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Economic research note

Disinflation provides some welcome relief

= The Consumer Price Index (CPI) fell 0.3% between September and December 2008 and the annual rate
of inflation slowed to 3.7% from 5.0%.

=  We expect inflation will reach at least 2.5% by mid-year. In the medium term a recovery in demand will
see are-emergence of upward pressure on prices.

= The disinflation environment enables the Reserve Bank of Australia (RBA) to pursue further cuts to
interest rates. However, a low interest rate environment presents a risk to inflation in the medium term.

Headline CPI is the most common measure of consumer price movements in Australia. It is the basis for the RBA'’s
inflation target and, consequently, is of importance in setting monetary policy.

The Data

Headline CPI fell 0.3% in the three months to 31* December 2008. The annual rate of inflation slowed to 3.7% from
5.0%. This is the fastest deceleration in inflation since the start of the decade when the Goods and Services Tax (GST)
was introduced. Notably, CPI inflation remains above the RBA's target zone of 2-3%. The market consensus believes
CPl inflation will fall to within the RBA band by 2HQ09.

Within the CPI there are divergent trends between tradable and non-tradable prices as highlighted in Figure 1. The
tradable (those goods and services that are subject to international competition) sector fell -1.8% in the quarter while in
the non-tradable sector prices rose 0.6%. This reflects falling global prices as a result of slower demand growth but
continued price pressures in the domestic economy due to capacity constraints and remaining bottlenecks.

Annual change in the major components of headline CPI is shown in Figure 2. The biggest falls in prices over the
guarter were in transportation -6.9% due to falling oil prices, health -1.2% due to falling pharmaceutical prices and
financial and insurance services -0.3% due to the falling cost of borrowing. The largest increases in prices over the
guarter were in food +2.0% due to rising fresh food prices and alcohol and tobacco +1.4%.
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Analysis

The rapid slowdown in inflation raises the importance of distinguishing between deflation and disinflation. Deflation
occurs when a contraction in demand leads to a fall in prices. This has been Japan’s experience over the nineties and
early part of this decade. Disinflation is a decline in the rate of increase in prices.
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The softening in annual price growth is characterised by disinflation. This is due to falling oil prices and cuts to lending
costs. Consequently, this has improved household purchasing power. The emergence of deflation in aggregate prices
would require a sustained contraction in domestic demand with unemployment rising further than expected (see Labour
market will deteriorate over 2009) and persistently low prices for global commaodities.

Inflation will ease further over 1H09 as global demand weighs on commodity prices and domestic demand eases price
pressures. We expect inflation to reach at least 2.5% by mid-year with a sharper fall likely if there is ongoing
improvement in the Australian dollar via lower import prices. This enables the RBA to continue cutting the official cash
rate during 1Q09 to between 3% and 3.5%.

However, price pressures have not disappeared; demand for commodities should return and businesses and
governments have not yet used this period of weaker prices to address key bottlenecks. As first domestic and then
global demand returns these price pressures are likely to re-emerge and require RBA policy making to revert to a
tightening stance.

CFS Research has a global reach and the expertise to tailor research to your needs.

Contact details

Anthony De Francesco Head of Research +612 9303 3598
James White Investment Economist +612 9303 2645
Mary Bonello Research Assistant +612 9303 3518

First State


http://www.cfsgam.com.au/uploadedFiles/CFSGAM/PdfResearch/090115%20Austlabour%20market%20will%20deteriorate%20over%202009.pdf
http://www.cfsgam.com.au/uploadedFiles/CFSGAM/PdfResearch/090115%20Austlabour%20market%20will%20deteriorate%20over%202009.pdf

Colonial First State Global Asset Management

‘

DISCLAIMER

Product Disclosure Statements (PDS) and Information Memoranda (IM) for the funds issued by Colonial First State Investments Limited ABN 98 002
348 352, Commonwealth Managed Investments Limited ABN 33 084 098 180, and CFS Managed Property Limited ABN 13 006 464 428 (collectively
CFS) are available from Colonial First State Global Asset Management. Investors should consider the relevant PDS or IM before making an
investment decision. Past performance should not be taken as an indication of future performance.

No part of this material may be reproduced or transmitted in any form or by any means without the prior written consent of CFS. This material contains
or is based upon information that we believe to be accurate and reliable. While every effort has been made to ensure its accuracy we cannot offer any
warranty that it contains no factual errors. We would like to be told of any such errors in order to correct them.

This material has been prepared for the general information of clients and professional associates of CFS. You should not rely on the contents. To the
fullest extent allowed by law, CFS excludes all liability (whether arising in contract, from negligence or otherwise) in respect of all and each part of the
material, including without limitation, any errors or omissions.

This material is intended only to provide a summary of the subject matter covered. It does not purport to be comprehensive or to render specific
advice. It is not an offer document, and does not constitute a recommendation of any securities offered by CFS. No person should act on the basis of
any matter contained in this material without obtaining specific professional advice.

Colonial First State Global Asset Management is the consolidated asset management division of the Commonwealth Bank of Australia ABN 48 123
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