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WHAT HAVE WE SEEN?

The powerhouse of the Australian economy is household
consumption, and until recently, it seemed invincible. The
slings and arrows of RBA rate hikes bounced off as
spending roared ever onward. However, consumption is
beginning to show signs it is mortal - and the enormous gap
between consumer confidence and consumer behaviour is
starting to close.

Itis hard to overstate just how bad consumer confidence
looks. The historical average for consumer confidence is
111.4. In June 2023 the ANZ Roy Morgan consumer
confidence gauge recorded confidence at just 72.7. That is
an extreme low. Consumer confidence is compiled by
measuring a number of subcomponents, and the worst of
them all is consumer assessments of their financial situation
compared to a year ago as you can see in the following
chart in pale grey. Consumer assessments of financial
conditions over the next 12 months are much higher, as the
darker grey line shows.

Consumer confidence remains at incredible lows

and Financial conditions next year
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Assessment of current financial conditions is being driven
down by rising interest rates. The lift in official rates from
near zero in early 2022 to over 4 per cent now is the fastest
on record. As homeowners come to grips with higher loan
repayments or are forced to refinance their loans, they lose
confidence.

The gap between the dark grey (future) and pale grey
(current) lines is usually significant. It points to the perpetual
optimism among Australians - think of it as hope things can't
be this bad forever. Right now the gap is particularly high,
indeed nearly as high as it was in the depths of the
pandemic. That's a sign people are finding the present time
unusually hard.

Consumer spending remains solid, however the significant
gap between consumer intention and actions reported in
previous updates is receding. No longer are consumers
crying disaster while spending in abundance at cafes and
restaurants. Instead, discretionary spending is down in the
most recent data, while it is essentials spending that has risen.

Household budgets are finally tightening, it seems, with the
expected flow-on effect to consumer-facing businesses.
Previous falls in consumer confidence presaged this, and so
the more recent, even deeper falls in consumer confidence
may point to even bigger cuts in household spending to
come. The period between March and September this year
is when the flow on effect from the ultra-low fixed-rate
mortgages of circa 2 to 3 per cent will expire, and when we
will see these borrowers revert to today’s higher rates which
for some will be a big jump.

That should make it harder for businesses to raise prices,
which is the ultimate goal of monetary policy. That's how
inflation is defeated. For now, inflation has fallen, but not
yet tumbled, as the next chart shows. The speed with which
it retreats will determine how long contractionary monetary
policy remains in place.

Consumer Price Inflation: how fast will it fall?
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The nature of inflation is beginning to change in Australia.
Price pressures are no longer largely imported, but rising in
domestic services, as the next chart shows. This heralds a
shift from potentially transitory inflation to potentially
dangerous inflation which is built into consumer
expectations and requires still higher interest rates to shift.
This is only likely to happen if we continue to see inflation
across essential services like education, health and
insurances as these services can’t be avoided.

Consumer Price Inflation: more about services now
Food, fuel and footwear are no longer the big risers

Education 5.3%
Health 3.8%
Insurance and financiol services 1.9%
Housing 1.9%
Faod and nonalcoholic beverages 1.6%
All groups CPI 1.4%
Alcohal and tobocco 1.1%
Transpart 0.6%
Recreation and culture 0.2%
Communication 0.1%
Furnishings, household equipment and services 0.5

Clothing ond footwear #2698

2% 0% 2% 4%
ABS Cansumer Price inflofion; %; quarterly

PAYTON

Services are a labour-intensive sector, and the shift from
goods inflation to services inflation hints at rising wage
inflation. If high wages inflation folds back into goods
inflation and creates a feedback loop, then the RBA has its
work cut out for it. That is an outcome we want fo avoid but
also don't see as a central case. The very tight jobs market
will have added a lot of pressure on wages in these critical
industries and as immigration and an expected loosening
within the jobs market comes, we expect to see some relief
here.

The next chart shows that rising rates are the outcome the
market predicts. Futures markets predict rising rates until late
2023, then a more gradual fall as the RBA reverses course.

Rates are expected to rise a little more, then fall.
The forecast rise is sharp; the fall immediate afterwards is more gradual
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For now, Australia’s labour market remains in extremely
good shape as you can see on the next chart. The
unemployment rate fell for the period between April to
May, despite rising labour force participation. That's
impressive, because we need strong jobs growth just to
absorb population growth right now. The labour market
added enough jobs in May (61,700 full time workers and
14,300 part time workers, seasonally adjusted) to not only
absorb the unprecedented numbers of people moving to
Australia but also absorb existing jobseekers.

Unemployment is still historically low
Aber rising to 3.7% in April the unemployment rate fell again in May
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The state of the labour market leaves in play the possibility
of the most benign outcome - inflation is defeated while the
unemployment rate does not spike. Unfortunately, it also
leaves in play the possibility that the RBA is forced to hike
more than expected, we get on top of inflation later than we
hoped, and more collateral damage is wrought. Certainly
interest rate futures are higher now, with rates to level at
between 4.35 per cent and 4.6 per cent in 2023. This
would mean one or two more rate rises to come this
calendar year which the major banks agree with, having
lifted their rates forecasts.

Still, the signals from abroad are promising. US inflation has
fallen to 4 per cent annual in the most recent data, with
prices rising just 0.1 per cent in May. Of course, while we
followed the US on the way up, it doesn’t mean we follow
them on the way down. Domestically ingrained inflation
could diverge from US experience if inflation expectations
diverge, and especially if wages rise.

WHERE ARE WE NOW?2

The recent minimum wage decision is pertinent in that
regard. The Fair Work Commission locked in a 8.6 per cent
wage rise for Australia’s lowest paid, applying from the first
pay period after 1 July 2023. While less than 1 per cent of
Australian workers make minimum wage, the Fair Work
Commission also increased award wages by 5.75 per cent.
Those wages apply to 20.5 per cent of the workforce in
number of people. But because these workers tend to be
entry level, part time or casual, they make just 11 per cent
of all wages paid (in dollar terms) in the Australian
economy. Nevertheless it sets a precedent for stronger
wage expectations across the board as employers head
into end of year wage rise discussions.

The wage price index has recently climbed to 3.7 per cent,
well below inflation. That gave hope that a wage price
spiral was not in effect. The risk is that the rest of the
employment market match these rises, thus pushing up the
index above 3.7 per cent.

Falling real wages are bad news, of course. The idea is that
in the period of high inflation, falling real wages help
reduce inflation, and then later, when inflation is defeated,
real wages rise again.

Rising wages will be non-inflationary if productivity also
rises. Higher pay can contribute to growth and keep
inflation down if every hour worked creates more output.
Higher labour productivity can be achieved by giving
workers more training or more capital (equipment,
computer software, etc) that allows them to do more, or by
arranging business processes more efficiently.

In recent times, productivity has been going the wrong way.
The national accounts record a fall in productivity of 4.5 per
cent over the last year, the largest on record. Before we
panic, it is important to note that lower productivity can be
a side effect of lower unemployment. The last few people
hired are usually the least productive ones. So our strong
labour market performance may explain some of our low
productivity performance. Nevertheless this needs to
reverse if Australia is to get real wages back on track and
become a richer country.
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WHAT DO WE SEE?

Despite the economic turbulence, the housing market in
Australia remains strong. The market sits at the intersection
of the supply and demand for credit and supply and
demand for the underlying asset. At the moment, the latter
dominates. Rental vacancies are so few and migration so
strong that homes are in hot demand.

As the next chart shows, net overseas migration is
averaging about 100,000 per quarter in recent times,
which is a record. That follows a record low during the
pandemic. Whether you consider playing catch-up in this
fashion to be appropriate may depend on whether you've
been waiting for your visa to be approved, or whether
you're applying for a rental property on Australia’s eastern
seaboard.

Net overseas migration is at record levels
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The high rate of population growth is responsible for much
of Australia’s recent economic growth. Without population
growth, the economy would have gone backwards, with the
recent national accounts confirming that in per capita terms,
the economy has shrunk. Per capita economic growth was
-0.2 per cent in the first three months of 2023.

Despite that, house prices are rising, as the next chart
shows. In the three months to May 2023, house prices in
Sydney rose 4.5 per cent, while price falls were confined to
the smaller capitals.

House prices are rising across most capital cities
Rising interest rates aren't stopping the juggernaut
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As prices rise again, the level of lending for housing has
stabilised, as the next chart shows. Borrowing is settling at a
level significantly higher than pre-pandemic, but on track
with the longer-term trend growth.

Lending has stopped falling.

Strong lending on relatively fow solos o3 the market recovers.
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A shortage of supply in the market is meeting the upswing in
demand, creating a perfect storm of rising prices. That
shortage of supply is locked in for some time, as the
pipeline of new builds dries up. Not only are fewer new
homes being finished, but fewer are being started too.
Building approvals have fallen dramatically, as the next
chart shows. Without approvals, no building can start and
without new buildings, the intensity over housing will only
increase. This creates an opportunity for investors in the
property space fo capitalise.
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A shortfall is coming

The pipeline of new builds has no flow
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The current state of the Australian economy presents a
fascinating and somewhat perplexing scenario. Mixed data
and conflicting indicators make it evident that we stand at a
crucial juncture. While the possibility of a technical
recession looms, it is important to acknowledge the
resilience displayed by the residential property market.
Amidst the challenges faced by other sectors, the property
market continues to provide a refuge for investors seeking
stability in a volatile environment. For those of us investing in
and lending to the Australian residential property sector, as
we navigate these uncharted waters, it becomes
increasingly vital to closely monitor local market trends and
conditions and to adopt a cautious yet strategic approach
to ensure sustainable growth.

For more information on our economic report, or
to discuss private debt investment opportunities,
please contact:

Craig Schloeffel
Head of Investment, Payton Capital

craig.schloeffel@payton.com.au
Ph: 1300 330 283



