1982-83 and also
of the discretionary expenditure increases initiated in response to
that. The structural budget position had been brought to rough
balance under the previous government, with the 1981-82 budget
deficit being only $0.5b. In New Zealand, on the other hand, the
previous nine fiscal deficits had averaged 6.6 per cent of GDP.
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These very different preconditions help explain the very
different attitudes to fiscal policy of the two labour governments in
theiz early years.

In New Zealand where growth since the early 1970's had
averaged only about 1.5 per cent per annum, or about half the
Australian rate, the conviction was that the large fiscal deficits were
more part of the problem than the solution. New Zealand officials
argued that the use of fiscal policy for 'stabilisation’ purposes had
led to a macroeconomic -preoccupation with the quantity . of
government spending and a microeconomic disregard for its quality.
In consequence the budget was saddled with a growing interest™
burden in respect of large public investment projects which
promised to yield negligible economic returns.

The 1986-87 Budget. Papers dramatised the New Zealand
situation in the following manner. The ten budget deficits of the
Muldoon government had added gross debt of $23b, and net debt
after acquisition of financial assets of $13b. Adding $8b of
contingent liabilities entered into by the previous government, gave
a net liability of $21b without any tangible counterpart asset. The
annual interest cost of servicing this debt was estimated to be $3.5b
per annum which the Budget Papers graphically estimated would
be sufficient to fund a flat rate of income tax (after the introduction
of GST) of 14 per cent. In fact such a dramatic tax reduction would
" not have been sustainable since the Treasury here neglected to
subtract from the $3.5b debt service charge, the real capital gains
accruing to the government on the erosion of its nominal liability.

By contrast, the Australian Labor position in 1983 was that the
previous government's struggle to reduce the fiscal deficit had led
to slow growth and unnecessarily high levels of unemployment.
Labor promised a return to rapid growth through fiscal expansion
and its first two budgets delivered on that promise, despite evident
Treasury misgivings.

The first of these budgets (1983-84) raised outlays by a forecast
7.25 per cent in real terms and increased the fiscal deficit from 2.8
per cent of GDP to a forecast 4.7 per cent (4.3 per cent ex post). At
the same time Budget Statement 2 grumbled that:

There is no doubt that... the Budget for 1983-84 is very highly
expansionary indeed... Once allowance is made for... indirect
effects of budget deficits on the economy, it cannot simply be
assumed that successive increases in budget deficits will provide
continuing stimulus to the economy. (pp.56-58)

Despite the rapid recovery of the economy through 1983-84 and
the associated 10.5 per cent real increase in estimated receipts, the
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1984-85 budget added a forecast 6.1 per cent to real outlays
thereby maintaining the deficit at a very high level.

The Labor government's attitude to the budget deficit and to the
growth of public spending changed completely in its second term.
As the orientation of macroeconomic policy shifted from its initial
concern with - internal balance and began to focus on a growing
current account deficit, Labor policy began to resemble that of the
previous administration; the caveats disappeared from the Budget
Papers and one presumes that the Treasury and the government of
the day were again at one.

It is tempting, though perhaps overly simplistic, to associate the_
policy shift with the oddly named 'Trilogy’ commitment made by
the Prime Minister during the 1984 election campaign (trilogy - a
set of three tragedies to be performed in immediate succession,
Concise Oxford). The Trilogy promised no increase in tax revenue or
government expenditure as a proportion of GDP over the life of the
next parliament and a reduction in the deficit in nominal terms in
1985-86 and as a proportion of GDP over the life of the parliament.

The Trilogy reflected the government's announced concern that
the fiscal deficit, and public investment in particular, needed to be
reined in to make room for growth in the languishing rate of
private investment. Given this new policy orientation, the Trilogy
may have been intended as much to serve internal party political
purposes as to win votes. By making these public promises the
Prime Minister was able to erect a formidable defence against
claims on the budget by the more profligate members of his
Cabinet.

Nonetheless the Trilogy promises were extraordinary
commitments for a government which had up to that point
appeared strongly committed to Keynesian fiscal activism, and they
marked the beginning of what was to became an extraordinary
reversal of the budget deficit position and, even more remarkably,
of the trend growth in the Commonwealth budget sector.
Interpreted at their strictest they left no room for the operation of
the automatic fiscal stabilisers, much less for discretionary counter
cyclical policy.

The fiscal deficit
Chart 5 shows the course of the (conventionally measured) fiscal
deficit as a proportion of GDP in Australia and New Zealand since
1981-82 It illustrates the much larger deficit inherited by Labour
in New Zealand, the sharper improvement in the New Zealand
position and the manner in which both countries moved into budget
surplus at the same time. The Australian task was further eased by
the high GDP growth rates which accompanied the process, whereas,
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after 1985-86, the continued improvement in the New Zealand
fiscal position was achieved in the face of declining, and ultimately
negative GDP growth.

Three measures of the New Zealand budget surplus are shown in
in Chart 6. The conventional fiscal balance shown in Chart 5
includes revenue from asset sales as negative expenditure, and
counts as expenditure net lending by the budget sector. Since
budget sector financial intermediation (on-lending to government
agencies) was important in the early years of the New Zealand
Labour government and asset sales under Labour's comprehensive
privatisation program are now large, the financial balance, which™
corrects for these items, can give a truer picture of the changing net
worth of the government sector. As the New Zealand Budget Papers
have observed, the financial deficit could serve as a reasonable
proxy (ignoring the mismeasurement of real interest expense) for
changes in budget sector net worth if it is plausible to assume that
gross government capital formation is just sufficient to offset the
(unknown) depreciation of the public capital stock.

The inflation adjusted financial balance adjusts the financial
balance for the understatement of the surplus due to the deduction
of nominal rather than real interest. At New Zealand rates of
inflation, this adjustment has been large ($1.5b to $2b).

All three fiscal measures confirm that the New Zealand
government's rejection of Keynesian stabilisation policy has not
been empty rhetoric. The government has not merely failed to
respond to the downturn in the economy in 1988-89 by raising
government spending and/or cutting tax rates, it has done exactly
the opposite, overriding the operation of the ‘automatic stabilisers'
with an aggressively pro-cyclical fiscal stance.

The 1988-89 recession was only permitted to raise the financial
deficit from 1.9 to 2.1 per cent of GDP and it has since been brought
back to a forecast 1.1 per cent of GDP by means of a 2.5 percentage
point increase in GST effective from July 1989 (which is forecast to
increase tax revenue by a massive $1b). For purely arithmetical
reasons it is obviously much easier to keep a surplus rising as a
proportion of GDP during a downturn than it is to keep a deficit
falling, and the recent movement in the three measures of fiscal
balance reflect that fact.

Immediate political considerations may have played some role in
these extraordinary fiscal decisions. Throughout 1988, confidence in
the government's determination to persevere with its economic
strategy was seriously eroded by the continuing, and very public,
conflict between the Prime Minister and the Minister of Finance
which culminated in the removal of the latter from Cabinet in
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December 1988 (and the recent resignation of the former from the
Prime Ministership). Given the importance attached by the
government to its commitment to restore fiscal balance, it is likely
that the choice among fiscal options was influenced by a perceived
need to signal that no U-turn was in prospect. The first budget of
the new Minister of Finance explicitly reaffirmed the objective of a
financial surplus in 1990-91.

The size of government
While both governments have transformed large fiscal deficits into
unprecedented fiscal surpluses, the manner in which this has been
achieved has differed dramatically. Charts 7 and 8 place the recent
experience in each country in a long term perspective.

In Australia, real cuts in government outlays have laid the
foundation for the reversal of the fiscal balance, while in New
Zealand the deficit has been brought under control by revenue
growth which has exceeded very rapid growth of government
expenditure. -

The figures are dramatic. In Australia, the 1985-86 and
succeeding budgets have steadily reduced Commonwealth budget
outlays from a peak of 29.8 per cent of GDP in 1984-85 to 24.5 per
cent in 1988-89. Since 1986-87, receipts as a proportion of GDP
have followed suit, falling from a peak of 27.4 per cent in 1986-87
to 26.2 per cent in 1988-89. In real terms (deflated by the non-
farm GDP deflator) outlays in 1988-89 were almost 7 per cent
below their 1985-1986 peak.

In New Zealand, on the other hand, revenue (on the basis of the
IMF Government Financial Statistics (GFS)) rose from 35.3 per cent
of GDP in 1984-85 to a peak of 45 per cent in 1987-88, while
expenditure (GFS basis) rose from 41.6 per cent of GDP to a peak of
46.9 per cent over the same period. By these measures, revenue per
unit of GDP grew by 27.5 per cent and expenditure by 12.7 per cent
over the three years spanning the introduction of GST in October
1986.

For a number of technical reasons, these figures somewhat
overstate the growth in the size of government in New Zealand
under Labour.

First, in the GFS data, transactions between government
departments appear on both sides of the budget and these
transactions have grown in importance with the new emphasis on
user-pays pricing within the government sector. Second, although
the GFS data does not allow asset sales to artificially lower
government expenditure (as occurs in the Australian outlays
figures) it records as expenditure the large outlays incurred when
the government took over 'bad' debts in respect of 'Think Big'
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projects and Reserve Bank loans to producer boards. And thirdly,
certain policy changes have raised revenues and expenditures in a
compensating manner (e.g. the taxation of welfare benefits and the
payment of GST by government departments). Adjusting
expenditure for these influences and expressing the adjusted total
as a proportion of GDP adjusted for the introduction of GST, reveals
that government expenditure increased from 37.5 percent of GDP in
1984-85 to a peak of 41.3 per cent in 1987-88 (the forecast for
1989-90 is 41.2 per cent). This represents an increase of 10 per
¢ent in adjusted expenditure as a proportion of GDP (rather than
12.7 per cent on the unadjusted data). The doubling of the debt
service bill from $2.5b to $5b in these years was a major, but by no
means the only factor contributing to this increase.

The very different growth in the size of government between the
two countries, would be difficult to predict on the basis of the
rhetoric and performance of the two governments in other areas.

Several, complementary rather than competing, explanations
may be advanced to account for the New Zealand outcome.

First, we would conjecture that there has been an 'accord' in New
Zealand, not as in Australia, between the government and the
unions but between the factions of cabinet. On our interpretation,
the terms of this accord allowed the economic ministers grouped
around Roger Douglas their way in deregulating the financial
markets and many other areas of the economy, in State Owned
Enterprise (SOE) reform, and in taxation policy, on the
understanding that the core spending areas of health, education and
welfare were left untouched. Indeed the original intention may well
have been to concentrate on rebuilding the economy during
Labour's first term in office so that new spending initiatives in
these core areas, in keeping with Labour's traditional platform,
could then be introduced.

Second, it may be argued that it was simply not possible to.do
everything at once and that the breadth of the New Zealand reforms
and the speed of their introduction, precluded a thoroughgoing
expenditure review in the first term of the government. On this
argument it would have been unrealistic to expect the May 1986
'Statement on Government Expenditure Reform', already the
product of over four months of intensive work by key economic
ministers and officials, to go beyond its exclusive concern with the
trading activities of government.

And third, the growth of government was undoubtedly a by-
product of the successes of the tax reform program. Tax reform in
New Zealand has been directed towards broadening existing tax
bases through measures such as the fringe benefits tax, to
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integrating corporate and personal taxation, to reducing the reliance
on income taxation through the GST, and to combating tax
avoidance, both directly through reforms such as the accruals
taxation of income from financial arrangements and certain offshore
investments, and indirectly through the very much lower marginal
income tax rates permitted by the base broadening measures
themselves. For the process of base broadening combined with
marginal tax rate reductions to realise its full potential, it is
necessary that the growth in revenues accruing as taxpayers
respond to the reduced incentive to evade and avoid taxes (on all
margins), be invested in further rate reductions. In New Zealand_
that has not happened. Unchecked by a fiscal '"Triplicity' (triplicity -
a set of three things, Concise Oxford), duplicity triumphed.

While many will applaud the reduction in the weight of income
taxation in the New Zealand tax mix from 75 per cent in the early
1980's to 66 per cent in 1988-89, those in Australia who have
opposed just such a 'revenue neutral’ tax switch on the grounds that
governments cannot be trusted with new and fruitful tax bases, will
not be inclined to revise their opinion on the basis of the New
Zealand result.

Australia's very different approach to fiscal consolidation may
have been due in part to the fact that the government was
constrained by the Trilogy commitment and by the terms of the
Accord, which has periodically required tax cuts to be delivered in
return for wage restraint. More directly, the Australian experience
has demonstrated that rigorous expenditure review processes and a
willingness to evaluate expenditure decisions with an eye to their
longer term budget consequences can produce surprising results.

4. Wages Policy
At first blush it is difficult to understand why wages (and prices)
policy should be considered a part of macroeconomic policy.
Relative prices and wages are surely microeconomic matters.
'Absolute’ prices and wages, that is, the value of the currency, are
key macroeconomic variables. However, in practice as in theory, the
value of the currency has correctly been regarded as the concern of
the monetary authorities, who either have (or should have)
determined it by fixing one variable, either a single price (the rate
at which the currency can be converted into some key currency), or
a single quantity, (the quantity of 'money', variously defined). To
determine the value of the currency by fixing innumerable
individual commodity prices and wages appears absurd.

In recent years many countries have nonetheless experimented
with wage and price controls in the fight against inflation. The
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dominant idea has been that such controls may be capable of
directly reducing inflationary expectations, and in this way play a
usefyl transitional role in reducing the output and employment side
effects of disinflation. When such policies are used in a market
economy, the dimensional problem of regulating so many individual
prices and wages is typically handled by making the single
macroeconomic control variable the allowable rate of increase of
these prices, thereby 'freezing' an initial pattern of relative prices
and wages. S :

Such policies face two problems. The first is the logistical
problem of establishing the institutions to administer the price and
wage controls. The second is that by freezing relative prices and
wages, the policy generates microeconomic distortions the
significance of which may be presumed to grow with the length of
time that the policy is in effect. If the policy is applied on a long
term basis the problem of administratively adjusting a myriad
relative prices according to some criteria must eventually be faced.
If the controls are applied on a short term basis there is the
problem of handling the transition period in which the controls are
removed. :

In Australia and New Zealand the institutional logistics are
simplified on the wages side by labour market institutions which
routinely reduce the dimensional problem of centralised wage
- fixing to manageable proportions.

Australia has a tradition of centralised award wage
determination centred around the Commonwealth Arbitration
Commission whose key determinations may usefully be caricatured
as periodically generating a single number for nominal wage
increases which critically influences the levels of nominal wages
actually paid. :

New Zealand has a more decentralised system in which wage
bargaining between unions and employer organisations takes place
in an annual 'wages round’, occurring towards the end of the
calendar year.

These wage bargains are registered as awards with an
Arbitration Court tracing its origins to the 1894 Industrial
Conciliation and Arbitration Act. As in Australia, the Arbitration
Court registers unions, thereby giving them monopoly rights to
represent particular classifications of workers. In both countries,
unions, and thus the award classifications, are predominantly
defined on a craft or occupational basis reflecting the historical
(British) origins of the system. Awards registered with the New
Zealand Court, like those of the Australian Arbitration Commission
have blanket coverage, meaning that they are enforced against all
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employers (and thus also against non-union employees) regardless
of whether they have been party to the negotiations. The award
determinations arrived at in the annual wages round set legal
minina to the wage rates actually paid, many of which therefore
exceed these levels. In recent years many overaward payments
have come to be negotiated in the new year in a 'second tier' wages
round.

Despite its more decentralised traditions, the New Zealand
system in practice also throws up an approximation to a single,
macro-relevant, wage increase number.

First, General Wages Orders by the Court, the Government and
certain other, ad hoc, bodies, have been used at various times to
grant across the board increases in awards, very much after the
fashion of the National Wage Case determinations in Australia.
Second, the annual (first tier) wages round has tended to be heavily
influenced by the outcomes of negotiations in certain key awards so
that a single number predicts the increase in 90 per cent of awards
(Upton 1989).

The traditional labour market institutions in both countries
therefore provide a natural focus for macroeconomic wages policy.
In New Zealand direct legislative control of wages is possible. In
Australia the approach must be more oblique. Direct regulation of
wages (or prices) by the Commonwealth government is not
constitutionally possible, so that the government must use
persuasion to influence the determinations of the Commission.

Experience suggests that the importance of wages policy is
greatest under conditions of monetary instability. While both the
Australian and New Zealand wages systems produced tolerable
macroeconomic outcomes in the 1960's when fixed exchange rates
anchored inflationary expectations, each has found it difficult to
cope with situations where a rapidly changing rate of inflation
creates great uncertainty as to the size of the nominal wage
increases required to generate a given real wage outcome.

For both countries the central and essentially unresolved
problem is that of reconciling the use of the existing institutions for
macroeconomic purposes with the desire to move those institutions
in directions which will encourage more satisfactory microeconomic
labour market outcomes.

In New Zealand, as in Australia, few observers remain impressed
with the craft union system. In both countries opinion is divided
between those who wish to see fewer large unions and those who
believe that small enterprise-based unions would produce better
wage/productivity outcomes. Both sides of this debate appear to
believe that evolution towards decentralised enterprise bargaining
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which encompasses work practices and demarcation issues as well
as wages, is vital.

Neither government has been able to develop a comprehensive
program of microeconomic labour market reform. The Australian
approach has placed primary emphasis on the use of the centralised
system to influence macroeconomic outcomes, while at the same
time encouraging experimentation with decentralised bargaining
under the 'second tier' and ‘'award restructuring' provisions of the
National Wage Case determinations. L

The approach of the New Zealand Labour government has
reversed these priorities. Characteristically, the guiding principle
was a microeconomic one. The declared policy was that of ending a
long tradition of government intervention in, or suspension of,
wages negotiations. This non-interventionist approach, and related
labour market reforms, was adopted in order to compel unions and
employer organisations to engage in meaningful negotiations in
which labour market problems could be aired and resolved rather
than ignored.

Under its 'hands off' approach the government abolished the
power of the Court to make General Wage Orders and has limited its
own involvement in the wages round to convening an annual
Tripartite Conference at which it communicates its macroeconomic
objectives and transmits its view of the nominal wage growth that
would be consistent with its medium term inflation objectives and
monetary policy settings. |

Supporting this withdrawal from direct wages regulation have
been other reforms including the abolition, early in 1985, of
compulsory arbitration, the simultaneous introduction of the
requirement that the Arbitration Court give primary weight to
economic factors in its determinations, and the passage of the
Labour Relations Act (1987). The Act was intended to improve
union performance by restricting the monopoly rights of individual
unions to represent designated categories of employees before the
Court. The legislation was ultimately watered down in the face of
union opposition, to require every union to have at least 1000
members, to permit existing but not new unions to challenge for the
right to represent workers, to deny workers the right to seek
coverage by alternative unions, and by burdening coverage
challenges with unduly cumbersome voting procedures.

The Labour Relations Act is widely held to be the most timid of
Labour's deregulatory initiatives. In the same way the doubling of
the adult minimum wage (from $100 to $170 in September 1985
and to $210 in 1987) to 50 per cent of the average wage, and the
reintroduction of compulsory unionism early in 1985 were
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commitments which the government has honoured but which run
counter to its economic-rationalist approach.

Australia - The Accord
Folldowing the wages explosion of 1974-75, Australia used the
centralised system to index wages at a much higher real wage level.
Under the Fraser government partial indexation became the norm,
until the system collapsed under the weight of union opposition in
1981. A brief period of decentralised wage determination in 1981
and 1982 produced large rises in the key metal trades awards.
These were heavily influenced by the transitory circumstances of
the heavy engineering industry (and were to turn out to be
inappropriate even by those standards). Worse, they were, with the .
assistance of the Arbitration Commission, transmitted to the
remainder of the award wage structure.

As in 1974-75, the Australian wages system had produced a
large real wage increase in the face of rapidly deteriorating external
circumstances compounded in this instance by the devastating
1982-83 drought.

The resulting large rise in unemployment drove the unions, the
employers and the government back into the arms of the
Commission. The unions and the Labor opposition began
negotiations on their Accord, while the Fraser government
responded by enlisting the support of the Arbitration Commission
for its 'Wages Pause' initiative, to - which the Commonwealth
contributed funding for State government 'job creation' schemes.

The details of the Australian experience under the Accord have
been comprehensively surveyed elsewhere (cf. Schott, 1989;
Chapman and Gruen, 1989).

The Accord was to prematurely terminate the Wages Pause and
use wage indexation under the centralised system to maintain real
wages at their pre-Pause levels. However this goal was to be
achieved 'over time' in the sense that there was to be no immediate
real wage catch-up in 'time of crisis'. In return the ACTU committed
the unions to forego 'extra claims' outside the centralised system
except in special circumstances and under clearly defined
guidelines. The Labor government in turn promised continuing
consultation with the unions on general macroeconomic issues and
increases in the 'social wage' via tax cuts and the reintroduction of a
universal tax-funded health insurance system.

There has been a return to wage indexation, the health scheme
has been introduced, and tax cuts have periodically been delivered.
For their part the ACTU have done their bit by holding the unions in
line on the 'no claims' commitment.
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At the same time the government has not delivered on many of
its other Accord commitments. Manufacturing protection has been
reduced rather than maintained, indirect taxation has not been
reduced as the Accord required (indeed the government attempted
to introduce a broadly based consumption tax which would have
shifted the tax mix towards indirect taxation) youth unemployment
benefits have not been restored to the adult level (instead they
have been abolished for the very young) and the secondary boycott
provisions remain in the. Trade Practices Act (although the
government's lack of a majority in the Senate has been relevant
here). . -

More significantly, the government has used the Accord to
reduce rather than maintain real wages. It has been able to do this
by securing union agreement to partial indexation on two occasions
(the introduction of Medicare in 1984 and the 1985 depreciation of
the exchange rate) and by delaying wage increases at other times.

Clarity of thought would have been promoted had the parties to
the Accord openly acknowledged that real wages were too high to
permit the rapid employment growth needed to reduce
unemployment from historically. unprecedented levels. Instead
partial indexation was presented first as a means of bringing down
inflation, then as a means of avoiding a permanent increase in
inflation following the 1985 depreciation of the Australian dollar,
and finally as a necessary adjustment to terms of trade
deterioration and a rising current account deficit.

All these justifications have been essentially spurious: the first
because wage restraint could ultimately only reduce the inflation
rate if the secular rate of money growth was .adjusted consistently
with this, and that has not happened; the second because periodic
nominal exchange depreciation was an implication, not a cause, of
an Australian rate of money growth and inflation above that of our
trading partners; and the third because of its asymmetry - no
corresponding adjustment was made when Australia’'s terms of
trade subsequently rose to levels much higher than those prevailing
before the fall.

The real wage consequences of the Accord are summarised in
Chart 9 which records the path of real (producer and consumer)
wages (defined as non-farm wages salaries and supplements per
non-farm wage and salary earner divided by the non-farm
GDP/private final consumption deflator) and non-farm wage and
salary earner employment since 1978.

Negligible real wage growth was associated with strong
employment growth between 1978 and 1980. Following the
breakdown of the centralised wage system in 1980, real producer
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Chart 9
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wages rose by 6.3 per cent, and real consumer wages by 8.9 per
cent in the two years to 1982. A cessation of employment growth in
1982 was followed by a fall in employment of almost 2 per cent in
1983. The Wages Pause reduced real producer wages by 2.6 per
cent in 1983 and employment recovered strongly to grow by more
than 3 per cent in 1984. Real producer wages rose by less than 1
per cent in 1984 with the return to wage indexation, and have since
fallen each year to be 5 per cent below the levels of 1982 in "1988.
Real consumer wages have fallen by over 7 per cent over the same
period. Employment has continued to rise strongly despite the
slowing of activity in 1987. ‘ -

The experience of these years lends little support to the popular
Keynesian argument, reiterated in Labor's 1983 policy speech, that
reductions in real wages, of the kind sought by the Wages Pause,
would lower aggregate demand and thus depress output and
employment.

We would not easily be persuaded that the Accord has not been
central to the achievement of these real wage reductions or that
they have not been an important contributor to realised
employment growth. Conceived as a prophylactic against the
repetition of the real wage explosions of 1974-75 and 1981-82, the
Accord has been transformed into an engine of employment growth.

New Zealand - The 'hands-off' approach
The refusal of the New Zealand Labour government to intervene
directly in wage determination processes, despite its undoubted
constitutional power to do so, must be interpreted in the light of the
long history of such intervention in New Zealand.

Except for a brief period in 1972-73, New Zealand wages rounds
between 1971 and 1984 had been dominated by the threat or
reality of government intervention. The wage controls imposed by
the Nationals in March 1971, following the 1970 wages explosion,
were removed by the Kirk Labour government in November 1972
only to be reimposed by it eight months later. These controls were
perpetuated in various forms (including the wage freezes of May
1976-August 1977 and June 1982-July 1984) under the Muldoon
government.

Following the 1984 election, the new Labour government
extended the Muldoon wage freeze to December 1984 and arranged
that an initial wages round, covering the nine months to September
1985, would be prefaced by Tripartite discussions on the state of
the economy. Though signalling its preference for wage increases of
the order of 2-3 per cent, the Government was presumably satisfied
with wage outcomes in the range 6-7 per cent for the ten month
period, achieved without threats of government intervention.
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This initial success was not sustained in the next wages round.’

A booming economy and accelerating price inflation set the tone.
Spurred by the 20 per cent devaluation immediately following the
eleltion, by excessive rates of money growth during the latter part
of the prices and incomes freeze, and by Labour's initial failure to
achieve monetary control, the inflation rate had unerringly
returned from under 5 per cent in the June quarter of 1984 to pre-
wage/price freeze levels of -around 15 per cent in September 1985.
Employment had grown by 17,000 persons over the course of the
year while registered unemployment fell from 62,000 to 49,000.
then, on the eve of the wages round, a Higher Salaries Commission-
determination raised public sector wages by an average 22 per cent
with some increases running to 40 per cent.

In the event the year's breathing space provided by the 1984
wages round had not proved sufficient to stabilise the
macroeconomic environment and in this climate, wage increases in
excess of 15 per cent in key awards set the pattern for the round.
Second tier increases followed in many areas. By December 1986,
the nominal prevailing wage index had risen by 18 per cent over its
December 1985 level.

Wage increases of this order left the government with a number
of choices, all unpleasant. Ex post intervention was inconsistent with
the government's determination to educate the parties to bargain
independently. The use of monetary policy to validate the increases
was similarly inconsistent with this objective, albeit at a slightly
different level, and would have compromised disinflation
objectives. Doing nothing would imply rising unemployment and
slower growth. : :

Consistent with the explicit medium-term orientation of its
macroeconomic policy, the government chose the last option,
allowing real producer and consumer wages to rise by about 10 and
7.5 per cent. Despite the large wage increase, CPI inflation one year
later was running at about 10 per cent and Producer Price Index
(PPI) inflation at about 7 per cent. Inflation had been contained, but
real wages had returned to levels approximating those prior to the
election and the strong economic recovery in 1985 had come to an
abrupt end.

The fall in employment in the aftermath of the 1985 wages
round increases can be seen in Chart 11, while Chart 12 shows the
manner in which the impact of the real wage increase on
unemployment was cushioned by very significant falls in the
participation rate, particularly among females.

The end result of non-intervention was that in the September
quarter of 1987, at the end of Labour's first term, the CPI
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Chart 11
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(excluding GST) was 49 per cent higher than when it came to office.
As seems so often to be the case, the opportunity to consolidate the
fall in inflation procured by the freeze, had slipped by.

By any short term standard, the policy of non-intervention must
be judged a failure. With hindsight it can be seen that in a wages
system conditioned over twenty-two years to expect, indeed to
demand (Douglas, 1987) government intervention, and in the
absence of visible signs that monetary . control had been achieved,
the sudden withdrawal of the government from this area was
premature. While the withdrawal of the government from wage
fixing had to start sometime, 1984-85 was not that time.

The Economist has argued, and many have agreed, that the New
Zealand government's greatest mistake was not to deregulate the
labour market first. Our view exactly reverses this judgement.
Meaningful microeconomic labour market reform will be a very
slow process. Moreover, whatever its microeconomic rewards, the
ability of a deregulated market to produce significantly better
nominal wage outcomes in times of monetary instability, is by no
means guaranteed. Postponing its reform program until some
mythical labour market nirvana had been attained was never
among the government's options. What the existing labour market
institutions did offer was the possibility of macroeconomic control.
Labour market reform, in the sense of passing up that opportunity,
.should have come last.

Whatever the deficiencies of its timing, there is some evidence
that the non-interventionist approach is beginning to bear fruit.

In the face of stern employer resistance in a much slacker labour
market, the 1986 wages round settled at around- 7 per cent - a
figure approximating the rate of PPI inflation but below the GST
adjusted CPI inflation rate. The decentralised wage fixing system
handled the introduction of the GST in October 1986 well,
appropriately discounting nominal wage increases for the increase
in the CPI. Since then nominal wage outcomes have broadly
followed the downward path of inflation, with the rise in real wages
occurring as the economy turned down at the end of 1987 having
been reversed by early 1989.

5. Monetary Policy

Both the Australian and New Zealand labour governments have
completed the almost total deregulation of each country's financial
systems. In both cases the essential steps, including the removal of
exchange controls and the floating of the exchange rate, were
undertaken in their first year in office.
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The process of financial liberalisation was more dramatic in New
Zealand since ‘there the extent of financial repression was vastly
greater, because the New Zealand government moved more quickly,
and because it has pushed the logic of financial deregulation harder.

In New Zealand, the exchange rate had been fixed since July
1982 following a three year period in which international
competitiveness had been maintained by a crawling peg regime.
The tap system applied. to government paper of all maturities, with
negligible amounts being taken up at the interest rates on offer, and
a web of controls extended over interest rates (both lending and
borrowing), portfolio composition- and credit expansion to non-bank
financial intermediaries.

Australia, on the other hand, had conducted a managed float
since early in 1977. A tender system had been introduced for
Treasury Notes in December 1979 and for government bonds in
July 1982. Those parts of the Financial Corporations Act 1974 which
would have permitted an extension of banking regulation to non-
bank financial intermediaries on the New Zealand model, had never
been proclaimed. Instead, implementation of the reforms
recommended by the Australian Financial System Inquiry (the
Campbell Inquiry) had been begun by the Fraser Government.
Longer-term bank deposit interest rate ceilings were removed in
December 1980, quantitative restrictions on trading bank lending
were removed in June 1982, and restrictions on savings bank
lending were eased in August 1982.

Just as the financial system was more repressed in New Zealand
when Labour came to office, so it is now more free. Unlike
Australia, where the entry of new banks was restricted to a number
of invitees, New Zealand allows free entry into the industry. Unlike
Australia, where prime assets and non-callable deposit ratios apply,
New Zealand has abolished all non-prudential balance sheet
controls. And, unlike Australia, where interest rate controls remain
on 'old', and 'moral' suasion continues to be applied to 'mew' housing
loans, all interest rate controls have been removed in New Zealand.

Monetary strategy
Despite the basic similarity of their microeconomic approach to
financial deregulation, the two governments have adopted
completely different monetary policy strategies.

In Australia, Labor's election platform renounced the
'monetarist’ approach of the Fraser government which it
characterised as the use of monetary policy to 'fight inflation first’;
an objective which the previous government had in fact abandoned
in 1978. Instead monetary policy under Labor was to play an
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accommodating role, as fiscal expansion under the Accord was used
to 'fight unemployment and inflation simultaneously'. '
The Reserve Bank defined the new view of monetary policy in
this™ way
. if the growth of labour costs can be restrained, for example by
the successful operation of an incomes policy, the task for
monetary policy can be eased and there is the prospect that both

stronger real activity and lower ‘inflation will be achieved.
(Reserve Bank of Australia;_May 1985) ~

Since the beginning of Labor's second term, monetary policy has -
been assigned a number of new objectives. Early in 1985 it was
given the job of consolidating the improvement in international
competitiveness resulting from the exchange depreciation. In 1986
and early 1987 it was directed to promoting adjustment to terms of
trade deterioration. In late 1987 and early 1988 the monetary
policy stance was reversed following the stock market crash. When
fears of world recession proved groundless, its task became that of
making room for the 1989 tax cuts required by the Accord. Since
then the objective has again been the current account. Unless
external factors intervene, the slowing of the economy in 1990 will
see the current account improve and we can expect to see money
growth rates return towards the double digit averages of the past
~ten years.

The response to the stock market crash excepted, the primary
preoccupation of Australian monetary policy since early 1985 has
been ‘'external balance'. This, of course, was its traditional role in
the fixed exchange rate era (the years 1970-71 and 1971-72
providing a notable and disastrous exception). Though fluctuations
in the balance of payments no longer provide the trigger for shifts
in the stance of monetary policy, a ready substitute has been found
in the deficit on the current account. While we do not yet have
many observations, it appears that the traditional monetary policy
reaction function has survived the float.

In New Zealand on the other hand, the use of monetary policy to
meet short term stabilisation objectives was explicitly renounced.
Instead monetary policy was to be used to achieve the medium
term objective of securing an inflation rate below that of New
Zealand's trading partners. Now that this has been accomplished,
the objective has been tightened to require the achievement of an
inflation rate between 0 and 2 per cent by 1992,

Monetary tactics
While the strategies of the two governments have differed, the
Reserve Bank in each country has faced similar problems in
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conducting monetary policy in the turbulent environment- of rapid
financial market deregulation. ‘

Conforming with the earlier UK experience, financial deregulation
and innovation have played havoc with most traditional monetary
aggregates. In New Zealand Ml has been redefined to include-
balances in EFT/POS accounts. The entry of new banks in both
countries has created transitory problems for M3. Transactions
between financial institutions, have created problems of double
counting. 'Round tripping' has occurred as the occasional sluggish
adjustment of lending Trates relative to deposit rates provided
arbitrage opportunities. In Australia, Commercial Bill Acceptances
have been excluded from M2 despite their similarity to Certificates
of Deposit. Moreover because the two were treated differently by
the SRD ratio requirements, -the former initially grew in importance
and have declined 'following the recent removal of the
discrimination. Rapid growth in off-balance sheet transactions has
been reflected in credit but not deposit aggregates.

While many of these influences have been transitory, they have
combined to make short-term movements in most traditional
monetary aggregates unusually difficult to interpret.

The solution to this confusion was once thought to be
straightforward. It was to make the monetary base, defined as the
currency and deposit liabilities of the Reserve Bank (also known as
'outside’ or ‘highpowered' money) the focus of monetary policy in a
deregulated financial system.

A number of considerations point to the base as the fundamental
monetary policy instrument in a deregulated financial system.

In the first place, the base provides the under-pinning of a fiat
money system. Demand for the base is assured by its status as legal
tender "and the traditional requirement that it be used to settle net
imbalances in public account transactions with the private sector.
Second, the money base is unambiguously defined and free of the
definitional problems affecting the broader money aggregates.

And third, the former concentration on broader aggregates, such
as M3, can be argued to have been simply the consequence of the
earlier fixed exchange rate regime and of the bond tap which
pegged interest rates on government securities. Because the
Reserve Bank was formerly committed to converting foreign
exchange into base money on demand at a fixed price and because
the tap system made it impossible to ensure that fiscal deficits were
fully funded by sales of government stock, strict base control was
once impossible to achieve. These limitations on monetary policy
were compensated for by the existence of additional instruments
such as reserve ratios and direct controls over bank lending which
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could be, and were, used to control the broader aggregates
independently of movements in the base.

As financial deregulation removed these additional instruments
of M3 control, so the shift to a floating exchange rate and the
institution of the tender system removed the need for them. Given
a floating exchange rate and a fully-funded fiscal deficit, it was
thought that the monetary authorities would have direct control of
the base, with all movements in this aggregate being the direct
result of the Reserve Bank's purchases or sales in the domestic bond
or the spot foreign exchange farket. ‘ ‘

With interest rates mafket-dete_rmined rather than pegged, the_
fiscal balance fully funded, the exchange rate floating, the various
'ratios' either abolished, as in New Zealand, or stripped of monetary
policy purpose in Australia, with lending controls abolished in New
Zealand and restricted to, the domain of mortgagee vote-buying in
Australia, the only remaining instruments of monetary policy are
the changes in its portfolio that result when the Bank deals in
various financial markets.

While the Bank must conduct monetary policy in a deregulated
financial system by varying the composition of its portfolio, it is not
strictly true that the full extent of its influence can be summarised
by a single statistic: movements in the money base.

Without affecting the base, the Bank can adjust its portfolio in
only two potentially macroeconomic policy relevant ways - by
- exchanging domestic bonds of different maturities, or foreign and
domestic bonds of the same maturity.

The first type of operation might in theory give the Bank some
leverage over the term structure but given the dominance of
expectational factors at the long end of the bond market such
operations appear to be of minor significance and are little used. In
the second case the Bank deals simultaneously in the foreign
exchange and bond markets in a so-called ‘'sterilised’ foreign
exchange market intervention. Thus when it wishes, for example, to
'support’ the domestic currency without affecting the current size of
the base, the Bank effectively swaps some of the short term foreign
bonds in its portfolio (foreign exchange reserves) for short term $A
bonds. Such 'sterilised' exchange market intervention is analytically
equivalent to intervention in support of the $A in the forward
exchange market since, when the Bank buys $A forward, it is
effectively acquiring a $A bond (the right to receive $A in the
future) in exchange for a foreign currency bond (its obligation to
deliver foreign currency in the future). In New Zealand the Bank
claims to avoid foreign exchange market intervention; in Australia
there must be serious doubts as to its effectiveness.
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We would argue, therefore, that while there can be more to
monetary policy in a deregulated financial system than is captured
by the behaviour of a single statistic (movements in the monetary
base) in practice there is not much more.

Despite this logic, neither the Reserve Bank of Australia nor the
Reserve Bank of New Zealand has made the money base its
operating target.

In Australia the monetary authorities are not interested in
money base targeting. In New Zealand, where monetary policy has
had a medium-term disinflationary focus and where the authorities
have set out to control the money base in a steady and predictable
manner, they have not adopted the textbook definition of the base.
Instead they have concocted a series of exotic, and we would argue
inappropriate, definitions of 'the base' which for a long time
frustrated, and again frustrate, the smooth attainment of their
objectives.

In both cases the source of the difficulty is the same. The
operating environment in each country has prevented short-term
money base control despite the closure of the foreign exchange and
bond windows. We return to this issue below.

Monetary performance: Australia
From the end of the first year of the Hawke government (March
1984) to the present the traditional monetary aggregates have
grown at broadly similar average annual rates. These range from
10.7 per cent for the money base (here and elsewhere adjusted for
the switch from SRD's to NCD's that began in September 1988),
through 11.1 per cent for Ml and 11.9 per cent for broad money to
approximately 13.9 per cent for M2 and M3.. Nominal GDP has
grown at an average annual rate of 11.5 percent.

It need scarcely be emphasised that for monetary growth rates
of this order to be consistent with zero inflation, either the growth
rate of real output would have had to exceed its long term avérage
by a factor of three, or velocities of circulation would have had to
fall sharply instead of conforming to their secularly rising trend.
While trend output growth has been slightly higher than average at
4.3 per cent, velocity, averaged over the aggregates, has been
roughly constant over the period. Accordingly the rate of CPI
inflation has averaged 7.3 per cent which coincidentally was the
rate at the end of the Labor government's first year in office and is
also the current rate.

The best that can be said for the conduct of monetary policy
under Labor is that it has avoided the worst excesses of the
previous Labor government (when base growth oscillated wildly
between + 28.7 per cent and -13.4 per cent on a 12 months ended
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