11th July 2022
Inflation has started biting Asia, but it should remain under control
After a delayed reaction, inflationary pressure is finally hitting Asia. The spike in oil price
was particularly impactful, especially for big oil importers such as India and the Philippines.
Countries have tried to shield themselves from global inflationary pressure by banning
exports of certain critical commodities, sometimes triggering chain reactions that were
not anticipated. We saw India restricting exports of wheat in May in order to “manage
the overall food security of the country and to support other vulnerable countries” as the
government put it, knowing that India is the second largest exporter of wheat in the world
after Ukraine.
Indonesia banned all exports of crude palm oil (CPO) in April, only to create a sudden glut
of supply that pushed the government to reverse its decision three weeks later, on 23rd
May. Indonesia then flooded the market with its overflowing inventory, and triggered a
collapse in global CPO prices, the main collateral victim being Malaysia that saw its
domestic CPO price collapse by 30% since that day.
Malaysia itself banned all exports of chicken from 1st June, impacting Singapore, Japan,
Brunei, Thailand and Hong Kong that are big importers of such product. The decision was
justified by domestic shortages as chicken producers could no longer afford the elevated
price of corn and soybeans that is being used in chicken feed.
These measures combined with fuel subsidies and price caps across the region helped
buffer the impact of imported inflation. Contrary to the situation seen in developed
economies, surging domestic demand and rising wages is not a problem in Asia. Domestic
consumption across the region has only started to recover from the Covid-related
disruptions, and there is still a long way to go before demand goes back to pre-Covid
levels. Tourism numbers in South East Asia are only a fraction of what they used to be.
The activity of restaurants in China is still more than 20% below what it was in the preCovid days. Movements of population within China remains limited as the zero-Covid
policy imposed by the Central government has created numerous constraints that restrain
Chinese people from traveling from one city to another. Domestic consumption across
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Asia is still significantly below what it was in 2019, prior to Covid, especially in countries
that depend on tourism (Thailand, Philippines, Indonesia and of course Hong Kong).

China Retail Sales (Dec. 2019 = 100, Seasonally Adjusted)

Source: Capital Economics

On the manpower front, wages have not gone up, contrary to the situation seen in the
United States and in Europe where it has become extremely difficult to recruit employees
to fulfill basic jobs. Asia never had the furlough schemes and the panoply of financial
incentives that gave people in the West reasons to give up salaried jobs in order to set up
their own businesses, or to just stop working altogether. This explains to a large extent
why the inflationary pressure currently seen in Asia is nowhere near what the United States
and Europe are currently experiencing, let alone the United Kingdom that is wrestling with
the consequences Brexit had on its imported manpower from Eastern Europe. On the back
of the Shanghai extended lockdown, unemployment in China has spiked lately and has
become a major issue for the leadership.
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China - Surveyed Unemployment Rates (%)

Source: Capital Economics

Looking closely at recent numbers, it is Thailand that overshot the most its inflation target.
The Thai CPI rose from 7.1% in May to 7.7% in June, when the consensus was 7.5%. Core
inflation (i.e. excluding food and energy) was 2.5% in June, up from 2.3% in May. It is now
likely that the Central bank will start hiking rates in August.
The Philippines saw its inflation rise from 5.4% in May to 6.1% in June, when the consensus
was 6.0%. A 50bp rate hike is expected from the Central bank at its next meeting on 18 th
August. The core inflation data point has not been released yet.
Indonesia saw inflation hitting 4.4% in June, up from 3.6% in May. The analysts’ consensus
was 4.2%. Core inflation remained steady at 2.6%: Food inflation was the driving force, up
by 8.3% over the past 12 months compared with 5.6% in May. The Central bank should
start hiking rates, maybe as soon as this month.
In Malaysia, the last available inflation data point was 2.8% for the month of May, up from
2.3% in April. Food inflation was 5.2%. The Central bank still expects inflation rates to
remain within a 2.2%-3.2% bracket for the coming twelve months, which would be the
lowest inflation rate across the region. Interest rates were already hiked twice by 25bp
each time, in May and again last week, to reach 2.25% in a preemptive manner.
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Inflation in India came down a bit lately, with a CPI evolving from 7.79% in April to 7.04%
in May. It has now remained above the 2-6% tolerance level of the Central bank for more
than five months. Food inflation that is half of the CPI calculation was 7.97% in May, down
from 8.38% in April, driven by vegetables prices that went up 18.3% over the past 12
months. Interest rates were hiked twice already to reach 4.9%.

Focus on China’s inflation: Hogs, sows and pork price

As highlighted above, the outlier in this inflation cycle is China that seems to go through
a rather uncorrelated cycle. This is largely due to the impact of the zero-Covid policy on
consumer demand. China's consumer price index (CPI) rose by 2.5% YoY in June, the
National Bureau of Statistics (NBS) disclosed on 9th July, slightly higher than market
consensus of 2.3% and 2.1% YoY growth in May. However, the core CPI, which excludes
food and energy prices, gained 1% YoY only, by far the lowest data point across the
region. The National Development and Reform Commission (NDRC)'s annual target for
the CPI is 3% for 2022. In terms of supporting factors, pork, non-food consumer goods
and services contributed additional 0.2, 0.2 and 0.1 ppt to the CPI YoY than last month.
Pork price is once again the focus, the average price of hogs in 22 provinces having soared
to RMB 23/kg as of 8th July, up 26% from the low point of RMB 18.9/kg reached in April.
Hog prices have once again entered into an upward phase, but pork price is expected to
rise moderately. Main factors are 1) the stock of breeding sows is still higher than the
previous cycle’s low point, and 2) the current supply shortage is temporary as farmers are
reluctant to sell pork. The future rise of pork prices will depend on the degree of breeding
sows’ stock depletion. It is widely thought that the pork price’s inflationary impact will be
mild.
The hog cycle is a phenomenon of cyclical price fluctuations in the process of hog
production and sales. When the price of pork rises, farmers expand production capacity
and increase the number of breeding sows. The increase of pork production drives down
pork price. When farmers observe the decline of pork price, they will reduce production
capacity and deplete breeding sows, which automatically drives up pork price. It takes
about 18 months from restocking sows to increasing pork supply, so a pig cycle normally
jkcapitalmanagement.com

Page 4 of 7

takes about 3-4 years. China's hog farming industry is dominated by individual farmers
and the industry concentration is still low. Individual farmers have a weak influence on
market prices, which amplifies price volatility.

Source: Bloomberg

Looking at historical data, pork price is highly correlated to China's CPI fluctuation. The
high correlation is because pork accounts for around 2% of the CPI basket. Considering
that food accounts for 30% of the CPI basket and that there are many types of
commodities in the CPI basket, pork price's share in the index is quite high. Besides, the
prices of some commodities in the CPI basket, such as clothing and household appliances,
are generally more stable and less cyclical than pork prices, which makes the cyclical
changes of pork price become an important variable in CPI.
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The reasons for this round of rapid rebound of pork price are many-sided. The current
breeding sows capacity has entered the destocking phase as the stock of hogs and
breeding sows has turned downward since June 2021 and December 2022 respectively
but is still at a relatively high level. As the breeding rate was extremely low in 3Q21 under
pessimistic industry sentiment, the supply has been in a trough from April to July in 2022.
At the same time, as individual farmers expect prices to rebound in 2H22, they are
reluctant to sell hogs now and prefer to retain them longer. However, as African swine
fever is gradually easing, environmental restrictions have been relaxed and the increase
of pork price will push farmers to increase production volume. The stock of breeding sows
and hogs is expected to recover as a result. Thus, we believe pork price will go up mildly,
instead of rapidly, and its impact to CPI will likely be mild.
Alongside curtailed domestic demand due to the zero-Covid policy, the pork price cycle
is a key factor to explain why CPI in China will remain muted this year. This is in stark
contrast with most countries of Asia, let alone the rest of the world. It explains why China
is in a position to relax its monetary and fiscal policies when the vast majority of countries
around the world do not have that luxury. Of course to be able to do so the Chinese
government needs to see stability on the sanitary front with no new lockdowns, which
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unfortunately may not be the case as the country has to deal with the appearance of the
BA.5 sub-variant of Covid.
Inflation in other countries of Asia has indeed gone up lately more than what had been
expected, but it is not expected to increase much from the current levels as the region
remains behind the curve in terms of post-Covid business recovery. It also does not suffer
from the structural issues the western world is wrestling with in terms of shortage of
manpower.
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