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What to expect from next week’s Australian inflation figures

Key points

» Global inflation has been surprising to the downside
recently and there is growing checklist of forward-looking
inflation indicators which are pointing to further downward
pressure including: Chinese deflation, lower food prices,
declines in commodity prices, falling capacity utilisation and
a continued decline in the money supply.

» The easing in global inflation is a positive sign for future
Australian inflation data. Australian inflation peaked later
compared to global peers so is also lagging the decline.

» We see Australian inflation at 4% by the end of and back at
the top end of the RBA's target band by early 2024.

Introduction

The Australian inflation data has been the predominant driver of RBA policy
decisions since the first interest rate increase in May 2022, so any updates
to inflation figures are critical in determining the future path of monetary
policy. In this edition of Econosights we look at the recent trends in global
inflation figures (which have mostly been surprising to the downside),
domestic Australian inflation trends and what this means for next week’s
June quarter consumer price figures.

The global context

Inflation was much stronger than consensus expectations throughout late
2021/22 but the latest inflation figures have been surprising to the
downside in many countries. The G10 “inflation surprise” index, which
measures the difference between actual and consensus estimates of various
inflation series, moved negative recently — see the chart below.
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The high inflation environment in 2021-22 had caused many to be
concerned that high inflation would become entrenched. While inflation is
still above central bank’s targets, inflation has come down noticeably over

the past few months. This has occurred as global shipping costs have
normalised, commodity prices have declined and a slowing in growth has
led to a slowing in consumer goods demand, helping to reduce inflationary
pressures. Goods prices usually lead services prices and services inflation
has now started to slow, following the signal from goods prices.

There is now an ever-growing checklist of inflation surprising to the
downside around the world including:

e  Chinese deflation, with consumer prices falling every month since
February and flat over the year to June. Producer prices have
been declining since April and producer prices are down by 5.4%
over the year to June. Because of China’s large presence in global
trade, falling Chinese goods prices are exported globally. US
imports from China were down by 2.3% over the year to June —
the largest fall since November 2009.

e Food inflation will continue to decline as most agricultural
commodities are well down from their highs (although fertiliser
prices are still above pre-Covid levels) and the world food price
index is much lower than a year ago (see the chart below).
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e  Continuing declines in many other global commodities like energy
and metals prices will also help to reduce inflation through the
supply chain.

e  Capacity utilisation (in the US and Australia) has fallen alongside
the slowing in GDP growth.

e Money supply growth has plummeted across the major
economies as central banks have tightened monetary policy and
some are actively pursuing quantitative tightening.

Our own Pipeline Inflation indicator (see the below chart) measures some
of these leading indicators of inflation including major commodity prices,
semiconductor prices, shipping rates, PMI survey prices and the Chinese
producer price index and has been a very useful guide to US inflation
(particularly for goods) and is indicating more downside to come for US
inflation by the end of the year.



AMP Pipeline Inflation Indicator

10%
4.0
8%
3.0
6%
2.0
Pipeline Inflation
4% Pressure, 1 mth lead
1.0
2%
ry 0.0
0
0% -1.0
-29
2% * calculated from energy, agricultural -2.0
commodities and semiconductor prices,
shipping rates, PMI price surveys, and China

-4% -3.0
02 03 04 05 06 07 08 09 10 11 12 13 14 15 16 17 18 19 20 21 22 23

Source: Bloomberg, AMP

The US is a good guide to observe for inflation trends because it reached an
earlier peak in inflation in June 2022 (at 9.1% year on year) ahead of many
other countries like Australia (where inflation peaked in December 2022 at
7.8%) and Eurozone (which peaked at 10.6% in October 2022) — see the
chart below. Each country has its own domestic issues and policy settings at
play which will influence inflation, but the easing in global inflation is a
positive sign for future Australian inflation data.
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What to expect in next week’s Australian June quarter
inflation data?

On our estimates, the June quarter inflation data next Wednesday will show
a 1% rise in headline consumer prices, taking annual growth to 6.2%, down
from a peak of 7.8% in December 2022. The “trimmed mean” (Australia’s
main measure of “core” inflation) is expected to be up by 1% or 5.9% over
the year. In the June quarter, food prices are expected to be up by a decent
1.5%, alcohol and tobacco should increase by 1.2% (in line with the tobacco
excise), clothing and footwear prices should get a rebound (+1.5%) after a
seasonal fall in the prior quarter, housing is likely to rise (+2.5%) from
another solid increase in rents but offset by a slowing in utilities prices (gas
and electricity after a fall last quarter —although this is likely to be reversed
in the September quarter as utility prices increased), household furnishings
are expected to lift marginally after a fall in the March quarter, health prices
look to have increased based on the monthly inflation data, transport prices
look flat as motor vehicle prices declined, petrol prices rose modestly and
transport fares declined, communication prices are expected to have
declined, recreation and culture prices also fell (by -1.5%) after a jump in
recent periods from higher demand for holiday travel, education prices are
likely to be flat (based on seasonality) and insurance and finance up slightly.

Has the fight against inflation been won?

The growing checklist of downside inflation surprises does not mean that

we can declare complete victory on the inflation front. There is still a need
to reduce core inflation, which is now running in line or ahead of headline

inflation. There is also a risk that the weakening in inflation could prove to
be temporary if consumer spending rises again as real wages growth rises.
Australian 1-year inflation expectations have declined (see the chart
below) from their highs but are still around 5%, well above the 2-3%
inflation target.
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The larger than expected rise to minimum and award wages in June (which
impacted around 25% of the workforce directly and potentially a larger
share through a signalling effect on wage expectations) is also an upside risk
to inflation and union expectations around wages are still elevated (see the
chart below). Based on current levels of productivity growth, wages need to
be sub 3% per annum to be consistent with the inflation target.
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On our forecasts, June quarter inflation will print slightly below the RBA’s
forecasts. But, unless inflation surprises significantly to the downside of our
forecast, another rate rise is still likely from the RBA at its next meeting in
August. At this meeting, the RBA will review the latest inflation and growth
forecasts which are expected to show some downgrade to growth forecasts
(but no forecast of a recession) because the actual cash rate is higher than
it was projected to be 3 months ago (and just under two rate rises are priced
in from here) and some upward revision to wage projections based on the
higher awarded minimum wages decision in June. Near-term inflation
projections may look a little better compared to 3 months ago but the
upward revisions to wages could keep the longer-run inflation forecasts
higher for longer, making the RBA uncomfortable around the long-term risks
to inflation, therefore pushing the case for another interest rate increase in
August. But given that interest rates have already increased significantly in
just over a year, there is also a good cause to keep the cash rate unchanged
(which we think the RBA should do) so the decision to hike or pause in
August is a very close call. Either way, we are very close to the end of the
RBA hiking cycle.

Diana Mousina Deputy Chief Economist, AMP
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