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FROM THE DESK OF
PHILIP ENGER
Dear Reader,
It must seem frustrating and bewildering for many people
to read and hear about major issues day-in-and-day-out
that concern and affect their lives, that they are incapable
of adequately comprehending because of the surfeit of
confusing and often contradictory information they are
bombarded with. Take, for example, the circumstances
that brought about the need for the Government's
controversial $42Billion Stimulus Package.
As we have heard the Federal Opposition's alternative
Package is also large, but not quite as large, so the
important aspect of all this is to get some understanding
of the whole rational behind the need for such a large
central government intervention in the economy of the
Nation. Towards the end of last year it became apparent
that the private sector could not manage on its own and
that as Keynesian orthodoxy requires, a robust fiscal
stimulus would be required from Treasury to prop up
consumer spending (even if that meant taking the Budget
into deficit!) There are complex arguments to traverse
but Ross Gittins writing in the SMH in December, 2008
tried to pull it all together in his piece "It's not inflation
that did us in, it's the borrowing".
"…for the past decade the world's central bankers have
been on the wrong tram, worrying about inflation when
they should have been worrying about excessive
borrowing. The aim of the game of macro-economic
management is to keep the economy growing steadily so
as to keep unemployment low. The trick is to work out
what factor is the main threat to unemployment. We
were well into the Great Inflation of the 1970s and '80s
before most economists accepted that inflation was the

great threat and that the way to
achieve strong employment
growth was counter-intuitive:
fight inflation first.
At the same time the fashion, in
the English-speaking economies
particularly, turned towards
privatisation, deregulation and
generally reduced government
intervention in the economy. We
did more of this than most. Most
of the developed economies
managed to get on top of inflation during the '80s,
though it wasn't clear Australia had "broken the stick of
inflation" until the early '90s.
By then the central bankers of the world had
reconsecrated themselves to eternal vigilance against
inflation. This was their job above all others. No one else
really cared about controlling inflation, so it was down to
them. What too few people noticed was that the success
in keeping inflation low owed less to the central bankers'
vigilance than to the way micro-economic reform had
made markets more competitive and flexible, and thus
less inflation-prone. Reduced government intervention in
markets had greatly diminished the role of cost-push
inflation, leaving excessive demand as the only potential
inflationary threat.
In particular, few are conscious that, whereas excessive
wage growth was the bane of the Great Inflation, wages
haven't misbehaved in any of the English-speaking
economies for the best part of two decades. The ultimate
demonstration of that is right before our eyes: even with
our economy travelling close to full employment for the
past few years, wages growth stayed disciplined. So, in
their pursuit of macro stability, the central bankers have
spent the past decade or more focused on the wrong
variable. (Which is not to say our Reserve Bank was
wrong to hit the brakes when it saw our economy

reaching full capacity. What else could it have done?)
Turns out the inflation they should have been worried
about was in the prices of assets such as houses and shares,
not goods and services.
You can't have bubbles in asset markets without the ready
availability of credit. And it's been the long build-up in
debt on the balance sheets of households, businesses (via
the private equity craze) and financial institutions (hedge
funds, investment banks and even commercial banks)
that's at the heart of the global financial crisis and the
global recession it's feeding. If Australia is really hit hard
by the global troubles it will be because of what we bring
to the party: a heavily indebted household sector. If we
have a severe recession it will mean that not since the
early '80s have we had a recession caused by wage-driven
inflation. Rather, the two recessions we've experienced
since then will have been caused by the collapse of
credit-fuelled asset booms and the need to repair balance
sheets: bank and business balance sheets in the early '90s,
household balance sheets now.
To give it its due, our Reserve Bank devoted its annual
conference to the study of asset prices and monetary
policy as long ago as 2003. The perceived problem then
was, what do you do when you see an asset bubble
building but don't have a conventional inflation problem
and so find it hard to justify raising interest rates?
This insight achieved nothing, however, because other
central banks, particularly the Americans, weren't greatly
troubled by the problem. They should have been and, no
doubt, now are. The difficulty then was in thinking of an
instrument that could be used to discourage borrowing
other than raising rates. Impose direct controls on
lending? Oh no, not in an era of financial deregulation.
Perhaps governments should be setting ceilings on the
proportion of share and property values that can be
borrowed against. Perhaps that proportion should be
adjustable by the authorities as we move through the cycle.
Perhaps we should reinstitute direct controls on bank
lending. Whatever measures we come up with, this surely
is the most important lesson to learn from the global
financial crisis and its aftermath: we must find a way to
prevent excessive borrowing".
I don't own a crystal ball but it seems that even with the
Stimulatory Package the Australian economy will struggle
to stay out of recession, albeit a shallow one.
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