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Issues to be considered during the 16th Series
Australian Consumer Price Index Review

Purpose of this submission

The Australian Bureau of Statistics (ABS) currently is undertaking a review of its Consumer Price
Index (CPI). The ABS is seeking feedback from users of the CPI to inform the review and provide
an opportunity for user involvement in the evolution of the CPI.

J.P. Morgan believes the issues below deserve consideration

1. Principal purpose of the CPI

We agree that measuring inflation faced by households should remain the principal purpose of the
CPI. The acquisitions approach is the most appropriate as it only includes the change in prices of
the goods and services acquired by households (actual prices and market determined prices). This
measure of price inflation is the more encompassing (and less volatile) measure of broad price
pressures faced by households, in contrast to either the outlays approach or the cost-of-use
approach.

The three measures tend to produce similar outcomes over the longer-term, but can diverge
significantly in the short-term. The short-term outcome is key in assessing the current inflationary
environment and is crucial in determining monetary policy settings. The RBA supports an
acquisitions approach, as highlighted in the 13th series CPI review. Indeed, the RBA acknowledged
in its semi-annual Statement on Monetary Policy in November 1998 that the ABS’ decision to
implement changes to the calculation of the CPI, by adopting the acquisitions approach around that
time, would “significantly” reduce the problems in using the published CPI to evaluate the stance of
monetary policy.

From the September quarter 1998, the compilation of the CPIl was changed to remove the interest
charges component, replacing it with an alternative means of estimating housing costs. It was only
then that the RBA indicated that the inflation target could be seen as applying to the published CPI.
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2. Compilation frequency of the CPI

We believe the case for increasing the frequency of the CPI is strong, providing the monthly series
is sufficiently accurate and the quality of the data remains intact, and notwithstanding our
comments on the likely impact of seasonality on the Australian inflation-linked bond market. A
monthly series potentially will allow for earlier detection of turning points in inflation and, in turn,
changes to monetary policy expectations.

We acknowledge that the costs of replicating the CP1 on a monthly basis would be significant given
that, at present, only half of the products in the CPI are priced monthly, but greater frequency
would help identify changes in inflation more quickly. With respect to monetary policy, this would
provide more timely information on price pressures to the RBA. The RBA then would be less likely
to be restricted to quarterly moves in the cash rate — in 2007, for example, the RBA only moved the
cash rate following the 2Q07, 3Q07, and 4Q07 inflation reports.

The monthly compilation of CPI appears to be a global standard, so in moving to a monthly
frequency the ABS would allow for better international comparisons of inflation. As highlighted in
the information paper, Australia is one of only two countries that do not provide the monthly CPI
data. The IMF even specifies that member countries should produce monthly CPIs, but allows for
flexibility to ensure that it is appropriate to individual countries.

The interest generated by TD Securities monthly inflation gauge suggests that demand for a
monthly CPI series exists. The TD monthly inflation gauge acts as a timely, but imperfect, indicator
of inflation, and is released on the Monday prior to the RBA’s Tuesday policy meetings. It,
therefore, may be considered in RBA deliberations. It would be preferable to have an official
monthly inflation measure released by the ABS.

3. Evaluation of the deposit and loan facilities index

We welcomed the inclusion of the deposit and loan facilities component of the CPI back in 2005. It
provides a useful gauge of the cost to consumers of banking services, but seems to have contributed
to increased volatility in the data. It has become increasing difficult to forecast quarterly changes in
this index since the global financial crisis. We believe the ABS should be more transparent in the
calculation of this component. The ABS has outlined in broad terms how they construct the deposit
and loan facilities index, but should consider publishing even more information on the inputs used
to calculate the index in each release. It would be useful to know, for example, what interest rate
margins the ABS is using to calculate the change in this component. In particular, the ABS should
consider publishing the borrowing and lending rate series used to construct the reference rate and,
therefore, the spread. This would allow greater transparency in observing how changes in interest
rates and balances affect the spread.

As we indicate later in this submission, any change to either the compilation and/or transparency of
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the ABS’ calculations needs to be assessed against the potential impact of pricing in the inflation
linked bond market.

4. Analytical series

We believe there is a need for a seasonally adjusted CPI in addition to an unadjusted headline print.
Additionally, it would be useful for the ABS to publish a CPI series excluding food and energy,
which is the common ‘core’ measure referred to in most OECD counties. Yes, we can calculate this
measure ourselves, but it would be preferable for the ABS to publish it in each CPI release.
Financial markets and the public need a centrally agreed upon set of measures to be endorsed by the
ABS. Clearly, statisticians in other countries do not believe that the cost of producing monthly
series is prohibitive.

5. Inflation markets
(i) Nominal Interest Rate Markets

Economic data have an important influence on interest rate markets. Theoretically, nominal
government bonds reflect the risk free yield curve in any market; that is, there is no premium for
credit risk. Government bond yields should, therefore, reflect expectations for growth and inflation
over the time horizon of the bond’s maturity. So changes in expectations about the path of real GDP
growth and the path of inflation over the lifetime of a government bond should, theoretically
speaking, affect the level of yields.

So it should come as no surprise that the quarterly inflation release is one of the most keenly
anticipated economic releases in the Australian bond market. In reality, the transmission
mechanism between inflation data and the level of government bond yields (particularly those for
government bonds 3-years or lower in maturity) is not as pure as we describe above. The immediate
transmission mechanism between inflation data and bond yields in the short-term has to do with
monetary policy expectations.

A higher than expected inflation number (relative to market economists’ expectations) usually
increases expectations that the RBA may respond with a higher policy rate at some point (given the
RBA is an inflation targeting central bank). For shorter dated government bonds, expectations of a
higher policy rate ricochets further out the yield curve (for example, one can think of a 3-year bond
as three 1-year bonds) and drives yields higher. The reverse dynamic can apply if the inflation data
print on the weaker side of expectations. It is also worth noting that the government bond curve, as
the risk free curve, is the anchor for yields on most other interest rate products. So a move in
government bond markets is usually replicated across other interest rate markets (such as swap,
semi-government bond, supranational bond, and corporate bond markets).
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In a broad sense, the path of 3-year bond yields is largely dependent upon monetary policy and
monetary policy expectations. It is largely because the market sees a high informational value in the
inflation numbers (or more precisely, the deviation of the inflation numbers from consensus) for
near term monetary policy activity that gives the inflation data potential to drive reasonably
significant intraday moves in yields. From a trading bank perspective, the potential for intraday
volatility should be regarded as a positive outcome.

(ii) Inflation linked interest rate markets

Inflation linked bonds and swaps offer investors and other market participants the ability to hedge
inflation risk. For example, utilities, infrastructure and real estate projects could be described as
“suppliers” of inflation (their businesses tend to do better in high inflation environment). On the
other side, pension funds have a “demand” for inflation (high inflation environments are not
desirable). As inflation linked markets have deepened, inflation linked interest rate products also
offer investors the chance to add alpha to their portfolios through relative value and other such
trading strategies.

We think the ABS should be aware that the inflation linked bond market in Australia has recently
undergone something of resurgence. Issuance was suspended in 2003, but resumed last year with an
AS$2 billion syndicated deal for a new 2025 maturity bond in 2009. Furthermore, the removal of
withholding tax of government bonds has seen considerable interest in this market from offshore
investors. In our view, it would be undesirable to implement changes to the headline CPI series
which might deter investor interest and the further development of the A$ inflation linked market.
Inflation linked interest rate markets are explicitly tied to the ABS measure of headline inflation;
this is because the headline CPI index is used to determine the price of an inflation linked bond
(and the coupon payments) at any given time. Theoretically, changing the periodicity of the
inflation release should not have a material impact on inflation bond and swap markets. This is
because coupons and pricing would still be able to use any quarterly change in the index, regardless
of whether the index is published quarterly or monthly. However, for holders of inflation linked
stock, monthly inflation numbers imply the potential for more volatility in the cost of carry (there is
more chance of monthly negative inflation number than a negative quarterly inflation number). This
dynamic may be exacerbated if there is higher inherent seasonality in the monthly inflation series
than the quarterly inflation series. This, though, should not be viewed as sufficiently high to
preclude the publication of monthly CPI data, which we strongly support.

Changing the composition of inflation indices can have significant impacts on inflation linked
interest rate markets. It is probably worth noting the experience of Japan in 2005, where rebasing
the index and altering some of the weights and method of calculation of prices (particularly in the
telecommunications sector) led to lower indices and lower changes over the year on the 2005 base
than those calculated on the 2000 base. This led to an immediate 30bp decline in 10-year breakeven
rates (a loss for holders of inflation linked bonds). With the CPI review focusing on compilation of
the deposit and loan facilities, we think any changes to this component should be communicated
well in advance in order to help predict any significant change in the revision in order to minimize
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the “surprise” to the market.

As a final aside, we note that the Australian Treasurer, Australian Office of Financial Management
and RBA have a vested interest in any change to coverage, periodicity, or basic calculation of the
CPLI. This is because if the Treasurer deems any change in the CPI as “materially detrimental to the
interest of stockholders”, then bond holders will have the option to redeem their holdings at market
related prices as determined by the RBA. For more information, please see go to:
http://www.aofm.gov.au/content/ download/Treasury Indexed Bond_Information Memo_18 Dec
ember 2009.pdf)
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