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Inflation Outlook

Despite the narrative that inflation at a headline CPI level will fall to the RBA 2.5% target and force
an official interest rate cut this year, we still see a higher probability of another interest rate increase
in this cycle and more importantly the RBA holding rates at a higher level than expected for a
considerable period. Media reporting on economic data releases continues to be disappointing, but
far more concerning is the way the banks switch between a statistical and economic approach to
analysis of the data, to interpret the data in a way favourable to their agenda. So, we will do both a
statistical approach and then an economic one.

Statistical Review

The following tables were assembled with the data provided by the ABS. Monthly Consumer Price
Index Indicator, July 2024 | Australian Bureau of Statistics (abs.gov.au)

Weighted average of eight capital cities, May 23 to May 24 Jun 23 to Jun 24 Jul 23 to Jul

annual movement % change % change 24% change
All groups monthly CPI 4.0 3.8 3.5
Food and non-alcoholic beverages 3.3 3.3 3.8
Alcohol and tobacco 6.7 6.9 7.2
Clothing and footwear 2.8 3.6 1.9
Housing 5.2 5.5 4.0
Furnishings, household equipment and

services -1.1 -1.1 -0.9
Health 6.1 5.3 5.3
Education 5.2 5.6 5.6
Insurance and financial services 7.8 6.4 6.4

The headline CPI shows a declining pattern from 4% in May to the current July reading of 3.5%. A great
deal of caution needs to be used when relying on the monthly data because the ABS does not yet
consistently survey all the CPI basket every month but does only over an entire quarter.

Weighted average of eight capital cities,  May 23to May 24 Jun 23to Jun 24 Jul 23 to Jul

annual movement % change %change  24% change
Seasonally adjusted 4.1 3.8 3.6
CPI excluding volatile items™* and holiday

travel 4.0 4.0 3.7
Annual Trimmed mean 4.4 4.1 3.8

There has also been a pattern of falling inflation in the seasonally adjusted, CPI excluding volatile
items and the all-important Trimmed Mean_which is the data the RBA uses to measure inflation.

Annual Trimmed Mean
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https://www.abs.gov.au/statistics/economy/price-indexes-and-inflation/monthly-consumer-price-index-indicator/latest-release
https://www.abs.gov.au/statistics/economy/price-indexes-and-inflation/monthly-consumer-price-index-indicator/latest-release
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There are then several ways to interpret this CPI data provided by the ABS.

1. Tradables inflation includes Household furnishings & clothing, footwear that have been
consistently declining since the pandemic restrictions were lifted and the global supply chains
were restored. Non-Tradables inflation remains at a high level.

Tradables v. non Tradables
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2. Goods & Services inflation shows a divergence with Goods price increases back to long term
levels and Services prices still at a high level and importantly beginning to rise again.

Goods & Services inflation

3. Inflation remains elevated due to 'sticky' prices such as Insurance, Health and Education still
increasing. It would be reasonable to expect that insurance costs will begin to rise again in the
months ahead because Health insurance premiums need to increase to fund the increased costs
of private hospitals following the large wages increases in the industry sector. Pleasingly, the
fall depicted in the chart below appears to be due to increased competition - after strong price
increases over several years- for directors and officers liability insurance that has seen a 20%
decline in the first half of 2024.
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Sticky Inflation

4. The Housing category has a large weighting in the CPI basket and has been targeted by both
State and Federal government with several subsidies.

Weighted average of eight capital cities,  may 23 to May 24 Jun23toJun24 Jul 23 to Jul

annual movement % change % change 24% change
Housing 5.2 5.5 4.0
Rents 7.4 7.1 6.9
New dwelling purchases by owner-occupiers 4.9 5.4 5.0
Electricity 6.5 7.5 -5.1
Gas and other household fuels -3.9 -0.6 2.7

The Housing category can be then broken down into two groups:
1. Electricity and Gas

The spike in electricity and gas prices in 2021-2023 period ended in December 2023 abruptly. While
gas prices continued into 2024 electricity prices began to increase again before the Federal and State
subsidies brought a sharp drop in June and July. To some extent the rise in gas prices will be now
offsetting the electricity subsidy benefit.

Electricity & Gas
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2. New home prices and Rent costs

The price growth in the cost of building a new home and the reflected rent cost appears to have
stabilised at a higher than historical level.

New homes & Rent
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Economic Outlook and Review

The following should be read in conjunction with our recent paper on Monetary Policy.

e Monetary Policy — April 2024 — Arculus Funds Management

When measuring inflation from an economics standpoint it is best to focus on the RBA Trimmed Mean
as that is how the RBA measures inflation. In the following chart there is also Wages Growth and the
change in the unit labour cost index (wages with productivity). The RBA has said on many occasions
previously, that wages growth of no more than 3% is consistent with achieving a sustainable inflation

outcome at the target 2.5%. It is worth observing the spike in the unit labour cost index and then the
lagged impact on inflation.

Inflation in Australia
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The rise in labour costs and its impact on inflation is central to Phillips Curve Theory, however, labour
costs must be considered alongside labour productivity. In the US the strong level of labour
productivity has historically made Phillip Curve Theory irrelevant (see our Monetary Policy paper). In
Australia where labour productivity is actually declining, we have a real problem. The RBA when it
said that wages growth of no more than 3% was consistent with its inflation target, did so with an
assumption that labour productivity would be 1%. Today labour productivity is negative and so we
need a much lower level of wages growth to see inflation falling (something like 1.5% with labour
productivity at negative 1.5%).

Wages Growth
Labour Productivity
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Historically and according to economic theory we will need to now see a large rise in unemployment
to get an actual material fall in inflation from the current levels. We currently have wages growth
above 4% with the highest level of labour participation ever recorded in Australia. The slight rise in
unemployment last month is only a reflection of the rise in the labour participation rate. Looking
forward we have seen numerous examples of EBA's locking in annual wage gains of 4-5% over 3-4
years. These wage gains are in response to the historical and current level of inflation (and fair
enough) but what they do is entrench inflation at a level at or above 4%pa.

Australian Unemployment Rate
Wage Costs
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