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The past decade - and especially the past three years — have been tough
going for Australia’s wine exporters

Australian wine exports, by volume and value, Wine exports by destination, 2020-21
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Note: 2021-22 is the twelve months to March 2022. Source: Wine Australia.


https://marketexplorer.wineaustralia.com/export-dashboard

Covid-19 threw the world economy into its deepest recession since the
1930s, from which it has recovered quite quickly over the past 18 months

World and OECD area real GDP growth
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https://data.oecd.org/gdp/quarterly-gdp.htm#indicator-chart

39 countries (of 54 for which seasonally-adjusted GDP estimates are
available) have now surpassed their pre-pandemic peaks

Q1 2022 real GDP compared with pre-recession peak
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Note: * Q4 2021. Estimate for China is derived from quarterly growth rates published by China NBS; estimates for India, Indonesia and Russia are seasonally adjusted by the
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But now there’s a new threat on the economic horizon - the highest
inflation in at least 20, and in some countries, 40 years
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https://www.bls.gov/bls/inflation.htm
https://www.ons.gov.uk/economy/inflationandpriceindices
https://ec.europa.eu/eurostat/web/hicp
https://www.statcan.gc.ca/eng/subjects-start/prices_and_price_indexes
https://www.stat.go.jp/english/data/cpi/1581-z.html
http://kostat.go.kr/portal/eng/index.action
https://www.abs.gov.au/statistics/economy/price-indexes-and-inflation
https://www.stats.govt.nz/indicators/consumers-price-index-cpi/

Where did this inflation, all of a sudden, come from?

O With the benefit of hindsight, governments and central banks provided ‘too much'’ fiscal and monetary policy
stimulus in response to the economic downturns wrought by the restrictions imposed to deal with Covid-19
— that was the ‘right mistake’ fo have made, at least initially, in the circumstances
— but governments and central banks were slow to recognize that it was ‘too much’, and to start winding it back

O Covid-19 restrictions had a larger, and longer-lasting, impact on global supply chains than anticipated

— which combined with strong demand - especially for ‘durable goods’ - precipitated big increases in costs and prices that
turned out not to be as ‘transitory’ as initially expected

d Commodity prices rebounded dramatically after the contraction in the global economy turned out to be shorter
than initially expected

— cuts in production of some commodities —in some cases (especially energy) not totally Covid-driven) - have had lasting
consequences for commodity prices

O Russia’s invasion of Ukraine exacerbated the upward pressure on food and energy commodity prices
— some of these effects will likely persist for some time after the conflict is eventually resolved (if and when it is)

O Large increases in housing prices (in part the result of ‘excessive’ monetary stimulus) have added to inflation

— this shows up in different ways in different countries because of differences in the way owner-occupier housing costs are
included (or not included) in consumer price indices

O Labour shortages — as a result of restrictions on immigration, and (in the US) permanent withdrawals from the
labour force — combined with strong recoveries in employment have resulted in very tight labour markets

— in turn generating a significant pick-up in ‘wage inflation’ in the US, the UK and some other economies (though not thus far
in the euro areaq, Japan or Australia)
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Monetarists (like Milton Friedman) would say, “l told you so”
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https://www.federalreserve.gov/releases/h6/current/default.htm
https://www.boj.or.jp/en/statistics/stop/ms/index.htm/
https://www.ecb.europa.eu/stats/money_credit_banking/monetary_aggregates/html/index.en.html#:~:text=Monetary%20aggregates%20background&text=M3%20is%20the%20sum%20of,of%20up%20to%20two%20years
https://www.bankofengland.co.uk/statistics/money-and-credit/2022/april-2022
https://www.bankofcanada.ca/rates/indicators/key-variables/monetary-aggregates/
https://www.rba.gov.au/statistics/tables/xls/d03hist.xls?v=2022-06-25-13-52-24

The inflation surprise began with a huge imbalance between the demand

for and supply of durable goods induced by Covid-19

Composition of US personal
consumption expenditures
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durable goods comprises gross domestic product (final sales plus change in inventories) plus net imports of durable goods. Source: US Bureau of Economic Analysis,
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https://apps.bea.gov/iTable/iTable.cfm?reqid=19&step=2#reqid=19&step=2&isuri=1&1921=survey
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These ‘imbalances’ between demand & supply resulted in unprecedented
disruptions to supply chains in the US and around the world

Average time at anchor and berth
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30 1 Days (7-day moving average)
25
20 A
15
10
5

o T T T T T T T 1
15 16 17 18 19 20 21 22

Empty containers as a pc of total

passing through Port of Los Angeles
1% % r 90
80

Inbound
: (left scale)

70

60
- 50

- Outbound
(right scale)

T T T T T o

-1 - - 30
060708021011 121314151617 1819 20 21 22

40

Sources: Port of Los Angeles; Drewry Supply Chain Advisors; Institute for Supply Management; US Census Bureau; Federal Reserve Bank of New York.
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https://www.portoflosangeles.org/business/statistics/container-statistics
https://www.drewry.co.uk/supply-chain-advisors/supply-chain-expertise/world-container-index-assessed-by-drewry
https://www.ismworld.org/supply-management-news-and-reports/reports/ism-report-on-business/
https://www.census.gov/retail/index.html
https://www.newyorkfed.org/research/policy/gscpi#/interactive

Commodity prices started rising towards the end of 2020, and (in the case
of energy & some foods) rose further following Russia’s invasion of Ukraine

‘Hard’ commodity prices
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https://www.imf.org/en/Research/commodity-prices
https://www.fao.org/worldfoodsituation/foodpricesindex/en/

Record-low interest rates combined with readily available credit fuelled
surges in housing prices across much of the world

|
House price indices
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Sources: S&P-Corelogic Case Shiller national (United States); Teranet-National Bank (Canada); Corelogic (Australia); Real Estate Institute of New Zealand; China Index

Academy; Japan Real Estate Institute (Tokyo condominiums); Kookmin Bank house price index (Korea); Centaline Centa-City Index (Hong Kong); Urban Redevelopment
Authority (Singapore); Europace hauspreisindex (Germany); Halifax house price index (UK); Cenfral Statistics Office RPPI (Ireland); Fotocasa real estate index (Spain); Staftistics SAUL ESLAKE
Netherlands; Eiendom Norge (Norway). These indices have been chosen for their fimeliness and widespread recognition: they do not necessarily all measure the same thing in

11 the same way. For more comprehensive residential property price data see the quarterly database maintained by the Bank for International Settlements. &%R;:’:EDC;?\J“;OE%%‘;%’S?CR;



https://www.spglobal.com/spdji/en/index-family/indicators/sp-corelogic-case-shiller/sp-corelogic-case-shiller-composite/#overview
https://housepriceindex.ca/#maps=c11
https://www.corelogic.com.au/research/monthly-indices
https://www.reinz.co.nz/residential-property-data-gallery
https://industry.fang.com/en/reports.html
https://www.reinet.or.jp/en/tentative_calculation.html/
https://omoney.kbstar.com/quics?page=oeng#loading
http://www1.centadata.com/cci/notes_e.htm
https://www.ura.gov.sg/Corporate/Media-Room/Media-Releases/pr21-01:~:text=The%20Urban%20Redevelopment%20Authority%20(URA,points%20in%204th%20Quarter%202020
https://report.europace.de/epx-hedonic/
https://www.halifax.co.uk/media-centre/house-price-index.html
https://www.cso.ie/en/releasesandpublications/ep/p-rppi/residentialpropertypriceindexseptember2020/
https://www.fotocasa.es/indice/#/filter/eyJ0cmFuc2FjdGlvbiI6ImJ1eSJ9
https://www.cbs.nl/en-gb/figures/detail/83910ENG?q=house%20prices
https://eiendomnorge.no/housing-price-statistics/category936.html
https://www.bis.org/statistics/pp.htm?m=6%7C288%7C640

And in the US and the UK - though less so in the euro area or Japan - low
unemployment is fuelling the fastest wages growth since the 1980s

US unemployment and wages
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the UK, ‘underlying’' average earnings growth; and for the euro area, average compensation per hour.
Sources: US Bureau of Labor Statistics; UK Office for National Statistics; Eurostat; Japan Ministry of Health, Labour & Welfare.
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https://www.bls.gov/
https://www.ons.gov.uk/employmentandlabourmarket/peopleinwork/employmentandemployeetypes/bulletins/uklabourmarket/latest
https://ec.europa.eu/eurostat/web/labour-market/overview
https://www.mhlw.go.jp/toukei/list/30-1d.html

Could all this lead to a replay of the ‘stagflation’ of the 1970s and 1980s?
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https://www.bls.gov/news.release/empsit.toc.htm
https://www.ons.gov.uk/economy/grossdomesticproductgdp
https://www.abs.gov.au/statistics/labour/employment-and-unemployment/labour-force-australia/latest-release

There are some parallels between now and the 1970s — but there are also
some very important differences

d The inflation of the 1970s and early 1980s was partly atiributable to large increases in commodity prices
(especially food and oil), excessively loose fiscal and monetary policies, and military conflicts
— asis today'’s inflation

O But the demographic profile of ‘advanced (and some ‘developing’ economies, especially in Asia) is very
different from that of the 1970s and 1980s

— therise in unemployment after the mid-1970s was partly due to the eniry of the second half of the ‘baby boom’ generation
(including a much higher proportion of women than in the first half of that generation) into work forces

— whereas by contrast today workforces are either growing much more slowly, or shrinking

O There are far fewer ‘feedback loops’ between prices and wages now than then

— ‘cost of living adjustment’ clauses in employment contracts, or explicit wage indexation arrangements, were
commonplace in the 1970s and 1980s - they’'re not now

— more generally employees have much less ‘bargaining power’ vis-a-vis employers today than back then

O Central banks have the ability to do ‘whatever it takes’ to get inflation down
— whereas until the 1990s, politicians (rather than central banks) had the ‘final say’ on monetary policy decisions
— which meant that central bank assurances that they could and would keep inflation under control had very little credibility

d Inflation expectations are much better ‘anchored’ today than in the 1970s and 1980s

— because ceniral banks lacked credibility, people (as workers and consumers) and businesses expected inflation would
remain high, and behaved in ways which tended to ensure that it did remain high

— for example, demanding wage rises to compensate for anticipated increases in prices, or putting prices up in anticipation
of future cost increases
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Major economy central banks, apart from the BoJ, have begun tightening
monetary policy and will keep doing so until inflation starts o come down

Maijor central bank policy interest rates
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https://www.federalreserve.gov/releases/H41/default.htm
https://www.ecb.europa.eu/press/pr/wfs/html/index.en.html
https://www.boj.or.jp/en/statistics/boj/other/ac/index.htm/
https://www.bankofengland.co.uk/weekly-report/balance-sheet-and-weekly-report
https://www.bankofcanada.ca/rates/banking-and-financial-statistics/bank-of-canada-assets-and-liabilities-weekly-formerly-b2/

It may be difficult for central banks to engineer a ‘soft landing’ by doing
enough to control inflation but not enough to induce recessions

d

Ceniral banks don’t know how high they need to raise interest rates in order to bring inflation back down to
their targets
— apart from anything else it's been a long time since they have needed to bring inflation down

Central banks don’t know what the impact of whatever level of interest rates turns out to be required to bring
inflation down will be on economic activity
— particularly given much greater levels of private sector debt in many economies

Central banks don’t really know how ‘quantitative tightening’ (the unwinding of their bond and other asset
buying programs) will work
— other than via its impact on asset prices (shares and probably housing) and (probably) exchange rates

In these circumstances, there’s a significant risk that central banks (and or governments) will ‘get it wrong’,
resulting in recessions

— thatrisk is greatest for the UK, and for parts of the euro area

— but it’s not trivial in the US either
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Fiscal policy is also being tightened significantly in most major economies
as Covid-related measures expire and in some cases taxes go up

Government budget balances
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Sources: International Monetary Fund, Fiscal Monitor, and World Economic Outlook, April 2022. CORINNA ECONOMIC ADVISORY
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https://www.imf.org/en/Publications/FM
https://www.imf.org/en/Publications/WEO

18

Consumer sentiment has deteriorated in almost every major economy, in
most cases to lower levels than in 2020 or 2008

Consumer confidence indexes
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http://www.sca.isr.umich.edu/
https://www.conference-board.org/topics/consumer-confidence
https://www.gfk.com/products/gfk-consumer-confidence-barometer
https://ec.europa.eu/info/business-economy-euro/indicators-statistics/economic-databases/business-and-consumer-surveys_en
https://www.esri.cao.go.jp/en/stat/shouhi/shouhi-e.html
https://melbourneinstitute.unimelb.edu.au/publications/macroeconomic-reports
https://www.anz.co.nz/about-us/economic-markets-research/consumer-confidence/

A number of timely indicators are beginning to signal a slowing in the US
economy

NY Fed weekly economic index Conference Board index of leading indicators
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Sources: Federal Reserve Bank of New York, Weekly Economic Index; Federal Reserve Bank of Philadelphia, Regional Economic Analysis, Manufacturing and Non-Manufacturing SAU L ESLAKE
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The near-term outlook for the UK economy is particularly gloomy, in large
part because of the Johnson Government’s “own goals”

Real household disposable income
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Sources: UK Office for Budget Responsibility; UK Office for National Statistics; European Central Bank Stafistical Data Warehouse.
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China’s recovery from the initial downturn in 2020 wasn’t all that strong, and
it has faltered again this year due to the pursuit of ‘zero Covid’

Quarterly real GDP growth Urban unemployment rate Consumer sentiment
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http://www.stats.gov.cn/enGliSH/
https://english.ckgsb.edu.cn/worldwide/insights/business-conditions-index/

China is one of the few big economies in the world where inflation isn’t
rising — yet ‘the authorities’ seem reluctant to do much to boost growth

Producer prices Residential real estate prices Bank reserve requirement ratios
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But China’s longer-run potential growth rate is also declining markedly, for

demographic and ‘structural’ reasons

Sources of Chinese real GDP growth
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Source: The Conference Board, Total Economy Database, 2021; Corinna.
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Share of total employment by sector
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Source: China National Bureau of Statistics, China Statistical Yearbook 2019; Corinna.

The scope for boosting productivity in China by moving ‘factors of
production’ out of agriculture info manufacturing is just about exhausted

Output per person employed, by sector, 2015-2018
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There’s no obvious reason to think that bi-lateral political and economic
relations between Australia and China will improve any time soon

Australian wine exports to China
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One ‘silver lining’ to all these clouds is that the AS is likely to move lower

AS-USS and USS trade-weighted index AS$-USS and Australia-US 10-year bond yield spread
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measure of the implied volatility of S&P500 options and is widely interpreted as an indicator of investor risk appetite or aversion. CORINNA ECONOMIC ADVISORY
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