
 

 

 

 

 

 

 

Global reserve banks have many roles.  One of them is ‘price stability’, or inflation 

targeting.   

Central banks want prices to rise in a consistent and low volatile fashion, normally in a 

range of 2 to 3% per annum.   

Prices growing at greater than 3% per annum apparently signal capacity constraints 

in an economy, so the central bank raises interest rates to crimp consumer spending 

and investment - giving the economy the chance to build extra industrial output. 

Conversely, price growth below 2% purportedly signals economic weakness, and by a 

central bank lowering interest rates it tries to encourage consumer and business 

spending to bolster economic growth. 
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What are further interest rate cuts really going to 

do for the Australian economy? 



 

 

Can lowering interest rates help with deflation? 

We argue that many of the reasons for deflation in the Australian economy probably 

cannot be countered by cutting interest rates further.   

We see weak prices in Australia as a function of the following: 

 House price growth slowing after eighteen years of 5.8% per annum compound 

growth, compared to wages growth over the same time period of 3.5% per 

annum1 

 

 Changing industry structure - TV on demand, software as a service, eBooks, 

smart device proliferation, Uber, AirBnb 

 

 Increasing competition in major industries - supermarkets engaging in price 

discounting, which is good for consumers 

 

 Government budget pressure - healthcare providers earning unsustainably high 

returns that will likely be reduced 

 

 Unwillingness of consumers to continue to increase debt levels – because 

household debt already sits at record highs relative to income levels 

 

 Business investment crimped because large industries are facing either 

deteriorating sector-specific economics from regulation (banking) or falling 

commodity prices after the three rounds of failed Chinese fixed asset 

investment stimulus (resources)  

 

We will try and make the argument that lowering interest rates will unlikely arrest the 

above conditions that are causing falling prices. 

The recent inflation data from Australia 

In this piece we decompose the recent inflation result from the Australian Bureau of 

Statistics, as measured by the Consumer Price Index (CPI).   The CPI is measured by 

assessing the prices of a representative basket of goods and services, with the weights 

set every six years2.   

The March quarter 2016 CPI number came in ‘below expectations’, with prices only 

growing at a 1.5% annualised pace, below the bottom end of the RBA’s target of 2.0%.   

The expectation from the market is the RBA should be cutting interest rates to bolster 

the economy and cause prices to rise back in line within their target range. 

                                                           
1 Reserve Bank of Australia 
2 Australian Bureau of Statistics, CPI Weighting Pattern, June quarter 2011 

 



 

 

Decomposition of the Australian CPI (inflation) 

Our analysis of the CPI number below is simplistic, but tries to illustrate that the RBA may 

not be able to improve economic conditions by lowering interest rates further.  

Interest rates are already at historical lows, despite little evidence of recession – 

unemployment is relatively low and prices for commercial and residential real estate 

are at record highs. 

Residential Housing  

Housing prices and rents are the largest component of the CPI figure, representing 22% 

of the CPI basket.  The price of this component rose by 1.7% over the past 12 

months.  This measure is below the RBA’s target rate so apparently is cause for concern. 

We are not sure why the RBA should be worried about waning house price growth in 

the context of a multi-decade housing boom.   

We are not taking a political stance, but the residential boom has seemingly caused 

significant societal issues; a large proportion of younger people are unable to afford 

to buy a house without taking on very high debt relative to their incomes.  Even married 

couples with children generally both need to work to afford a house near schools and 

other amenities.   

After two decades of house prices growing at a multiple of inflation and wages 

growth, we cannot understand why flat or falling prices are a negative for the 

Australian community.  We do not think the RBA wants house prices to go higher.  
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Utilities (water, gas, electricity) 

The cost of utilities is contained within the measure of housing, at a 15% weight.   

The price of utilities is regulated and therefore pricing is based on interest rates and 

total capital spend on the physical infrastructure.  Utility prices have nearly 

doubled over the past seven years as customers have paid for the heavy spending on 

networks by utility operators. 

This capital investment has finished.  Future returns for utility operators will now be driven 

by the regulated return, which is heavily tied to interest rates.  As interest rates fall, utility 

operators must charge a lower rate to their customers.  Clearly, utility prices falling has 

nothing to do with the economy – in fact lowering interest rates will make prices fall 

further.  The RBA has no impact here. 

Food and beverages  

Food and beverages are the next highest component of the CPI figure at 17% of the 

CPI basket.  Prices in this category were flat over the past 12 months.   

We suspect this lack of price growth has less to do with the economy and more to do 

with increasing competition in supermarket retailing.   Major supermarket retailers have 

become highly efficient over the past fifteen years, experiencing excellent growth in 

profitability, best measured by a global leading return on capital for Woolworths of 

15.6%3.   

It is not surprising that this industry is now experiencing price competition.  Falling prices 

should be welcomed, as some of the returns generated by supermarket operator’s 

scale and efficiency are competed away and returned to consumers.  Lower interest 

rates are unlikely to change this industry dynamic.  

 

                                                           
3 Bloomberg, 2015 historical data 
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Recreation and Culture 

This group represents 13% of the CPI basket, and has seen paltry price growth of 0.1% 

over the past year.   

This is a very broad group - it prices mobile devices, video rental, computers, audio 

visual equipment, as well as books and magazines.  There have obviously been huge 

technological changes to this component since it was revised five years ago. 

If we just focus on physical books and magazines that represent 15% of this basket, we 

can probably lay blame for overall price deflation on genuine technological 

disruption. where these goods and services are being eliminated through the internet 

and smart devices.  No interest rate sensitivity here. 

Transport 

Transport represents 12% of the CPI basket and fell - 0.50% over the past 12 months.  This 

is most likely due to a reduction in one of the key inputs into transport costs, fuel.   

Oil prices have fallen 60% over the past two years, it is not surprising to see this key input 

feed its way into overall transport costs.   

Whilst of course there is a demand component to this price fall, it has also been caused 

by a breakdown in the discipline of the oil price cartel, OPEC. 

We don’t think an interest rate cut by the RBA will have any impact on global oil prices. 
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Health 

While health expenditure is just 5% of the CPI basket we highlight it because it went 

against the trend, rising nearly 5% over the past 12 months.  We do not think this price 

rise is sustainable. 

Our view is that this inflation is stemming from pricing power and efficiencies exhibited 

by major Australian corporates in the health care space.  This is made clear in the chart 

below that plots the growth in return on capital employed of a major health provider, 

Ramsay Healthcare (RHC AU). 

 

We expect this type of return profile will reduce over time, manifesting itself in lower 

prices and ultimately deflation in the health component of the CPI basket. 

Summary: What does the CPI tell us? 

We have analysed 75% of the CPI basket.  Our work suggests that prices are generally 

falling because major Australian industries are experiencing weak revenue on falling 

commodity prices, increasing domestic competition or greater regulation.  The large 

housing component of the figure appears to be hamstrung by individuals and families 

baulking at taking responsibility for extreme debt loads to purchase residential real 

estate - despite rates being at record lows. 

We do not think a further reduction in interest rates will change many of the underlying 

trends in the price basket.   

We expect interest rate cuts may simply lead to higher residential and commercial real 

estate prices.  This is not necessarily a positive for the economy, given record prices for 

these asset classes already in place.  If there was going to be a positive transmission 

into the Australian economy from higher real estate prices, it would be working by now.    
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IMPORTANT DISCLAIMER 

This may affect your legal rights: Because this document has been prepared without consideration of any specific 

client’s financial situation, particular needs and investment objectives, you should consult your investment adviser 

before any investment decision is made. While this document is based on the information from sources which are 

considered reliable, Newgate Funds Pty Ltd, its associated entities, directors, employees and consultants do not 

represent, warrant or guarantee, expressly or impliedly, that the information contained in this document is complete or 

accurate. Nor does Newgate Funds Pty Ltd accept any responsibility to inform you of any matter that subsequently 

comes to its notice, which may affect any of the information contained in this document. This document is a private 

communication to clients and is not intended for public circulation or for the use of any third party, without the prior 

approval of Newgate Funds Pty Ltd. This is general securities advice only and does not constitute advice to any person.  

Disclosure of Interest: Newgate Funds Pty Ltd and its associates may hold shares in the companies recommended.  

The individual fund performance figures are based on an investment in the Fund’s June 2013 Series made on July 1st, 

2013, the date of the Funds’ inception. The performance numbers are based on the net asset value of the Fund and 

are calculated net of management fees, brokerage commissions, administrative expenses, and accrued performance 

allocation, if any, and include the reinvestment of all dividends, interest, new issue income or loss, and capital gains. 

The Firm and the Fund have a limited operating history. This report is not an offer to buy or sell any security. Offering by 

private Information Memorandum only.  

Investing in hedge funds such as the Newgate Real Estate and Infrastructure Fund is risky and investors are exposed to 

capital loss. Investors should review the Information Memorandum for the Fund, which contains a complete description 

of the investment program and its risks, in its entirety before investing.  

The Fund invests in listed securities, which can be volatile and subject to market factors beyond the control of the 

manager.  

Certain information provided herein is based on third-party sources, which information, although believed to be 

accurate, has not been independently verified. The Firm assumes no liability for errors and omissions in the information 

contained herein. This report is for informational purposes only and may not be reproduced or distributed without the 

prior consent of the Firm. 

Volatility is calculated by using the annualised standard deviation of monthly returns since inception of Newgate Real 

Estate and Infrastructure Fund. Standard deviation measures the distribution of returns around the mean return. Low 

standard deviations reflect low variation in monthly results; higher variability is usually interpreted as higher risk. Standard 

deviations are based on monthly results, and then annualised. 

The Sharpe Ratio is the ratio of “excess return” to volatility. Excess return is defined as the annualised rate of return less 

the risk-free rate, using monthly returns since inception. The volatility measure is the annualised standard deviation of 

monthly excess returns since inception.  

Any investment in the Funds is speculative and involves substantial risk, including the risk of losing all or substantially all 

of such investment. No representation is made that the Funds will or are likely to achieve their objective, that any 

investor will or is likely to achieve results comparable to the estimated performance shown, will make any profit at all 

or will be able to avoid incurring substantial losses.  

Past performance is not necessarily indicative of future results. Comparisons of the performance of actively managed 

accounts such as the Funds with passive securities indices involved material inherent limitations.  

Performance estimates are presented only as of the date referenced above and may have changed materially since 

such date.  

Newgate Funds Pty Ltd ABN 79 139 750 673 AFS Licence No. 344188  

 


