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Inflationary Expectations and the Phillips’ Curve

In analysing the causes of inflation it is important to note that the economy can experience demand 

pull and cost push inflation simultaneously through a wage-price inflation spiral.  If excess aggregate 

demand leads to demand pull inflation, wage earners may anticipate a rise in the price level and seek 

higher nominal wages to maintain their real wages.  If they are successful in gaining a wage increase, 

this may lead to a fall in aggregate supply and further rises in prices.  If aggregate demand continues 

to increase, further price and wage increases may occur, leading to an acceleration in inflation.  This is 

known as runaway or galloping inflation and may lead to hyper-inflation such as that experienced in the 

German Weimar Republic in the early 1930s when inflation was in excess of 1000% per annum. Recent 

examples of hyperinflation were in Zimbabwe in 2004-05 and Venezuela in 2018-19 as their economies 

collapsed and major shortages of goods occurred.

Higher inflation that results from a wage-price 

spiral may be caused by an increase in inflationary 

expectations.  Inflationary expectations refer 

to people’s perceptions of future inflation based 

on past and current rates of inflation.  The New 

Zealand economist, A. W. Phillips, observed a 

tradeoff or inverse relationship between inflation 

and unemployment in the short run in Britain 

in the 1950s.  This short run tradeoff is shown 

in Figure 9.7.  A government in attempting to 

reduce unemployment below 4%, by increasing 

government spending, could trade off more 

inflation (2% to 5%) for less unemployment (4% 

to 3%). Alternatively a government might cut 

government spending to trade off less inflation 

(5% to 2%) for more unemployment (3% to 4%).

THE MEASUREMENT, TRENDS AND CAUSES OF INFLATION 

1. What is meant by inflation?  How are inflation and the inflation rate measured in Australia?

2. What is the CPI?  Refer to Table 9.1 and explain how the CPI is constructed.

3. Distinguish between the headline and underlying rates of inflation in Australia.

4. Refer to Figures 9.1 and 9.2 and the text and discuss Australia’s inflation performance in the 2000s.  Why did 

Australia record relatively low rates of inflation in the 1990s and 2000s?

5. Explain why Australia experienced rising inflation after reaching full employment in 2007-08.

6. Explain why inflationary pressures fell in Australia in 2008-09 but rose in 2010 and 2011.

7. Refer to the data in Table 9.2 and describe and account for trends in headline, tradable, non tradable and 

underlying inflation between 2022 and 2023.  Why did Australia experience higher inflation in 2022-23?

8. Refer to Figures 9.4 and 9.5 and the text and explain the main causes of demand pull inflation.

9. Refer to Figures 9.6 and 9.7 and the text and explain the main causes of cost push inflation.

10. Discuss the main causes and effects of stagflation and imported inflation.

Figure 9.7: The Short Run Phillips’ Curve
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Chapter 9

THE MEASUREMENT OF INFLATION

Inflation refers to a sustained increase in the general price level over time.  In contrast, deflation is where 

there is a sustained decline in the general price level over time.  For the Australian government to achieve 

the goal of price stability, consumer price inflation must be kept in the target band of 2% to 3% which 

is the operational objective of the Reserve Bank for the conduct of monetary policy.  The price level is 

the average level of prices in the economy and is measured by calculating a price index.  In Australia, 

the most widely quoted price index is the Consumer Price Index (CPI), which measures changes in the 

prices of a selected regimen of consumer goods and services over time by using price index numbers.  

Using the CPI, the annual rate of inflation is measured by using the following formula in equation (1):

(1) Inflation Rate        =        Current Inflation - Previous Inflation              
        100

              
              

              
              

    Previous Inflation              
              

x           1

To calculate the inflation rate in the Australian economy between Year 1 with a CPI of 120 and Year 2 

with a CPI of 129 we need to find the percentage change in the price level between these two years i.e.

 Inflation Rate        =         129 - 120              
          100

              
              

              
          120              

  x             1
              

=             7
.5%

This result can be interpreted as Australia having an inflation rate of 7.5% between Years 1 and 2.

Headline Inflation

The quarterly rate of change in the CPI is called the headline rate of inflation.  It measures price 

movements in a selected regimen of household expenditure.  The Australian Bureau of Statistics (ABS) 

also began calculating and releasing monthly CPI data in 2022.  The CPI has eleven categories, each 

with different updated (2022) weights: housing (22.2%), food (17.1%), recreation (10.8%), transport 

(10.9%), household equipment (8.9%), alcohol and tobacco (7.8%), insurance and financial services 

(5.5%), health (6.2%), education (4.4%), clothing and footwear (3.3%), and communication (2.3%).

Table 9.1 shows changes in index numbers for eight of the eleven CPI categories of expenditure between 

2018-19 and 2022-23.  The CPI series is a weighted average of price movements in Australia’s eight 

capital cities.  Each regimen item is weighted by its importance in average household expenditure and 

the rate of change in all groups is used to construct the CPI.  Expenditure is compared with a base year 

(with an index number of 100 = 2011-12), and an index number series is constructed for CPI inflation.

Table 9.1: Consumer Price Index by Group 2018-19 to 2022-23 (2011-12 = 100)

Year 
Food  Clothing & Housing Household Transport Alcohol & Health Recreation All Groups 

 
 Footwear 

 Equipment  
Tobacco  

 (11 in total)

 2018-19 108.6 94.4 121.4 103.8 107.3 151.9 138.7 105.7 114.8

 2019-20 113.1 94.9 121.5 93.6 99.3 164.7 140.0 105.4 114.4

 2020-21 113.9 95.2 121.3 109.4 109.9 175.7 146.7 108.0 118.8

 2021-22 120.6 96.7 132.2 116.3 124.3 179.6 150.2 112.9 126.1

 2022-23 129.7 97.0 142.9 123.6 126.6 188.0 157.5 120.6 133.7

Source: ABS (2023), Consumer Price Index, Catalogue 6401.0, June. Table 3
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Higher inflation also occurred in 2007-08 during a resources boom and rising commodity prices. 

However this changed with the impact of the Global Financial Crisis and recession in 2008-09 with 

lower global commodity prices such as oil and food, and declining global inflation. Inflation moderated 

in the Australian economy, with the CPI rising by 1.5% in 2009 with lower prices for fuel and deposit 

and loan facilities.  A strong economic recovery in 2009-10 and the impact of floods and Cyclone Yasi in 

2010-11 led to higher fruit and vegetable prices which lifted the CPI inflation rate to 3.6% in the year 

ended the June quarter 2011, with measures of underlying inflation rising to 2.7% in 2011.

In the years ended the June quarter 2012 and the June quarter 2013 headline inflation eased to around 

2.4% and underlying inflation to around 2.6%. This was due to lower food prices, weaker demand for 

some goods and services, and the effect of exchange rate appreciation putting downward pressure on the 

prices of many imported goods.  Between 2013 and 2019 economic conditions changed with slower 

economic growth, a lower exchange rate and cuts in official interest rates.  Weaker demand pressures led 

to both and underlying CPI inflation falling to about 1.6% in the year ended the June quarter 2019.

CPI inflation fell by -1.9% in the June quarter 2020 and by -0.3% over the year to the June 2020 

quarter as spending fell during the COVID-19 lockdown of the economy. However in the year ended 

the December quarter 2022 there was a strong upsurge in headline inflation to 7.8%, due to strong 

domestic demand and global supply constraints. CPI inflation eased to 6% in the year ended the June 

quarter 2023, and underlying measures of inflation to 5.5% to 6.5% as shown in Table 9.2. 

Figure 9.1: Consumer Price Inflation                          Figure 9.2: Measures of Underlying Inflation

Source: Reserve Bank of Australia (2023), Statement on Monetary Policy, August.

Table 9.2: Measures of Consumer Price Inflation in 2022-23 (%r)

Measure 

Year Ended   
Year Ended    

 

March Quarter 2023 June Quarter 2023

 Consumer Price Index (CPI) 

7.0% 
6.0%

 – Tradables 

6.1% 
4.4%

 – Non Tradables 

7.5% 
6.9%

 Underlying Inflation Measures – Trimmed mean 

6.6% 
5.9%

 – Weighted median 

5.9% 
5.5%

 – CPI excluding fruit, vegetables and automotive fuel 
7.3% 

6.5%

Source: Reserve Bank of Australia (2023), Statement on Monetary Policy, August.
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The major economic issues in Australia involve Australia’s economic performance in terms of outcomes for the 

rate of economic growth, the unemployment rate, the inflation rate, the balance of payments and the exchange 

rate.  Other important issues include trends in the distribution of income and wealth in Australian society, and 

Australia’s approach to the management of the environment and its commitment to a policy of ecologically 

sustainable development (ESD). Australia entered a recovery in 2021 from the COVID-19 recession in 2020. 

Eventhough the unemployment rate fell in 2022-23 there was a rise in inflation to 7.8% in December 2022.

ECONOMIC ISSUES

• Examine the arguments for and against increasing economic growth rates;

• Investigate the economic and social problems created by unemployment;

• Analyse the effects of inflation on an economy;

• Discuss the effect of a continued current account deficit on an economy;

• Investigate recent trends in the distribution of income in Australia and identify the impact of specific 

economic policies on this distribution;

• Analyse the economic and social costs and benefits of inequality in the distribution of income; and

• Examine the economic issues associated with the goal of ecologically sustainable development.

ECONOMIC 

ISSUES

ECONOMIC SKILLS

• Identify and analyse problems facing contemporary and hypothetical economies;

• Calculate an equilibrium position for an economy using leakages and injections;

• Determine the impact of the (simple) multiplier effect on national income;

•  Explain the implications of the multiplier for fluctuations in the level of economic activity 

in an economy;

• Calculate the unemployment rate and the participation rate using labour force statistics;

•  Interpret a Lorenz curve and a Gini co-efficient for the distribution of income in an economy;

• Use economic concepts to analyse a contemporary environmental issue; and

• Assess the key problems and issues facing the Australian economy.

TOPIC FOCUS

This topic focuses on the nature, causes and consequences of the economic issues and problems that can 

confront contemporary economies as applied to the Australian economy.  The issues examined include economic 

growth; unemployment; inflation; external stability; the distribution of income and wealth; and environmental 

sustainability.  Students should learn to examine the following economic issues and apply the following economic 

skills in Topic 3 of the HSC course:
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