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Inflation
What about it?

The Australian Bureau of Statistics’ (ABS) latest quarterly price data show that our rate of inflation continues its steady decline, from its peak annual rate
of 7.8% a year ago. However, at an annual rate of 4.1%, inflation is still some distance from the RBA’s inflation target of 2.5%. The good news is that the
rate of inflation is falling at a more rapid pace than the market and most commentators (including) QIC were anticipating. But more importantly, in terms
of interest rates, inflation has been falling more rapidly than the RBA’s expectations. The latest RBA forecasts were contained in their November
Statement of Monetary Policy (SoMP), where they were anticipating the December quarter inflation rate to check in at 4.5%. While the RBA tends to
place more weight on the underlying rate of inflation, rather than the headline rate, the RBA’s expectations and the actual outcome mirrored that of the
headline rate with the RBA’s preferred measure of the underlying rate clocking in at 4.2% cf RBA expectations of 4.5%. For its part, the market is now
fully pricing two 25 basis point (bp) rate cuts by its Board meeting by November, with the easing cycle commencing in July, and three rate cuts by its first
meeting of 2025 in February. So, has the market got it right? Can we expect interest rate relief beginning in the new financial year when the adjusted
Stage 3 tax cuts also hit our bank accounts or is the decline in the pace of inflation swift enough to deliver rate cuts earlier than the market is expecting?
Or has the market and most commentators got it entirely wrong, and the recent rapid slowdown in inflation is a false dawn and declines in inflation from
here will be hard fought?

The ABS tends to draw a distinction between goods inflation and services inflation and then between the inflation of tradables (i.e., items that compete
on foreign markets, which tend to be dominated by goods) and non-tradables (that tend to be dominated by services). The reason for this is that goods
and tradables tend to be driven more by global factors, while services and non-tradables tend to be driven by domestic factors, most notably domestic
demand (in particular, consumer spending) and domestic costs (in particular, wage growth). This distinction has considerable implications for the RBA in
that monetary policy, through the manipulation of interest rates, is influential on domestic demand and supply conditions, but not influential on global
conditions. Hence, a situation whereby inflation rates of services and non-tradables are high is of far more import to the RBA and monetary policy than
one where the source of inflation is externally derived. So, what is happening to the composition of inflation?

Inflation of both goods and services components (on average) is falling. Goods inflation has fallen sharply from a peak of 9.6% annual growth in the
September quarter of 2022 to 3.8% in December 2023. The annual rate of services inflation, that peaked in the June quarter of 2023 at 6.3%, has fallen
to 4.6% in December. Even more striking than the differential between goods and services inflation is the difference between the inflation rates of
tradables and non-tradables. The annual rate of tradable inflation in the December quarter of 2023 was 1.5%, down from its peak a year earlier of 8.7%,
while non-tradable inflation in the December quarter was more than 3%z times that of tradable inflation at 5.4%, only marginally lower than its more
recent March quarter 2023 peak of 7.5%. It will be of no surprise to most readers that the main drivers of the still elevated non-tradable inflation are rent,
new house prices, utilities and insurance. Rental prices rose at an annual pace of 7.3% in December, only slightly lower than the 7.6% annual pace of
the September quarter. And this was despite the dampening impact of increases in Commonwealth Rent Assistance. On a quarterly basis, the ABS
estimates that rental growth would have risen by 2.2% in the December quarter, rather than the actual outcome of 0.9% quarterly growth, had it not
been for the government’s rent assistance. Similarly, electricity price inflation has been moderated by the government’s Energy Bill Relief Fund rebates.
The ABS estimates that the Energy Bill Relief rebates have lowered electricity price inflation from 17.6% over the period from the June quarter to the
December quarter of 2023 to, a still elevated, 5.7%. The ABS reported that the annual rate of insurance inflation was 16.2% in the December quarter,
the highest annual rate in over 20 years. Driving the high rate of insurance inflation are the high cost of reinsurance, natural disasters and claims costs.
Finally, the annual rate of new dwelling purchases remained elevated at 5.1%. Although the rate is down substantially from its peak of 20.7% in the
September quarter of 2022 as supply constraints that boosted construction costs have eased, its downward momentum has stalled over the last six
months as Australia’s population growth has boosted demand for housing.

What can we expect for these components going forward? On rents, no further increments to rent assistance is scheduled following the 15% applied in
addition to the March and September biannual assessments. Energy Bill Relief rebates will apply for the remainder of the 2023-24 financial year, with no
plan to continue the rebates into the 2024-25 financial year. Recent data indicates that house prices growth is easing, although there seems little to
suggest that insurance costs will be falling any time soon. Overall, we should expect moderation in these key drivers of non-tradable inflation over the
course of the year. However, many of the forces driving higher inflation in these components will remain over the first half of this year and it will not be
until the second half of the year that we will get a clear picture of where the underlying trend for these components are heading. In the second half of the
year the economy and inflation will also be impacted by the Stage 3 tax package and the flow on effects of higher wage growth, which will be running at
around 4% over the first half of the year. With such uncertainty, we see little scope for the RBA to confidently cut rates in the first half of the year. They
will also need to wait to assess the impact of tax cuts and wage hikes that will be impacting in the second half of the year. Hence, we remain of the view
that the RBA will delay the commencement of its easing cycle until either its December 2024 or February 2025 Board meeting.

Table 1: Financial market movements: 25 January - 1 February 2024

EQUITY INDEX LEVEL CHANGE  10-YR GOVERNMENT BOND YIELD CHANGE FOREIGN EXCHANGE RATE CHANGE
S&P 500 4,906.2 0.2% us 3.88% -23.8 bps _US Dallar Index (DXY) 103.05 -0.5%
Nikkei 225 36,011.5 -0.6% Japan 0.71% -4.1 bps USD-JPY 146.43 -0.8%
FTSE 100 7,622.2 1.2% UK 3.75% -23.7bps _GBP-USD 1.274 0.3%
DAX 16,859.0 -0.3% Germany 2.15% -14.1bps _EUR-USD 1.087 0.2%
S&P/ASX 200 7,588.2 0.4% Australia 4.01% -22.9 bps  AUD-USD 0.657 -0.2%

Source: Bloomberg
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Economic update by region
United States

Fed pushes back on a March rate cut

US GDP grew by 3.3% on a quarterly annualised basis in the December quarter.
While this was a slowing in momentum from the 4.9% annualised growth in the
previous quarter, it was a surprise to the upside with consensus expectations
forecasting growth of 2% in the quarter. The strength can be attributed to the
continued robustness of household consumption and non-residential investment
growth despite significant monetary tightening.

The Conference Board reported improving optimism, with its index of consumer
confidence rising by 6.3% to 114.8 in January. This marks the highest reading
since December 2021.

The Federal Open Market Committee maintained the federal funds rate target
range at 5.25-5.5% at its January meeting. With inflation continuing to moderate,
the Federal Reserve removed its tightening bias from its post-meeting statement.
While Chair Powell pushed back on the prospects for a rate cut at the March
meeting, his comments appear consistent with a likely cut in the June quarter.

Euro area/United Kingdom
The ECB and BOE on hold as focus shifts to cuts

The European Central Bank decided to keep the deposit rate unchanged at 4% at
its January meeting. Lagarde took a more dovish tone during the post-decision
press conference, however when questioned over the timing of future rate cutes
Lagarde stated that such discussions were premature.

Euro area GDP stabilised in the December quarter with 0.0% growth following a
contraction of 0.1% in the September quarter. With growth having been muted all
year, GDP grew by 0.1% compared to December 2022.

Euro area headline inflation edged down by 10 bps in January to 2.8%. The core
measure of inflation fell 10 bps to an annual rate of 3.3%.

In their February meeting the Bank of England’s monetary policy committee voted
6-3 in favour of maintaining the Bank rate at 5.25%. One member voted in favour
of a cut. However, the bank maintains that there is still upside risk to inflation in
the short term and two of the dissenting members voted for rate hikes. This was
the first time since 2008 that members of the MPC have voted in all three
directions.

Australia/New Zealand

Australian house prices continue to edge up

Australian house prices rose for the 12th consecutive month by 0.4% (8.7% yly)
in January, up from the 0.3% increase in November and December.

Australian CPI quarterly growth was less than expected, at 0.6% in Q4 2023,
down from 1.2% in Q3. The moderation in the quarterly rate saw annual headline
inflation fall 110bps to 4.1%. The RBA’s preferred measure of core inflation was
up by 0.8% over the quarter and 4.2% over the year also a little lower than both
the median Bloomberg and RBA forecasts.

The value of Australian retail sales declined by 2.7% in December 2023
underperforming Bloomberg consensus expectations of a 1.7% fall. The monthly
weakness was attributed to consumers moving some of their Christmas spending
forward to November to take advantage of the Black Friday sales period. This
was seen in the sector break down of spending, with the sectors which
experienced strong sales growth in November during Black Friday, department
stores, household goods, and clothing & footwear experiencing sharp declines in
December.

50 US - Real GDP growth (% qsaar)

5.0
4.0
3.0
20
1.0
0.0
-10
-2.0

-3.0
Mar-22 Jun-22 Sep-22 Dec-22 Mar-23 Jun-23 Sep-23 Dec-23

Major central bank policy rates (%)

us

Euro area

— UK

14

"\
0%{

-1
2017 2018 2019 2020 2021 2022 2023 2024

10 Euro area - Real GDP (% q/q)

0.8

06

04
02
0.0

-0.2
2022 2023

Australian dwelling prices {January 2012 = 100}
240
—5 Capital Cities

Sydney
— Melbourne

180 -
Erisbane

180 w—Ferth /

140

T T T T T T
2012 2014 2018 2018 2020 2022 2024

Australia - Consumer price inflation (v/y%:)

O = MW ko @ o~ o

Headline inflation

-1
2004 2007 2010 2013 2016 2019 2022
Sources: ABS, Refinitiv, QIC

QIC is a wholesale funds manager and its products and services are not directly available to retail investors. QIC is a company government owned corporation
constituted under the Queensland Investment Corporation Act 1991 (Qld). QIC is regulated by State Government legislation pertaining to government owned
corporations in addition to the Corporations Act 2001 (“Corporations Act”). QIC does not hold an Australian financial services (“AFS”) licence and certain provisions
(including the financial product disclosure provisions) of the Corporations Act do not apply to QIC. Please note however that some wholly owned subsidiaries of QIC
have been issued with an AFS licence and are required to comply with the Corporations Act. QIC, its subsidiaries, associated entities, their directors, employees and
representatives (“the QIC Parties”) do not warrant the accuracy or completeness of the information contained in this document (“the Information”). To the extent
permitted by law, the QIC Parties disclaim all responsibility and liability for any loss or damage of any nature whatsoever which may be suffered by any person
directly or indirectly through relying on the Information, whether that loss or damage is caused by any fault or negligence of the QIC Parties or otherwise. The
Information has been prepared for general information only and is not intended to constitute financial advice. It does not take into account the reader's objectives,
financial circumstances or needs and persons should seek professional advice before relying on the Information. QIC owns the copyright and all other intellectual
property rights in all Information, or has a licence or agreement to use that copyright where it is owned by someone else. You may only reproduce the Information for
personal or non-commercial use, and it must not be distributed or transmitted to any other person, or used in any other way (except to the extent permitted by law).



