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Further moderation of Australian inflation

Economic Research note

— Australia’s headline inflation rose by 0.7%/qtr in
Q3 10, with the annual pace of inflation
moderating to 2.8% from 3.1%. Headline inflation
is now, therefore, back within the RBA’s 2%-3%
target range.

— More importantly, the pace of underlying inflation
rose by just 0.55%/qtr in Q3 10, taking the annual
rate to just 2.4% (down from 2.7%).

— Over Q3 10, price pressures from the water,
tobacco, electricity and property sectors were
partly offset by price declines in fuels, some foods,
pharmaceuticals and electronic equipment.
Significantly, prices in the trade exposed sectors
of the economy rose by just 0.2%/qtr, but with
non-traded prices up a sharper 1.1%/qtr.

— Having held monetary policy steady in October in
a ‘finely balanced’ decision, the lower Q3 10 CPI
will make it very difficult for the RBA to now lift
rates at the November Board meeting.
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Australian underlying inflation moderates further
Australia’s headline CPI inflation rate rose by a lower-
than-expected 0.7%/qtr in Q3 10 (consensus forecast
was 0.8%/qtr). Perhaps more significantly, this took
the annual pace of headline inflation down to 2.8%
from 3.1% - comfortably within the RBA's 2%-3%
target band.

The more important underlying inflation rate rose by
an average 0.55%/qtr (with the trimmed mean rate up
0.6%/qtr and the weighted median up 0.5%/qtr). This
took the annual pace of underlying inflation down to
2.4% from 2.7% in Q2 10.

The 2.4% pace of underlying inflation is lower than the
RBA's forecast for 2.75% underlying inflation as at
December 2010. The RBA also expects the
underlying inflation rate to average 2.75% over 2011,
before increasing to 3.0% in 2012.

For monetary policy, the lower-than-expected Q3 10
CPI has seen the market take out expectations for a
rate rise at the November Board meeting next week.
Indeed, with underlying inflation just below the middle
of the target band, subject to a further significant fall in
the unemployment rate or upside surprise on other
domestic data, the better inflation outcome likely
excludes a monetary policy tightening for the
remainder of the calendar year. For 2011, however,
the RBA would still be expected to lift the cash rate,
helping the economy adjust to the income effects of
the rise in the terms of trade and the private sector
capex uplift this will bring.

For Q3 10, the biggest price increases came from
water (+12.8%/qtr), tobacco (+7%), property rates
(+6.2%), electricity (+6%), and rents (+1.1%). On the
downside, there were big falls in the prices of auto
fuels (-3.7%/qtr), vegetables (-5.4%), pharmaceuticals
(-3.9%) and audio, visual and computing equipment
(-2.7%).

Perhaps more importantly, tradeables inflation rose by
only 0.2%/qtr in Q3, with an annual pace of 1.4%/yr,
while in contrast the non-traded sector of the economy
saw prices rise 1.1%/qtr and 3.8%/yr. The table
below is a more detailed breakdown of the data.
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Sept qgtr % % June qtr % %
2010 Iqtr  lyr 2010 Iqtr  lyr

Headline CPI 0.7 Headline CPI 0.6 3.1

Underlying 2. Underlying

. . 0.55 . . 05 27
inflation* 4 inflation

*Average of trimmed mean and weighted median.

Source: ABS
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Further details

The key components of inflation were relatively
subdued. There was strength in some areas,
particularly housing (+2.3%/qtr), alcohol and tobacco
(+3.1%/qtr). Recreation (+0.7%/qtr) and financial
services (+0.5%/qtr) were in line, while petrol, food,
pharmaceuticals and electronic equipment offset the
increases.

The increase in housing costs were substantial, though
well flagged given the expectation of rising utilities costs.
There were large rises in water and sewerage
(+12.8%/qtr), electricity (+6.0%/qtr), property rates and
charges (+6.2%/qtr), while rents (+1.1%/qtr) were more
subdued.

The increases were offset by falling food prices and the
strength of the Australian dollar. Vegetable prices fell
(-5.4%/qtr) on the back of strong growing conditions, the
price of oil in Australian dollars led to a large decline in
the cost of automotive fuel (-3.7%/qtr), this was also the
case for the prices of pharmaceuticals (-3.9%/qtr) and
audio, visual and computing equipment (-2.7%/qtr).

If there was one concern for the RBA, it is non-tradeable
inflation. While tradable prices rose only slightly (0.2%/qtr
and 1.4%lyr), ‘non-tradables’ picked up pace (1.1%/qtr
and 3.8%/yr). This does point to more concerning,
underlying wage pressures that will remain in place even
if the impact of the strong AUD passes somewhat in
coming quarters.

On a city by city basis, and as shown in the table below,
price rises showed a considerable range, with the biggest
price increase in the September gtr in Darwin (+1.1%/qtr),
Brisbane (+1.0%/qtr) and Hobart (+1.0%/qtr), while rises
were more subdued elsewhere - with Perth (+0.5%/qtr)
and Melbourne (+0.6%/qtr).

Some of the more interesting price changes were; postal
services rose (+6.4%/qtr) domestic travel was up
(+1.9%/qtr), suggesting operators are using price to
reclaim volume losses. Despite the strong AUD, female
footwear rose (+3.5%/qtr), suggesting strong retail
margins, while pet food fell (-2.3%/qtr).

Sept gtr 2010 %lqtr Y%lyr
Sydney 0.8 2.6
Melbourne 0.6 3.1
Brisbane 1.0 29
Adelaide 0.9 2.6
Perth 0.5 3.1
Hobart 1.0 2.8
Darwin 11 2.3
Canberra 0.6 21
Weighted average 0.7 2.8
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