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Monetary policy and related issues 

Overview of the 2004 year 

2.1 

2.2 

2.3 

 

The RBA stated that, throughout 2004 the strong global economy 
continued to push up commodity prices which in turn provided 
Australia with a significant stimulus to national income and 
spending, with the prospect of more to come.1 Over the last two years 
the price of Australia base metals exports have risen by 40 per cent.2 

Domestically, both business and consumer confidence remained high 
throughout 2004.3  The Governor said this was reflected in the 
performance of the Australian Stock Market which out performed 
other major stock markets around the world.4 

The RBA reported that on the domestic front, the cooling of the 
domestic housing market during 2004 was associated with an easing 
in credit growth to the household sector from the exceptionally high 
rates seen in previous years.5 Nevertheless, the growth of credit to 

1  Reserve Bank of Australia, Statement on Monetary Policy, February 2005, RBA, Sydney, p 1 
(hereafter referred to as Statement on Monetary Policy, February 2005). 

2  Statement on Monetary Policy, February 2005, p 1. 
3  Statement on Monetary Policy, February 2005, p 2. 
4  Transcript, 18 February 2005, p 13; Statement on Monetary Policy, February 2005, p 2. 
5  Statement on Monetary Policy, February 2005, p 3. 
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both household and business sectors remained high and was still 
growing at around at 12 per cent at the end of 2004.6 

Inflationary outcomes for 2004 were higher than expected                 
Mr Macfarlane said, coming in at 2.6 per cent for the year. The rapidly 
rising  $(A) during 2002 and 2003 helped keep inflationary pressures 
down but according to the Governor when the exchange rate levels 
out  the influence on inflation evaporates.7 Once the exchange rate 
influences have worked their way through, they no longer offset the 
domestically-sourced inflationary pressures. These inflationary 
pressures are showing up in higher producer prices associated with 
rising material costs and strong demand pressures.8 

The RBA Board during the course of 2004 judged,  

… that a further tightening of monetary policy would 
probably be required in due course, but that there was no 
need for action in the short term…9

Forecasts for 2005 

The RBA stated in its February 2005 Statement that after a strong year 
in 2004 the world economy continued to grow.10  More particularly, 
the US economy was expanding at a steady pace and China’s 
economy grew at nearly 10 per cent.11 In other parts of the world, 
economic recovery was continuing.  The tsunami will have a minor 
economic impact on some parts of Asia where reduced growth will 
occur in the short term. Overall, it is expected that the world economy 
will continue to grow in 2005 at an above average pace but not as 
strong as was experienced in 2004.12 

According to the February Statement, with the exception of a 
surprisingly weak outcome for growth in the September quarter, the 
range of other available information suggests growth will continue 
well into 2005. However, there is one key issue that will need to be 

 

6  Statement on Monetary Policy, February 2005, p 3. 
7  Transcript, 18 February 2005, pp 4, 7. 
8  Statement on Monetary Policy, February 2005, p 3. 
9  Statement on Monetary Policy, February 2005, p 3. 
10  Statement on Monetary Policy, February 2005, p 1. 
11  Statement on Monetary Policy, February 2005, p 1. 
12  Statement on Monetary Policy, February 2005, p 1. 
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addressed; that is, the extent to which the ongoing growth of demand 
might give rise to capacity constraints and, consequently, upward 
pressure on wage and price inflation.13 As the Governor outlined in 
his opening remarks to the hearing, Australia was now into its 
fourteenth year of expansion and, as would be expected, there is 
much less spare capacity today than was the case in the early phases 
of expansion.14 

Over the past 14 years annual growth has averaged 3.7 per cent.  In 
June 2004, the RBA was still forecasting a growth rate of 3.75 per cent 
for the year to December 2004.15 At this hearing, the RBA revised this 
downwards to around 2 per cent .16 The actual figure for the year 
ending December 2004 came in at 1.5 per cent.17  

Mr Macfarlane told the committee that there are several possible 
explanations for the difference.  First, he suggested that the National 
Accounts paint a picture which is not entirely consistent with other 
indicators.18 Employment growth has been booming throughout 2004, 
consumer and business confidence have been at near record levels, 
the stock market is at record highs, company profitability has risen 
and tax receipts are up. He said these indicators would suggest a 
completely different outlook. 

Mr Macfarlane suggested that the slowdown in growth is explained 
by the supply side of the economy.19 A good deal of his subsequent 
discussion went into the nature of those constraints. He went on to 
say that demand cannot be sustained at the recent levels and if it 
continued to outpace output growth then the Australian economy 
would risk rises in inflation.20 He said that there are signs that 
demand is starting to slow and gross domestic product (GDP) growth 
will be in the range of 2 to 3 per cent rather than 3 to 4 per cent for a 
period of time.21  

 

13  Statement on Monetary Policy, February 2005, p 2. 
14  Transcript, 18 February 2005, p 2; Statement on Monetary Policy, February 2005, p 2. 
15  Transcript, 4 June 2004, Sydney, p 2. 
16  Transcript, 18 February 2005, pp 2-3. 
17  Australian Bureau of Statistics, Australian National Accounts: National Income, Expenditure 

and Product Main Features Production Chain Volume Measures,  cat. 5206.0 ABS, 
2 March 2005, ABS, Canberra, p 2. 

18  Transcript, 18 February 2005, p 3; Statement on Monetary Policy, February 2005, p 2.  
19  Transcript, 18 February 2005, p 4. 
20  Transcript, 18 February 2005, p 4. 
21  Transcript, 18 February 2005,  p 4. 
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On a cautionary note, Mr Macfarlane said that there comes a time 
when we have to accept some moderation in growth in order to 
prevent the build-up in the sort of imbalances that have got the 
economy into trouble in the past.22 During the course of the hearing 
he was at pains to dispel any boom-bust scenarios. He said if 
household borrowings and house prices had continued to grow at    
20 per cent in 2004, then Australia would have had the makings of a 
serious boom-bust situation. Fortunately that did not occur; 
borrowings dropped back to around 13 per cent and house prices fell. 
In the past, the bust has often been associated with very big domestic 
imbalances as evidenced in the late eighties and early nineties.23 He 
stated that if the RBA continued to adopt a “…relatively small, well-
timed movements…” approach to interest rates then everything 
should stay under control.24  

Inflation targeting and monetary policy 

In pursuing the goal of medium term price stability, both the 
Bank and the Government agree on the objective of keeping 
consumer price inflation between 2 and 3 per cent, on 
average, over the cycle. This formulation allows for the 
natural short run variation in inflation over the cycle while 
preserving a clearly identifiable benchmark performance over 
time.25   

In June 2004 at the Sydney hearing Mr Macfarlane stated that the RBA 
predictions for underlying inflation would remain steady at about      
2 per cent through 2004, moving up to about 2.5 per cent towards the 
end of 2005.26  

In February 2005 at the Sydney hearing Mr Macfarlane said,  

On inflation: our forecast of a year ago for underlying 
inflation in the four quarters to December 2004, was                 
1½ per cent. At our June meeting here in this building in 
Sydney with the committee, we had raised it to two per cent. 

 

22  Transcript, 18 February 2005, p 5. 
23  Transcript, 18 February 2005, pp 3, 13. 
24  Transcript, 18 February 2005, p 13. 
25  Second Statement on the Conduct of Monetary Policy: The Treasurer and the Governor of the 

Reserve Bank, July 2003, www.rba.gov.au/Monetary Policy/, viewed 8 March 2005, p 2. 
26  Transcript, 4 June 2004, p 2. 
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In the event, underlying inflation came in at 2¼ per cent 
while the headline figure was 2.6 per cent… 

Looking ahead, we forecast gradual rises in underlying 
inflation, with it reaching 2½ per cent by the end of this year 
and three per cent by end of 2006...27

The inflationary-targeting regime that has been put in place means 
that adjustments can be made along the way thus helping to 
overcome inflationary expectations.28 

As expected, the February hearing devoted a considerable amount of 
time to the question of where interest rates are heading over the 
medium term.  Media attention around the time of the hearing also 
focussed on the issue of interest rates. Many commentators were 
predicting another rise of 25 points as early as March 2005 with some 
going further and suggesting another rise of 25 points by the middle 
of the year. 

It therefore came as no surprise to the committee when                      
Mr Macfarlane repeated what had been stated in recent Statements on 
Monetary Policy, that it, it is more likely that interest rates will rise 
given where we are presently in the current cycle.29 

…So I think the public are aware that at this phase of a cycle 
it is more likely that interest rates will go up than that they 
will go the other way…30

Mr Macfarlane told the committee that the RBA had been forecasting 
for some time that inflation was going to follow a “U” shaped path.31 
He said the trough of that path was forecast to occur around late 2004 
– early 2005. What did not occur was a fall to 1.5 per cent but rather a 
bottoming out at 2.25 per cent. According to the RBA, this has meant 
that the “U” shaped path is a bit flatter, and inflation has started to 
rise again, and therefore upward interest rate adjustments cannot be 
ruled out.32 

The committee notes that operating within a margin of 2- 3 per cent, 
on the face of it, suggests a very precise and timely response by the 
RBA to movements in inflation. Mr Macfarlane pointed out that the 

27  Transcript, 18 February 2005, pp 4-5. 
28  Transcript, 18 February 2005, p 2. 
29  Transcript, 18 February 2005, p 5. 
30  Transcript, 18 February 2005, p 5. 
31  Transcript, 18 February 2005,  p 23. 
32  Transcript, 18 February 2005,  p 23. 
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2.21 

2.22 

RBA inflation target is simply that; a target. He said that the RBA is 
not suggesting that it should never be outside that range, in fact he 
said 45 per cent of the time it has been either above or below.33 He 
stressed that what is important is that if it is above or below, measures 
will be in place to bring it back to within the 2-3 per cent range.  

A lot of media attention is focussed on the exact timing of an increase 
in rates but Mr Macfarlane commented that as long as you get the 
general movement correct, and not leave the economy out of 
alignment, then the timing is not critical as far as the big picture is 
concerned.34 He said, 

…Whether you move one month or the next month or the one 
before, in the big picture, is not really of paramount 
importance to the economy, although it is of paramount 
importance to the people sitting on a money market desk.35

The Governor, when talking about the various economic indicators, 
said that the picture is actually quite a complicated one and, the Board 
is always faced with a lot of conflicting evidence.36 In forecasting there 
are always some pieces of the jigsaw puzzle that are missing and 
therefore, the Board cannot wait until everything fits into place 
because that would be probably too late to act.37 He went on to say 
that published statistics tell what has happened ex-post; the Board 
needs information that gives a picture of what is happening now and 
is likely to happen in the short to medium term.38  

Mr Macfarlane said that at the end of the day you have to come to an 
on-balance judgement because you will never be in a position where 
everything is telling you the same thing.39 

On 2 March 2005, the Bank raised the cash rate by 25 basic points to 
5.5 per cent. On balance, despite the very low GDP growth rate of    
1.5 per cent for the year ending December 2004, domestic and global 
demand have both been growing strongly and signs are emerging 
that capacity constraints are starting to put upward pressure on wage 
and production prices, the Board concluded that: 

 

33  Transcript, 18 February 2005, p 24. 
34  Transcript, 18 February 2005, p 6. 
35  Transcript, 18 February 2005, p 6. 
36  Transcript, 18 February 2005, p 5. 
37  Transcript, 18 February 2005, p 5. 
38  Transcript, 18 February 2005, p 7. 
39  Transcript, 18 February 2005, p 12. 
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In these circumstances, the Board judged that an increase in 
the cash rate was warranted in order to reduce the risk of an 
unacceptable rise in inflation in the medium term.40  

At its next meeting with the RBA, the committee will review the 
events in detail that led to the decision to increase rates. 

Exchange rates and external trade 

Generally, over a 12 to 18 month period, according to the Governor, a 
change in the exchange rate can be the biggest influence on inflation, 
that is, an appreciating dollar will help keep inflation down, but once 
the dollar settles at a new level, this impact on inflation dissipates.41 

The current exchange rate is about 10 per cent above the long term 
average (post fixed exchange rate regime) and to a large extent has 
been very much influenced by factors outside of Australia’s control.  
Australia’s terms of trade has risen steadily in recent years and 
Australia has maintained higher interest rates compared to the US, 
Europe and Japan. According to Mr Macfarlane, the US dollar has 
fallen by roughly the same amount against all floating exchange rate 
countries (30 to 47 per cent).42 

In response to a question about the risk associated with a $(US) 
continuing to fall (something that is outside Australia’s sphere of 
influence), Mr Macfarlane stated that this would be something that 
would cause the RBA to reassess monetary policy.43 If such a scenario 
developed then rate rises would more than likely compound the 
problems associated with an overvalued dollar.  

According to recent reports, the likelihood of this happening may 
have increased in recent times as reports suggest that other central 
banks and private investors may be contemplating wider 
diversification of their future increases in forex reserves into 
currencies other than $(US).44 This could put further upward pressure 
on the $(A) and, if oil prices remain above $(US) 50 a barrel, this 

 

40  Statement by the Governor, Mr Ian Macfarlane: Monetary policy. RBA Media Release, 
2 March 2005, p 1. 

41  Transcript, 18 February 2005, p 7. 
42  Transcript, 18 February 2005, p 12.  
43  Transcript, 18 February 2005, p 18. 
44  Bloomberg.com. Dollar declines as Bank of Korea plans to diversify reserves.  www.bloomberg 

.com/apps/news, viewed 4 March 2005.  
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2.29 
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would also tend to dampen any decision to increase rates in the 
foreseeable future.  

One major consequence of a globalised and freely floating exchange 
rate has been the ability of countries to maintain higher current 
account deficits (CAD) because of the willingness of global financial 
markets to take risks in other countries and in other currencies.45 
Under a regime of fixed exchange rates, monetary policy may have 
been called on to push up rates so as to finance these deficits.  

Australia’s current deficit which is running at around 6.75 per cent of 
GDP would not have been possible under a fixed exchange regime 
according to Mr Macfarlane.46 He said the willingness of foreigners to 
finance someone else’s deficit has greatly reduced the need for drastic 
intervention by government and central banks.47 The ability of the US 
to continue to operate with a huge CAD, albeit, that it is only                
5.5 per cent of GDP, is due to the extremely mobile international 
capital.48 

The RBA stated that what is disappointing about Australia’s current 
trade position is that we have been unable to match the world growth 
in demand for raw materials and manufactured goods even though 
our terms of trade gain over the last 2-3 years has been of the order of 
20-25 per cent.49  The terms of trade rose by 2.3 per cent in the 
September quarter 2004, reaching a 30 year high, and is likely to 
increase further in the short term, due in the main to the ravenous 
appetite for basic materials by China, which has resulted in 
spectacular price increases for commodities such as iron and coal.50 
He noted that on the other hand, there has been an increase in 
competitiveness for manufactured goods because of China’s presence 
in the world market and this has had a downward pressure on prices 
for such goods.51 Australia has run into some major bottlenecks that 
have resulted in an inability to increase supply (volume) to satisfy this 
demand for basic materials. These bottlenecks and supply constraints 
are discussed later in this chapter. 

 

45  Transcript, 18 February 2005, p 11. 
46  Transcript, 18 February 2005, p 11. 
47  Transcript, 18 February 2005, p 11. 
48  Transcript, 18 February 2005, p 11. 
49  Transcript, 18 February 2005, p 21; Statement on Monetary Policy, February 2005, pp 2, 37. 
50  Transcript, 18 February 2005, p 20; Statement on Monetary Policy, February 2005, p 41. 
51  Transcript, 18 February 2005, p 21. 
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United States and the financial markets 

The Governor spoke about interest rates in other parts of the world. 
He said that like Australia, the rest of the world was in a similar 
phase of economic expansion and therefore rate rises would more 
than likely occur.52  

Mr Macfarlane also stated that he believed that we have been through 
a period where the world economy has conducted a rather risky 
experiment of having very, low interest rates – 1 per cent in the US, 
zero in Japan and 2 per cent in the Euro area.53 He said that the US 
and many other countries are trying to remedy this, but Japan and the 
Euro countries are still maintaining their low rates. 

Given the low rates, financial markets around the world have been 
searching for higher returns on their funds and thus taking on more 
and more risk.54 The likely fallout will impact more on the financial 
sector rather than on inflation. This is of concern to the US according 
to Mr Macfarlane.55 Interestingly, the Governor told the previous 
committee at its 2004 hearing that while Australia did not match the 
very low interest rates in the US and Japan, the RBA could not 
completely ignore the fact that around the world, Australia has had 
the lowest interest rates since the post war period.56  

He said that if one extrapolates from this, then any upward pressure 
on interest rates around the world would, at some point in time, 
increase the pressure on the RBA to increase rates at home. 

In response to a question about Paul Volcker’s prediction that the US 
will experience a financial crisis in the next five years because of its 
twin deficits, Mr Macfarlane said that he was more worried about the 
US budget deficit than its CAD.57 He went on to say that the 
sophistication of financial markets had reached a point where risk-
taking has not been fully assessed and this is something of a concern 
that he would share with Mr Volcker.58 

In the RBA’s Financial Stability Review, September 2004 it stated, 

 

52  Transcript, 18 February 2005, pp 5, 9. 
53  Transcript, 18 February 2005, p 9. 
54  Transcript, 18 February 2005, p 9; Statement on Monetary Policy, February 2005, p 25. 
55  Transcript, 18 February 2005, p 9. 
56  Transcript,  4 June 2004, p 8. 
57  Transcript, 18 February 2005, p 27. 
58  Transcript, 18 February 2005, p 27. 
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Looking overseas, the condition of the international banking 
system has improved recently, assisted by a stronger world 
economy. This, however, does not mean that the global 
situation is without risk...The concern here is that investors 
who have borrowed heavily on the assumption of continuing 
low interest rates may need to unwind their positions 
quickly—a turn of events that could lead to an abrupt 
repricing of financial assets and, potentially, market 
instability...These market risks are less pronounced in 
Australia, partly reflecting the fact that interest rates were 
never cut to very low levels here—although, of course, it is 
impossible for local markets to be quarantined from overseas 
events.59

The committee notes that Australia is part of the global economy and 
it cannot remove itself from these events and the setting of monetary 
policy must take account of international developments.  

Housing and household debt 

The RBA stated, 

Demand for housing finance now appears to have stopped 
falling after the declines earlier in 2004, and there are some 
tentative signs that it is starting to pick up. After being 
broadly flat for several months at a little above $12 billion per  
month,  housing loan approvals rose by about 5 per cent in 
November. Over the six months to December, housing credit 
grew at an annualised rate of 12½ per cent, down from          
22½ per cent over the second half of 2003. Within the total, 
investor loan approvals and credit have slowed much more 
than the owner-occupier components...60

The Governor was asked to comment on a recent OECD survey which 
tended to suggest that the recent investment decisions in the housing 
market were not inappropriate. The report stated, 

...with general government finances in surplus…Australia’s 
current account reflects private saving and investment 
decisions. And with structural reform having stripped out 

 

59  Reserve Bank of Australia, Financial Stability Review, September 2004, RBA, Sydney, p 2. 
60  Statement on Monetary Policy, February 2005, p 30. 
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many distortions from the economy, private sector saving 
and investment decisions are likely to be efficient, with 
capital flows reflecting informed decisions about relative 
investment opportunities.61

In response, Mr Macfarlane said that,  

…as we moved from a current account deficit of about two 
per cent of GDP three years ago to what we have now, of        
6¾ …about 1½ per cent was due to a reduction in savings—
and three per cent was due to an  increase in investment. 
Normally you would say that that is great…But of that three 
per cent of GDP increase in investment, 1.7 per cent of it was 
in residential construction…62  

He said that whilst it is true that the CAD reflects private sector 
decisions, there are incentives in the system which can distort the 
pattern. Mr Macfarlane said therefore in hindsight, it may have been 
more prudent to invest in more productive assets which are earning a 
higher rate of return.63  

The committee notes that a lot has already been said about 
Australian’s preoccupation with housing in earlier reports by 
previous House Economics Committees. At the February 2005 
hearing, the Governor stated that he was very pleased that house 
prices had fallen throughout most of 2004 and that growth in 
borrowings were down from the extraordinary levels achieved in 
2003.64 However, he noted that growth in borrowings are still 
continuing at a fairly rapid rate (still around 15 per cent) but a lot of 
this is in owner occupier rather than investor housing. Even though 
housing has moved back towards, something the Bank said it would 
regard as more normal, the debt to income ratio is still rising.65 

He reported the debt servicing ratio is 9.3 per cent which is the 
highest it has been. Previously when it reached similar levels interest 
rates were around 17 per cent.66 This in itself is quite an achievement 
but the fact still remains that households are still carrying so much 
debt  and more susceptible to interest rate  changes. Mr Macfarlane 

 

61  OECD Economic Survey: Australia. December 2004, Volume 2004,  Issue 18, p 49. 
http://dpl/Ejournals/OECDEconomicSurvey-Australia.pdf, viewed 9 March 2005. 

62  Transcript, 18 February 2005, p 10. 
63  Transcript, 18 February 2005, pp 10, 28. 
64  Transcript, 18 February 2005, pp 3, 17. 
65  Transcript, 18 February 2005, p 17. 
66  Transcript, 18 February 2005, p 28. 
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noted the RBA was aware of this and therefore needed to use 
monetary policy carefully and sparingly so as not to cause a major 
upheaval.67 Under these circumstances, the RBA believes monetary 
policy becomes a very powerful weapon.68 

The Governor was also asked to explain why he was not prepared to 
take the retail and growth data at face value. Mr Macfarlane stressed 
that it was difficult to get a complete picture from the available 
published statistics.69 He said some figures suggest a slowing in retail 
trade while disposable income is rising at around 8.2 per cent and 
household credit is still on the increase. Households have also had the 
benefit of some recent tax cuts.  Finally, because Australia has one of 
the largest home ownership rates in the world, much of our spending 
is influenced by the wealth effect generated by this one particular 
asset.70  

The data presented by the RBA in its February Statement, stated that 
household consumption remained strong in 2004, increasing by        
5.4 per cent over the year to September quarter.71 It also showed that 
disposable income grew strongly, outpacing growth in consumption 
over this period resulting in some gains in savings.72 

Against this trend, the RBA noted that retail sales were weaker than 
expected in October and November 2004. According to the RBA, this 
may have been due to rising petrol prices which meant less for 
discretionary spending.73 Or as was suggested by one member of the 
committee at the hearing, the decline may in part be due to slowing in 
household wealth resulting from weakness in house prices.74 

Australian share market 

Notwithstanding the fact that Australians have a preoccupation with 
housing, money still flowed freely into the Australian stock market in 
2004 lifting the Australian Stock Exchange (ASX) to record levels. In 

67  Transcript, 18 February 2005,  p 28. 
68  Transcript, 18 February 2005,  p 28. 
69  Transcript, 18 February 2005,  p 19. 
70  Transcript, 18 February 2005,  pp 17-18. 
71  Statement on Monetary Policy, February 2005,  p 27. 
72  Statement on Monetary Policy, February 2005,  p 27. 
73  Statement on Monetary Policy, February 2005, pp 27, 28. 
74  Transcript, 18 February 2005, pp 16, 18; Statement on Monetary Policy, February 2005, p 28. 
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fact, the stock market rose by around 25 per cent during the year. 
Given the concerns raised by the RBA about house price increases in 
2003, the committee was interested to know whether the RBA shared 
similar concerns about the stock market. 

In particular, the committee asked the Governor about the price to 
earnings ratio (PE) moving up to 21 compared to the long run average 
of around 15-16 and whether this was another asset that needed 
deflating.75 The committee questioned whether money flowed from 
one over-heated market into another? 

Mr Macfarlane replied that the move from housing to shares in 2004 
was a good thing. It helped take the heat out of housing. However, he  
said he did not believe that the stock market was over heated because 
most of the price rises have been underpinned by record profits.76  

Mr Macfarlane also said he saw no immediate problems that margin 
lending had risen by 21 per cent over the past year. He said the 
increase was from a small base and it amounted to only 15 per cent of 
personal borrowings which represents about 2 per cent of household 
borrowings.77 

According to an ASX Share Ownership Study released on 24 February 
2005, the number of people who own shares leapt by more than 
600,000 last year as strong share gains and faltering property prices 
extended Australian’s love affair with the stock market.  Some           
55 per cent of adults now own shares, up from 51 per cent last year 
and just 20 per cent in 1994.78  

Supply side constraints 

The issue of barriers to further growth came up very early at the 
hearings when Mr Macfarlane stated that Australia was now entering 
a phase where capacity constraints were becoming a much bigger 
influence on how monetary policy is set.79 

He said that the most obvious capacity constraint was showing up in 
the economy’s inability to grow exports to meet the worldwide 

 

75  Transcript, 18 February 2005, p 30. 
76  Transcript, 18 February 2005, p 30. 
77  Transcript, 18 February 2005, p 31. 
78  ASX Share Ownership Study - 2004 findings. Media Release, 24 February 2005, p 1. 
79  Transcript, 18 February 2005, p 6. 
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growth in demand for basic materials. Unfortunately, according to  
Mr Macfarlane, no one saw it coming; not even the most experienced 
people in the resource sector.80 

He said that although monetary policy has to take the supply side as a 
given when setting rates, it is becoming harder and harder to make 
those decisions without thinking about supply-enhancing policies.81  
He stressed that if Australia wishes to realise economic growth in the 
order of 3.5 per cent or more per annum, then it will have to address 
the supply side bottlenecks.82 This can be done in three ways: 

 increase capital through new investment; or 

 increase the supply of labour; or 

 increase productivity. 

The Governor went on to briefly outline his views on those constraints. 

Business fixed investment (infrastructure) 

He said currently, there are many incentives for people to invest in 
housing. This has seen 1.7 of the 3 per cent in investment growth 
going into housing, rather than business fixed 
investment/infrastructure. Mr Macfarlane suggested that this may 
need to be revisited. Although business fixed investment was slow to 
respond to the resources boom, the Governor believed there is every 
indication that this should pick up given the profitability of the 
resource companies and the continuing high world demand for their 
products.83 

The committee believes that on the face of the following data, this 
appears to be happening already. 

Australian Bureau of Statistics (ABS) figures released on 2 March 
2005, showed business capital expenditure jumping by 3.3 per cent in 
the December quarter to $14.8 billion. According to the ABS, this has 
pushed annual business investment by 9.4 per cent for the year. This 
is in contrast to retail turnover which fell by 0.3 per cent in the quarter 
ending December 2004 and rising by only 1.9 per cent for the year. 
Similarly, housing finance for owner-occupier rose by only                

 

80  Transcript, 18 February 2005, pp 7-8. 
81  Transcript, 18 February 2005, p 25. 
82  Transcript, 18 February 2005, p 25. 
83  Transcript, 18 February 2005, p 25. 
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0.9 per cent for the quarter and actually fell by 6.1 per cent over the 
year.84  

Taken at face value, the committee believes that these figures would 
suggest that some of the supply bottlenecks are being addressed by 
business on the back of strong profits and continuing high demand on 
export markets.  

The committee also cites the huge uptake of investment in the 
minerals and energy sector which has more than 207 projects on the 
books; 73 of which are committed or already under construction at a 
cost of $24.3 billion as further evidence of some of these bottlenecks 
being addressed. If the remaining 134 projects get the go ahead, 
Australia could see a further injection of $72.5 billion.85 

Labour market 

One of the factors raised by the Governor as evidence that there are 
inflationary pressures, concerned the inability of businesses to find 
suitable labour.86  

 According to the RBA, 

…The thing called the wage price index has only been going 
since 1998, so we do not have a long history of it; we do not 
really know how it behaves over the cycle. These things seem 
to have shown very little in the way of increase. Enterprise 
bargaining, similarly: there is a bit of an increase but it is not 
much. In fact, looking at these two measures, you would have 
to say at the moment that their growth is just about right: the 
wage price index is about 3.5 per cent, the enterprise 
bargaining about 4.2 per cent. Both of these figures are utterly 
consistent with the maintenance of inflation somewhere 
….between two and three...87

Whilst acknowledging these statistics, the Governor believed that 
these figures are not telling the full story. He said, according to other 
reputable surveys (NAB, Westpac, ACCI, Sensis), their findings are all 
saying that business has reached a point where their biggest 

 

84  Australian Bureau of Statistics. Key National Indicators, ABS, Canberra, 2 March 2005. 
85  Haine I (ABARE). Minerals and energy: major development projects. Australian 

Commodities, vol 11, no 4,  December quarter 2004, pp 6-10. 
86  Transcript, 18 February 2005, pp 2, 25-26. 
87  Transcript, 18 February 2005, pp  6-7. 
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constraint to expansion is their ability to hire suitable labour.88 He 
said, the RBA’s own surveys tell the same story that there is definitely 
pressure in the pipeline, but it has not as yet shown up in the 
aggregate figures and we would hope that it does not.89 

Not all members of the committee shared this concern, in particular, 
that the current labour shortages were driving up wage cost pressures 
and by implication, starting to impact on inflation. However, every 
member of the committee agree that if the wage decision involving a 
31 per cent pay rise over three years for electricity workers at Energex 
in Queensland became the norm, without any offsetting productivity 
gains, then it would be inflationary.90 

When Mr Macfarlane spoke about the supply side difficulties he 
commented that the RBA constantly hears about the difficulties of 
getting skilled labour and to a lesser extent, unskilled labour.91 He 
said in particular, the skilled trades people are getting older and there 
are not enough new ones in the pipeline.92 

The committee notes that no one would disagree about the 
demographics of the workforce and the need to maintain a steady 
supply of new skilled personnel, but not all commentators agree that 
this situation is likely to result in a wages break out. 

The RBA also reported, 

Labour market conditions continued to improve in the 
December quarter. Employment grew by 1.2 per cent in the 
quarter, which is well above the trend growth. Employment 
was 2.6 per cent higher over the year, and full-time 
employment accounted for almost three-quarters of the total 
increase. This strength in employment is somewhat at odds 
with the relatively weak rate of growth indicated in the 
national accounts. 

…the unemployment rate, which fell to 5.1 per cent...is the 
lowest rate recorded since late 1976...93  

88  Transcript, 18 February 2005, p 7. 
89  Transcript, 18 February 2005, p 7. 
90  Transcript, 18 February 2005, p 29. 
91  Transcript, 18 February 2005, p 25. 
92  Transcript, 18 February 2005, p 26. 
93  Statement on Monetary Policy, February 2005, pp 33-34. 
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The committee notes that the wage price index released by the ABS on 
22 February 2005 showed a rise of only one per cent in the December 
quarter and by only 3.6 per cent for the year.94 Even on the RBA’s 
margins this figure is consistent with the maintenance of inflation 
within the preferred band of 2-3 per cent. 

In a slight departure from normal proceedings, the committee asked 
for, and received several questions from students in attendance. One 
question went to this issue; that is, notwithstanding the remarkable 
decline in unemployment from over 10 per cent to 5.1 per cent today, 
is there any likelihood that unemployment could fall to around           
2 per cent as experienced in the 1950s, 1960s and early 1970s?95 The 
Governor said it was unlikely due to the more complex system we 
have to operate in today.96 He explained that if this is the case then we 
may have to conclude that continuing demand for labour will 
eventually feed through to higher wages costs and hence fuel 
inflationary expectations.  

Welfare and tax reform 

The Governor stated that part of Australia’s labour shortage can be 
identified by the very low labour force participation rate for males 
over 45 years of age. Retirement incomes policy and high marginal tax 
rates have a bearing on this development.97 

He said another area that is affecting participation rates is the ability 
to facilitate the return to work for many people on social security 
benefits. Mr Macfarlane suggested that Australia needs to review why 
over 600,000 people remain on disability pensions. Every effort must 
be made to try and remove some of the barriers and disincentives for 
those people wishing to re-enter the workforce.98 

Productivity and industrial relations reform 

The RBA noted that significant increases in productivity were 
achieved in the 1990s but this momentum needs to be maintained. 
According to Mr Macfarlane, things are starting to slow down or if 
one believes the statistics, we may have gone backwards.99 He 

94  Australian Bureau of Statistics. Labour Price Index, Australia. cat. 6345.0 ABS, 
23 February 2005,  Canberra, p 1. 

95  Transcript, 18 February 2005, p 33. 
96  Transcript, 18 February 2005, p 33. 
97  Transcript, 18 February 2005, p 26. 
98  Transcript, 18 February 2005, p 26. 
99  Transcript, 18 February 2005, p 26. 
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suggested that if undertaken in the right environment, employers and 
employees should look at what can be further done to achieve win-
win situations.100 

The committee appreciated Mr Macfarlane’s frankness and his 
willingness to identify what he saw as issues to be addressed on the 
supply side. 

 

100  Transcript, 18 February 2005, p 26. 


