PAYTON’

PAYTON CAPITAL QUARTERLY ECONOMIC UPDATE

June 2024

WHAT HAVE WE SEENZ®

Inflation in Australia is mimicking inflation in other major
countries by dancing just above the target range. The US,
Australia and to a lesser extent the UK, have all seen
inflation plunge, only for it to then hit the brakes just outside
the range central banks are comfortable with. Australia’s
inflation is 3.6 per cent as measured by the monthly
indicator and by the official quarterly measure.

Inflation is hovering stubbornly above the range
and monthly indicator
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Price growth is now found in a range of categories, in
particular domestic service industries like insurance and
health. Rents are also rising strongly, and are unlikely to
relent in the medium term as the building industry responds
slowly to the boom in population.
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Some big categories are still rising fast GDP growth is dwindling
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Is inflation stuck@ Perhaps. But maybe not, as the Federal In per capita terms, of course the economy is going
Budget has given it a deliberate push. The Budget will have backwards. Per person, GDP fell 1.3 per cent over the year
a direct impact on the consumer price inflation index. The to March 2024. But a true recession is a much more
2024-25 Budget included several measures which are destructive force than a per capita recession, causing
designed to cap consumer prices, including household widespread unemployment and business failure. We are not
energy subsidies and additional rent assistance. These seeing that, as aggregate spending is still rising. Household
measures will bring down inflation “mechanically” in the spending grew in the March quarter, primarily due to a rise
short term and is why the Federal Treasurer has been in essential spending on electricity, medical expenses, etc.

arguing inflation could be back in the target band before Retail sales growth was just 1.3 per cent in the year to April

the end of the year. 2024 which is negative in per capita terms.

Targeting the CPI print itself rather than helping the economy Thankfully, not everything is doom and gloom. The official

roduce output without rising prices might be cynical, but .
P P 9p 9 yniedl national accounts release made what appears to be a

ight al tinflati [ . The official CPI V-
might aiso prevent nfiation running awdy. fhe ofmcia reference to Australian’s willingness to spend on

print (the figure produced by the Bureau of Stafisfics each entertainment, otherwise known as the Taylor Swift effect.

quarter) is an input to wage negotiation and all sorts of “Record attendance at large scale sporting and music

indexation rules. Mechanically lowering it by half a percent .
Y g1y P events saw increased spend on hotels, cafes & restaurants,

Id b ful in getting th back t . " -
covld be usetulin getling fhe economy back lo an even and clothing & footwear,” the Bureau of Statistics noted.

keel, even if inflation does bounce back a little when the L .
’ But other than buying tickets to see a travelling songstress,

counter-inflation measures end. .
consumers are despondent and consumer confidence is
Despite some lingering inflation, the RBA is not expected to sagging, as the next chart shows.

raise rates again. With economic growth teetering on the

brink of contraction, it seems likely that enough has been Consumer confidence has reversed again

done to cool the economy. We remain on the “narrow Contumiers:ars dlert and alames,
path” that balances inflation-fighting and keeping the 1204

economy out of recession. The path is indeed narrow,

however, growth in the March quarter was a very modest

0.1 per cent, leaving annual growth at 1.1 per cent. 100-
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WHERE ARE WE NOW?2

Instead of a rate hike, the RBA's next move is expected to be
a cut. At time of writing, interest rate futures markets price a
rate cut by mid next year as a certainty. If that is delivered it
will help relieve household budgets and put more fire under
the housing market.

Key among the factors reducing pressure on the RBA is the
unemployment rate. It is doing exactly what it is supposed to,
rising, albeit slowly and haphazardly. This is reducing the risk
that the labour market remains tight enough for a wages
breakout. As the next chart shows, Australia’s unemployment
rate is now just on 4 per cent, higher for males than females.

Unemployment keeps rising
And to get inflation down it may rise more
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This chart shows a very low unemployment rate by historical
standards, and one that is delivering stable incomes for most
Australian families. Still, the rising rate of unemployment has
taken the sting out of wages. Leading indicators of wages
suggest that wages growth is falling: the Seek Advertised
Salary index shows growth ebbing from nearly 5 per cent to
4.3 per cent in the most recent data.

The rate of underemployment is also relevant for wages and
that has risen too, from 6 per cent to 6.6 per cent.

Among the reasons for a softening labour market is
continued strong migration bringing in numerous willing
workers. As the next chart shows, migration continues to be
strong, with more arrivals than departures.

Migration continues strongly
Arrivals net of departures by month
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All these new arrivals need a place to live, and that is the
explanation for the state of the housing market. Housing
should be falling in a rate cycle like this, but we have gone
through the fastest tightening cycle in decades and housing
has barely blinked. The reason is that housing demand is a
combination of the market for a place to live and the market
for loans. Even if one side is getting tighter, the other side
can underpin demand.

Currently, the market for loans has tightened, but the
demand for housing is supporting the property market.
During the pandemic, we saw the reverse: a shrinking
population but with low interest rates that ultimately
propped up the market. Even more explosive growth could
be seen if rates fall and the population continues to grow or
has residual unmet housing needs.

Investor lending is up
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High unmet demand for housing is likely to persist for a long
time as Australia deals with the structural undersupply it
faces. This demand is first evident in the rental market data,
as newcomers to a country typically start by renting.
Therefore, rents can be seen as a leading indicator for
overall property prices.

And rents are high and rising, as the next chart shows.

Rental price inflation is not coming down yet
Rental inflation, %, annual
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Usually rising rents would mean higher yields, landlords
rushing into the market and higher supply. That is starting to
happen, slowly. However, Victoria is an exception. The
introduction of taxation for empty dwellings and the
lowering of the land tax threshold has created an outflow of
investors to other Australian states.

WHAT DO WE SEE?

A lot of homes will need to be built, but the housing market
is not yet responding to this demand. A major reason is the
price of building. The recent spate of construction sector
insolvencies tells the tale, with high input prices making life
hard for builders, and higher home prices required to get a
surge of new starts.

At the moment, the number of new homes being built is low
in historic terms, and the number of loans to owner
occupiers for construction is at insipid levels.

Nobody is building
Loans to owner occupiers for construction, by number and value ($m)
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You might have expected Australia to be rushing new
supply into market. Instead, the number of dwellings being
approved is languishing around the same level we've seen
for decades.

Dwelling approvals are at 1990s levels
and approved; monthly; ‘000s
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Dwelling approvals are just the first step in getting a home
built. Approvals turn into liveable homes over a period of
many months or years. The current downturn in building
approvals tells us that the housing shortage will not be
solved in the next couple of years.
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The reason? Building a house is more expensive now.
Developer profit margins are squeezed by the high cost of
inputs and shortage of trades. Only the safest projects are
being undertaken. But that is not bringing enough supply to
market. As a result, higher house prices are likely to be
required in the market for new homes to balance.

Building is getting more expensive
Change in price of construction industry output, %, annual
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So, are residential property prices rising2 The answer is yes.
As the next chart shows, prices are rising in most markets,
with Perth the stand-out performer and Melbourne the
exception. Perth’s property market stalled for a while but is
now catching up to the rest of the country. Meanwhile,
Brisbane's strong result means its market is now Australia’s
second-most expensive.

House prices rising, mostly
Change in price of dwellings in the three months to May 31, 2024
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The return of investors, mentioned above, is part of what is
driving demand, but high population growth is a bigger part
of the picture. Even with a reduced rate of household
formation - young people staying home with their parents to
save money, young couples living in share housing, etc. — the
demand for homes is being driven by the number of people in
the country. For now, those people are largely renting but as
their time in Australia stretches out they will consider buying.

We see the lack of price growth across the Melbourne
market continuing to drive affordability relative to other
markets. This in turn will drive further demand and
eventually materialise in price growth given the
fundamentals of Melbourne as a large-scale city with large
employment prospects, infrastructure and wage index.

Rents could be the last part of the inflation index to fall. The
price of rents is slow to move and the effect of even a short
burst of higher-than-normal migration will emerge over a
long time. Rent contracts are not updated daily like petrol
prices and even then, rent hikes can in some cases be
limited by law. That means high rental inflation will be a
protracted affair and for the CPI to fall back into the 2 to 3
per cent range, other categories will need to be rising by
less than 2 to 3 per cent.

Achieving that will take time but is not impossible. The
Australian economy is likely to even out in the next quarter
with low growth and inflation edging ever closer to the RBA
target range. Interest rate cuts will become a nearer and
more concrete prospect. However, the property market is
likely to continue in a similar vein, delivering solid price rises
in most major markets, as people bid for a roof over their
heads and the rate of building remains too low to eradicate
the undersupply.

We expect that the undersupply will continue to deliver
fantastic opportunities for investors to support new
residential projects across Australia underpinned by a
structural need from both government and the public to
increase supply.

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



