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Consumer Prices: Inflation Dragon Starts to Stir

27 April 2011

e Headline inflation spiked 1.6% in the March quarter, taking the annual inflation rate to
3.3%, from 2.7% previously. The average of the underlying measures of inflation grew at

0.9% for the March quarter, taking the annual rate to 2.3%.

e The jump in headline inflation was driven by one-off factors related to the natural
disasters earlier this year, seasonal influences and higher fuel prices. The Reserve Bank

has made it clear it will look through any temporary fluctuations.

e The underlying inflation rate helps the RBA look through temporary price movements. It
is currently sitting in the lower half of the Reserve Bank’s 2-3% target inflation band. But
it is clear that we are past the low point for underlying inflation. The increase in
underlying inflation for the March quarter of 0.9% compares unfavourably with the recent
run of relatively benign increases that sat in a range of 0.4-0.6%. Further, today’s data

also indicated a broadening of price pressures in the economy.

e Today’s inflation data still leaves the RBA with some breathing room, but with the RBA
expecting underlying inflation to be in the top half of the band at the end of this year,
there will be little room for error. Rate hikes later this year, then, remains on the table.
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The headline consumer price index spiked 1.6% in the March quarter, pushing the annual rate
from 2.7% to outside of the Reserve Bank’s target band at 3.3%. This annual rate is the fastest
pace in 22 years. The spike was driven by the impact of the natural disasters, higher fuel
prices and seasonal factors. The Reserve Bank has said that it will look through temporary
price movements when assessing inflation. In this respect, looking at the underlying inflation

rate may be of greater value.

The two key measures of underlying inflation are the trimmed mean and weighted median. The
average of these two measures shows that underlying inflation rose by 0.9% in the March
quarter and by 2.3% on a year ago. The annual rate has nudged up only slightly from 2.2% in

the December quarter.

The annual rate of underlying inflation remains in the lower half of the target band, but it is
clear that we are now past the low point. The quarterly rise in underlying inflation of 0.9% was
well above the more benign increases witnessed for much of 2010. For the three quarters to
the December quarter, growth in the quarter for underlying inflation has sat in the relatively
more benign range of 0.4-0.6%. Furthermore, price pressures this quarter appear to be

broader based with more categories recording price growth and strong price growth.
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Examining the detail, price increases in the March quarter were spread across food, alcohol &
tobacco, housing, health, transport, communication, education and financial & insurance
services.

WEIGHTED AVERAGE OF Dec Qerlodote Mo Qtr 201000

EIGHT CAPITAL CITIES Mar Qrr 2011 Mar Qo 2011

% change % changs
Fieead 2.9 4.3
Alcohol and abacco 11 112
Chthing and footwear -0.7 -1.3
Housing 1.3 4.8
Household contents ard sandces. -16 0.5
Heafth 39 4.1
Transportaton 27 30
Communicstion o1 0.2
Recreaton 0.8 -1.5
Educaton 5.7 548
Financid and Insurance senices 2.6 28
All groups 1.6 3.3

The natural disasters that struck Australia earlier this year caused production and supply
disruptions that pushed up food prices for the March quarter. The food category jumped 2.9%
in the March quarter. Within this category fruit prices jumped 14.5%, after a 15% rise in the
December quarter, and vegetables jumped 16%, the largest quarterly rise in a decade.

The rise in fruit prices was mainly due to an increase of 100% in the price of bananas in the
quarter. The increase in vegetable prices was driven by rises in cauliflowers, broccoli, lettuce,
pumpkin and potatoes.

The natural disasters were an overwhelming influence in the March quarter but there were
some price falls that appeared in the food category. The biggest fall within the food category
was for milk with the price wars over milk helping drive the decline. Milk prices fell by 6.2% in
the March quarter, the biggest quarterly price fall as far back as at least late 1980.

Tensions in the Middle East and in North Africa have driven up world oil prices and caused a lift
in automotive fuel. It rose by 8.8% in Q1, the fastest quarterly rate of increase since Q2 2006.
The strength of the Australian dollar, however, is helping limit the growth in fuel prices.

The seasonal influences largely appeared in education and health. Education recorded the
biggest upward movement for the quarter across the major eleven categories. Education
showed a 5.7% increase in the quarter. The education component typically sees a large
seasonal increase in Q1 because the new school year begins. A breakdown of the numbers
showed increases at all stages of education, with preschool and primary education (5.4%),
secondary education (6.8%) and tertiary education (4.9%), posting sizeable increases.

Health was the other large contributor (up 3.9%), and again this reflected a seasonal increase,
with the pharmaceuticals up 12.5% for the quarter. The rise in this component reflects the
cyclical reduction in the proportion of consumers who qualify for subsidised medications under
the Pharmaceuticals Benefit Scheme at the beginning of each year.

Price falls in the March quarter meanwhile were largely limited to imported goods and
services.

Usually when the Australian dollar strengthens, as it did over the March quarter, imports
become cheaper in Australian dollars and this is reflected in low tradeable inflation (which
reflects inflation for imported goods and import-competing goods). Surprisingly, given the
strong Australian dollar over the March quarter, tradeables inflation rose 1.8% for the quarter.
This took the annual rate of tradeables inflation up to 3.3%.

When we look deeper into the CPl numbers, the rise in tradeables inflation likely reflects
higher inflation for pharmaceuticals (12.5% for the March quarter), many of which are
imported, vegetables and fruit (up a combined 15.3% for the quarter) and automotive fuel
(8.8% for the March quarter). These price increases occurred despite the stronger Australian
dollar, thereby negating the continuing price declines seen in components such as audio, visual
and computing equipment (-7.2% for the quarter). Non-tradeables inflation, which reflects
domestic price pressures, also increased 3.3% in the year to March, with a smaller 1.4%
quarterly increase.
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Implications for Monetary Policy:

The Reserve Bank has raised interest rates pre-emptively over the last year and a half. Taken
together with the short-term flood-related disruption to economic growth, today’s data allows
the Reserve Bank some space to “wait and see” on future interest rate hikes. But it is clear
that underlying inflation has moved past the low point. With underlying inflation expected to
hit the top half of the target band later this year, the RBA is unlikely to sit on the sidelines for
long. We continue to expect the Reserve Bank to raise interest rates again in August, followed
up by another move in November. Financial markets in the wake of the data have moved to
price in a greater chance of a rate rise from the Reserve Bank by the end of October.

Besa Deda, Chief Economist

Ph: (02) 9320-5854

Email: dedab(dstgeorge.com.au

&

Jo Heffernan, Senior Economist

Ph: (02) 9320-5833

Email: heffernanjdstgeorge.com.au

St.George Bank Data Snapshot — 27 April 2011 3




<
YR X ) ¢
& st george

St.George Contact Listing

Chief Economist Besa Deda dedab@stgeorge.com.au (02) 9320 5854
Senior Economist Josephine Heffernan heffernanj@stgeorge.com.au (02) 9320 5751
Economist Janu Chan chanj@stgeorge.com.au (02) 9320 5892

The information contained in this report (“the Information”) is provided for, and is only to be used by, persons in
Australia. The information may not comply with the laws of another jurisdiction. The Information is general in
nature and does not take into account the particular investment objectives or financial situation of any potential
reader. It does not constitute, and should not be relied on as, financial or investment advice or recommendations
(expressed or implied) and is not an invitation to take up securities or other financial products or services. No
decision should be made on the basis of the Information without first seeking expert financial advice. For persons
with whom St. George has a contract to supply Information, the supply of the Information is made under that
contract and St. George’'s agreed terms of supply apply. St. George does not represent or guarantee that the
Information is accurate or free from errors or omissions and St. George disclaims any duty of care in relation to the
Information and liability for any reliance on investment decisions made using the Information. The Information is
subject to change. Terms, conditions and any fees apply to St. George products and details are available. St. George
or its officers, agents or employees [including persons involved in preparation of the Information] may have
financial interests in the markets discussed in the Information. St.George owns copyright in the Information unless
otherwise indicated. The Information should not be reproduced, distributed, linked or transmitted without the
written consent of St. George.
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