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Inflation has likely hit the peak, but how fast is
the descent?
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Key Points
o The December quarter inflation number came in higher than expected,;
e A quarter percentage point rate hike is likely in February given the 7.8% inflation rate, rising global
cash rates and a very low unemployment rate;
e The good news is that the CPI is likely to have peaked in Q4 2022;
e But a further quarter percentage point rate hike is likely to ensure that inflation returns back
towards 2-3%.

Inflation Outcome

The December quarter CPl came in comfortably higher than expected (1.9% in the quarter versus
consensus of 1.6%). Sometimes quarterly movements can be heavily influenced by 1 or 2 components.
But the mathematical measures that aims to gauge the ‘underlying’ movements was also higher than
expected (trimmed mean 1.7% v 1.5%). While inflation was higher than financial market expectations it
still printed a little under RBA forecast (RBA 8% for annual % change to December 2022 v actual of
7.8%).

The headline number was at its fastest pace since March 1990. The headline number looks to have
peaked, in line with what has happened in other OECD economies. The likelihood of a peak in prices is
more obvious for goods than for services.

The headline CPI looks to have peaked but there is no clear sign | The underlying measures were also high.
yet of a decline.
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The peak in goods inflation is more obvious than that for | Travel and accommodation inflation was particularly

services. strong.
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Inflation has likely peaked

There is a strong consensus that the Q4 CPI will be the peak of inflation in this cycle. Inflation was always
going to rise in 2022 reflecting the interruptions caused by COVID. Demand was boosted by aggressive
fiscal and monetary policy economic support. Supply struggled to keep up reflecting supply chain
problems and a cap on the labour force caused by international borders being shut. Then the Russia-
Ukraine War caused energy and food prices to rise sharply. Flooding in various parts of Australia boosted
fruit and veggie prices.

Some of these factors have become less of an issue. There are only so many more couches or gym
equipment that a household needs. Production of many goods has picked up sharply as supply-chain
snarls get unwound. Already the growth of housing building costs has declined as materials become
more widely available at a cheaper cost. Despite the reimposition of excise levy petrol prices were below
their first half of 2022 peak. Fruit and veggie prices declined (although most food prices were still up).

Inflation in many countries has started to moderate and is now surprising on the low side of expectations.
The higher $A will help reduce the price of imports.

The growth in dwelling costs has begun to decline. Petrol prices remain below their peak in the first half of last
year.
New dwelling purchase costs
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Food prices remains high although there was a decline for fruit | A stronger exchange rate will help keep a lid on imported
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The important question is how quick inflation declines

How quickly inflation moderates over the next couple of years will play an important part in determining
the interest rate outlook. While a number of factors will lower inflation there are also factors that will drive
inflation higher. Electricity and gas prices are set to increase further this year although probably not as
much as had been feared.
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The demand for labour has started to decline (falling job vacancies) and the supply of labour is rising
(increasing immigration). Demand for workers in some sectors of the economy has fallen, whether
because of slowing consumer demand for goods or rising interest rates (impacting areas of finance and
IT). In time the combination of lower demand for labour and higher supply of workers will reduce concerns
about worker shortages. But such is the current demand for workers labour shortages will remain a
significant issue for much of this year. And a tight labour market will likely lead to a further rise in wages
growth. Firms in industries where labour is a significant cost will likely pass some of this increased cost
onto customers.

Rising rents will also continue to pressure inflation. The supply of housing will be boosted by the increase
in home completions this year. But there is also an increase in demand for housing reflecting the re-
opening of borders (likely to be partially offset by a rise in the size of households as increasing rents
pushes more people back into group housing or home with their parents). While there has been a decline
in consumer and business inflation expectations those expectations enter 2023 at a high level.

There is broad agreement amongst analysts about these conflicting factors. A bigger point of contention
is the economic outlook. A number of analysts are looking for a sharp slowing of the economy beginning
at the start of this year. Certainly economic growth did moderate over the second half of last year. But
the economy still entered 2023 with decent momentum highlighted by the very low level of the
unemployment rate and the still high level of vacancies. Growth of firms’ order books has slowed but is
still above long-term average levels.

Rents continue to rise across Australia Wages growth has been picking up.
Rents Australia-wide Seek advertised wage index
) (annual % change) (% change over year, seasonally adjusted)
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Outlook
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It is widely agreed that inflation will slow in 2023. Before the release of the Q4 data, the consensus view
(according to a Bloomberg survey) was that inflation will decline to around 4% by the end of 2023. There
has only been one occasion since World War 2, where inflation rose higher than 5% and remained above

that level for only one year.

Headline inflation looks to have peaked.

Headline CPI

(annual % change)

Since the Second World War it typically has taken at
least two years for inflation to go back under 5%.
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In my view an inflation rate of nearly 8% at a time of an extremely low unemployment rate and rising
global cash rates is consistent with another quarter percentage point rate hike in February. Indeed, | think
inflation in the second quarter will still be high enough at a time of rising wages growth and a still low
unemployment rate for there to be a second quarter percentage point rate rise.

Central banks, financial markets and economists were all surprised about how high inflation reached last
year. While there are good reasons to expect inflation to decline, the experience of 2022 was a reminder
as to why inflation is a bad thing. For this reason central banks are likely to err on the side of caution in
ensuring that inflation declines back to the 2-3% target. How cautious they are willing to be will depend
upon what also happens with the unemployment rate.

We live in interesting times.

Regards

Peter Munckton
Chief Economist
Bank of Queensland

BOQ | 255 George Street Sydney NSW 2000

Twitter: @petermunckton

NOT INVESTMENT RESEARCH
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This presentation was prepared by Bank of Queensland Limited ABN 32 009 656 740 Australian Credit Licence Number 244616
(Bank).

No Reliance

This presentation is not investment research and does not purport to make any recommendations. This report is for informational
purposes only and is not to be relied upon for investment purposes. You should seek independent advice from a qualified
professional on these matters.

This presentation has been prepared without considering your objectives, financial situation, knowledge, experience or needs. The
content of this presentation is not to be construed as an act of solicitation, or an offer to buy or sell financial products. To the extent
that you choose to make any investment decision after having read this report, you should consider the appropriateness and
suitability to your own objectives and obtain independent professional advice about your particular circumstances.

The Bank makes no representations or warranties about the accuracy or completeness of the content contained in this
presentation. Any opinions, conclusions or recommendations made in this report are subject to change without notice, and may
differ to the opinions, conclusions or recommendation expressed elsewhere by the Bank. The Bank is under no obligation to update,
keep current, the information contained in the report.

Forward-Looking Statements

This presentation may contain forward-looking statements about market conditions. These forward-looking statements may be
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identified using forward-looking terminology, including the terms “believe”, “estimate”, “plan”, “target”, “project”, “anticipate”, “expect”,

“intend”, “likely”, “may”, “will”, “could” or “should” or, in each case, their negative or other variations or other similar expressions, or

by discussions of future events.

Readers should not place undue reliance on any forward-looking statements. To the maximum extent permitted by law,
responsibility for the accuracy or completeness of any forward-looking statements, whether because of new information, future
events, or results or otherwise, is disclaimed. BOQ does not undertake to update any forward-looking statements contained in this
document, subject to disclosure requirements applicable to it.

Liability

The Bank does not accept any liability for any loss or damage arising out of any error or omission in the information provided or
arising out of the use of all or any part of this presentation.

"NOTICE (You must not remove this notice from this email)
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