Vital Signs: weak inflation means interest rates aren't rising anytime soon
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Vital Signs is a weekly economic wrap from UNSW economics professor and Harvard PhD
Richard Holden ( @protholden ). Vital Signs aims to contextualise weekly economic events and
cut through the noise of the data affecting global economies.

This week: changes to how inflation is calculated, stagnant housing credit, and the US Federal
Reserve keeps interest rates on hold

It's not often there are news stories anticipating Australian Bureau of Statistics data a week
before it comes out. But Wednesday’s Consumer Price Index was an exception.

The data showed

a 0.6% rise in the Consumer Price Index for the December quarter, bringing the annual rate up
to 1.9% (from 1.8% in the 12 months to September).

This is still below the Reserve Bank of Australia’s target range of 2-3%, but it’s edging closer.
Kind of. It was still below what was
forecasted

One reason why market participants follow the Consumer Price Index so closely is the impact it
has on the RBA in setting the official cash rate. For the RBA to start raising interest rates would
require it to be pretty confident that the disinflationary pressures in the Australian economy
have abated.

That still seems unclear, which is why it is a near certainty they will leave the cash rate
unchanged at the next board meeting on Tuesday.

Two changes to how the Consumer Price Index is calculated were also introduced. Firstly, the
weights that different categories of expenditure receive were tweaked, as they are periodically.
This is to make sure that the goods in the “basket” reflect what households are actually
spending their money on.



https://twitter.com/profholden
https://www.businessinsider.com.au/anz-forecasts-another-interest-rate-hike-in-may-as-australias-inflation-outlook-picks-up-2018-1
https://www.abs.gov.au/ausstats/abs@.nsf/mf/6401.0
https://www.rba.gov.au/inflation/inflation-target.html
https://www.rba.gov.au/publications/smp/2017/aug/pdf/06-economic-outlook.pdf
https://www.investopedia.com/terms/d/disinflation.asp
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In the new calculation, items like childcare (now 1.35%) and education (now 4.27%) get a
larger weighting

A less routine and more interesting change was to use scanner data from retailers at
point-of-sale in calculating the Consumer Price Index. This was spearheaded by the work of my
UNSW School of Economics colleague Professor Kevin Fox, who was quoted by the ABS :

| strongly support the ABS decision to implement new CP| methods for the treatment of
transactions data... These new methods will enhance the accuracy of the Australian CPI,
provide additional analytics and better inform policy formulation.

Scanner data has been used in the Australian CPI since 2014, and makes up about one quarter
of the expenditure basket. There were some issues, however, in how that data was
incorporated. Roughly speaking ( for technical details see the ABS report ), the changes involve
using all the products available (rather than a sample) and weighting products by their economic
importance. A bonus for the cash-strapped ABS is that, as they put it

The use of multilateral methods will require fewer resources in the medium term.

Using more data, and using it better is definitely a good idea. And in the long run it will give us
more informative, and reliable inflation figures.

Read more: Vital Signs: five economic red flags to watch for in 2018

Reserve Bank of Australia data released Wednesday showed fairly steady credit growth
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https://www.ausstats.abs.gov.au/ausstats/subscriber.nsf/0/B1D241EA20B49DA0CA258225000D7F1F/%24File/64400_2017.pdf
https://www.ausstats.abs.gov.au/ausstats/subscriber.nsf/0/B1D241EA20B49DA0CA258225000D7F1F/%24File/64400_2017.pdf
http://www.abs.gov.au/ausstats/abs@.nsf/latestProducts/6401.0Media%20Release1Dec%202017?OpenDocument
https://www.ausstats.abs.gov.au/ausstats/subscriber.nsf/0/79CD01D5D060B163CA2581400020AC01/%24File/6401060004_2017.pdf
http://theconversation.com/vital-signs-five-economic-red-flags-to-watch-for-in-2018-87851
http://www.rba.gov.au/statistics/frequency/fin-agg/2017/fin-agg-1217.html
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compared to previous months. Housing credit grew at 6.3% for the year to December, as in
2016. Of course, one doesn’t want this to be too high given concerns about property bubbles,
not too low given the importance of the housing market to the broader economy.

Meanwhile, in the US, this week marked the final board meeting of outgoing Federal Reserve
Chair Janet Yellen. As expected, they left official interest rates unchanged at 1.25-1.50%, issui
ng this statement.

The Fed continues to be heavily focused on inflation, much like the RBA. The Federal Open
Market Committee statement made that point, stating:

Inflation on a 120 month basis is expected to move up this year and to stabilise around the
Committee’s 2% objective over the medium term. Near-term risks to the economic outlook
appear roughly balanced, but the Committee is monitoring inflation developments closely.

This is best read as a sign that another rate rise at the March meeting is likely, unless material
new information arrives in the interim.

One of the significant economic stories of 2018 seems likely to be the divergence between US
and Australian interest rates, what it means for the Australian dollar, and what it means for
capital flows to Australia. At the moment, it seems the Fed will steadily raise US interest rates
this year, while the RBA will be stuck with hard choices and may be reticent to begin a
tightening cycle.

Richard Holden does not work for, consult, own shares in or receive funding from any company
or organisation that would benefit from this article, and has disclosed no relevant affiliations
beyond their academic appointment.

Read more http://theconversation.com/vital-signs-weak-inflation-means-interest-rates-arent-ris
ing-anytime-soon-90924
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https://www.federalreserve.gov/monetarypolicy/files/monetary20180131a1.pdf
https://www.federalreserve.gov/monetarypolicy/files/monetary20180131a1.pdf
http://theconversation.com/vital-signs-weak-inflation-means-interest-rates-arent-rising-anytime-soon-90924
http://theconversation.com/vital-signs-weak-inflation-means-interest-rates-arent-rising-anytime-soon-90924

