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The bteating who conce toeld us that the '‘scoerched-sarth!
=Yl the Coalition were unnecessary, now tells us that
his iogn i3 the recession we had to have., He was driven, I
2US uctantly, to hiz change of heart by 8 very proper
fea much fToreign debt.

Hiz was za wowmentous policy U turn. HWot so iong 3go he was
teliing us that Austraiia's current-account deficits did not
matter. They wevre, he z3id, purchasing the capital equipment
that would, in due courze, generate the pnecessary export incowe
fto service the growing externzal claims. Unfortunateliy this was
not true, and Mr leating came to zses the distinct possibility
that the deficits' Jagacy,s; and therefore his own, might be
foreign debts that were unmanageable. Once he perceijved the
risk,y, not to have tried to stop the trend wouid have been
irresponsible,

Labor's wmistake iz plain. When it came toc office in 1983,
Labor intended to adopt 3 fiscal and monetary stance that was
mare relaxed than that practicsed by the Coaldition. A currvrent-
account problem had, in these circuwmstances, been foreseen,
Although thsre iz roowm for great cyniciem about the powey it
gave to the ACTU executive, the Accord, an incomes pclicy, was
intended primarily to avoid the balance of payments andg
infiation consequances of relaxed fiscal and monetary policy.
When 1t faiied to meet these sxpectatiocnsg, Mr Keating tightened
fiscal policy. And,; when that did not work, he tried to reduce
consumeriion by sguesezing credit---the very scorvrched-earth policy
e had sz roundly condewmnsd., In the meantime. foreign debt had
grown altarmingly.

Mr keating's rhetoric at several points along the way is
not esxcusable;, bult; given the initial srror of relying on an
incomes policy and given official expectations of that time and
zincey his zubseguent reacticone to the current-account deficit
have been pratty wuch those of any Treasurer. In fairness it
should be noted that he iz not alone in his disappointwment that



historically larsge Federal budget surpius and a pretty
inking recessi1on have not done wore to reduce iwporis. Being
fair to the Treasurer's mistales, however, does not tell us
where te go from here. Even if the scorched earth does reduce
the current account deficit, what will hasppen when recovery 1is
attampted®?
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The links between Gross Domestic Product (GODP)., the currant
sccount and foreign debt had already been expiained by EPAL.
However, 8t the Wesitern Australian Suwmmey School, I hsard it
done again rather nicely for a lay audiencey by Professor Larvy
Sisastad of Chicago University.

It is one things he save, for a2 young person whose incowme
iz aupected to rvise guite rapidly to incur heavy debts, 1t is
ancther thing for a retiree whose income ig static or declining
in real terms. S0 it is with nations. 5o long as GODP is growing
weli, the ratic of the foreign debt toc GDP will Tevel off even
with guite high current-account deficits. For instance, =2
continugus current-account deficit of 5% of GOF, with real
conomic growth of 3% of GDP, will see foreign indebtedness
svel off a2t 5 1ittle ocver 70% of GDP. {(Australia's net emxternal
claims are curvently 35% of GDFP, having grown from 3% in 2 wmera
=]

Long before the debt-to-G0P ratio levelszs off, however, each
vear ‘s new borrowing and morey will be needed fto pay for past
borrowings. But, 5% long as the indebted nation does not face a
war, a3 drought or a collapse in export prices, it could live
with such debits-—--wany third-world nations and 8 few first-world
nations such as Mew Zezland do, albheit precariocusly. However, if
real economic growth should decliine below the assumed 2%, then
the zauation becowmes really ugly. AT} of those public policies
which depress sconowmic growth, such as tariffs and centralisad
industrial relations, therefore, a8lso prejudice thes ability to
service foreign debts.

Should the ability of 2 nation's people to borrow from
abroad be seriously diminished; then they will have to reduce
spending an themselves in order to pay the interest bills and,
if lTenders become reluctant to ro 11-0ver nld debts, fhey wmust
repay same orincipal as well., Frofessor Sjaastad sketched soma
models, some of which could be |1hened anly to 'cold turkey'

Let us put to one side the as yet not very likely
circumstances that would reguire Austratlians to reduce their net
foreign debts---i.e. run 8 current account surpius. Let us
instead say that capital inflow wmust be reduced only to 2% of
G0DP over a space of 2 yvears. To achieve this we would have to
reducre our spending, relative to GDP, by about A¥10 biilicn over
five aguarters and by as wmuch again over a longer period
thereafter. What is wmore; all of that adjustwent would need to
he made +in those goods and services that are traded
internationally.

Blocking iwmports won't avoid the obvious pain. Import
bharriers don't wmuch affect trade balances. Via the exchange rate
mechanism, import barriersz bacowme taxes on exports. Thus, thay



affect the voiume of trade, but do little to its bhalance. High
tariff countries, such a3 Auztralia, not only have gxpensive
soods, but they also trade a low proportion of their Gross
Oomestic Product. Australia trades about haif¥ that of most
countries of comparable size and wealth.

High costs and 2 high dollar, both associated with high
tariffs, wmean that we cannot wmanufacture for export or add much
value to our irony wool, coal ste. In these circumstances, we
can export only where our comparative advantage ig greatest---
that iz, mainly from our rezource-hbaszed industries.

The essential features sf Sjzmastad's paper are.

; that Australia's debti does matter {(a $10 bitlicn adijustment
ig, after all, about £2000 per household? and;s

i 1% Australia iz to trade itz way out of high levels of
debt, then Australians must cure themseslves of their
addiction toc trade barriers.

Cartainly, there 1z wore to becowing internaticnally
competitive than reducing tariffs---iabour mariket reform, for
instance-—--but if we don't reduce tariffs we cannot become
campetitive. Soma ceople will not 1ike the discipline invalved
in tariff reduction much hetter than they 1ike Mr Keating’
scorched-earth policy. It ig, however, past time that these
peopie admitted that the alternative to micro-economic reform in
generaly and varitf reduction in particular, is tao guffer more-
or-less permansnily scovched earvth.
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