Box B

Have Business Profits Contributed to

Inflation?

In a number of countries, high inflation after
the COVID-19 pandemic has been
accompanied by high corporate profits and
falling real wages. This has prompted a
debate in Australia and overseas about the
role that changes in firms’ profit margins have
played in driving inflation.") Researchers at
some international central banks have noted
that changes in profit margins have
contributed to higher inflation in those
economies.Z This debate has particular
resonance at a time when household
budgets are being stretched by rising prices
and interest rates, because it bears on
perceptions of how fairly the nation’s income
is being split between workers’ income and
corporate profits.

Arise in profit margins may be a causal factor
in the increase in inflation if firms facing
limited competition have taken advantage of
higher inflation to raise their markup over
input costs. Alternatively, rather than a driver
of inflation, increased profit margins could
simply be a by-product of strong demand in
markets where firms are price-takers and
prices have risen to match demand to limited
supply, or margins could have increased
temporarily in anticipation of future cost
increases.

This Box sets out some of the available data
for Australia at the aggregate, sectoral and
firm level. There is little evidence that there
has been a broad-based increase in domestic
non-mining profit margins, suggesting that
changes in domestic profit margins have not
been a significant independent cause of the

increase in aggregate CPI inflation. For
example, outside of the mining sector —
where output prices reflect the balance of
demand and supply in global markets —
aggregate profits have grown at a similar
pace to labour income, with some variation
between non-mining sectors.®! At the firm
level, there has been little change in the
distribution of margins. These observations
are consistent with firms having generally
passed on higher costs to maintain their
profit margins, and aggregate inflation
having been driven by the balance of
demand and supply factors - rather than
changes in firms' pricing povver.[‘”

The profit share of income in
Australia is little changed outside of
the mining sector

The Australian National Accounts data on
private non-financial profits indicate that the
aggregate profit share of income has grown
strongly since the start of 2021.°) This
suggests that aggregate profits increased
faster than labour income. However, this
largely owed to strong growth in mining
sector profits, which were driven by
commodities prices set in global markets,
based on the balance of global supply and
demand (Graph B.1).

A large portion of the increase in mining
sector profits has reflected higher iron ore
and base metals prices over this period. This
has little direct effect on the prices that
domestic consumers face as these
commodities are exported in much larger

STATEMENT ON MONETARY POLICY - MAY 2023

37



38

volumes than are used as inputs to domestic
production.® That partly explains why the
GDP deflator increased by 3% percentage
points more than consumer prices over the
two years to December 2022. In addition,
mining profits earned on iron ore and base
metals are not likely to have contributed
significantly to inflationary pressures via
domestic demand, as a large share have
either been remitted to foreign shareholders
or retained as windfall tax revenues by
Australian governments.

Higher energy prices over the past year,
driven by global factors, have also
contributed to the elevated level of the
mining sector profit share. This has benefited
Australian energy producers while raising
costs for other firms and households - for
example, via increases in wholesale and retail
gas prices in Australia (see Chapter 4:
Inflation).””) While higher energy prices have
simultaneously boosted energy producers’
profit margins and consumer price inflation,
the primary underlying cause is global
energy market conditions rather than higher
markups in the energy sector independently
driving prices.

Graph B.1
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Excluding the mining industry, the aggregate
profit share (i.e. non-mining profits divided by
non-mining output) has been little changed
over most of the past decade, looking
through the volatility in the early stages of
the COVID-19 pandemic. The profit share at
the end of last year was slightly higher than
in 2019, but it had fallen over 2022 and was
below its average level over the previous

10 years. Excluding small business owners’
income, the profit share was little changed
compared with 2019.8) If rising domestic
profit margins were a significant
independent driver of inflation, profits would
instead have increased significantly relative
to labour income over the past year. The
profit share has, however, been broadly
stable across most industries over the past
year and the proportion of industries that
saw a rise — or fall — in their profit share has
been broadly in line with long-run averages.
Similarly, profit shares in the household
services and goods-related sectors, which
tend to comprise of more consumer-facing
firms, have been little changed recently
(Graph B.2).

Graph B.2
Profit Share of Factor Income*

By industry type
% %

Mining
80 80
60 60
< Goods-related F
20 20

T T T Y S
2002 2006 2010 2014 2018 2022

Profits include gross mixed income.
Sources: ABS; RBA



https://www.rba.gov.au/publications/smp/2023/may/inflation.html
https://www.rba.gov.au/publications/smp/2023/may/inflation.html

Firm-level net profit margins have not
substantially widened outside of the
mining sector

Consistent with the trends in profit shares,
detailed firm-level data suggest that large
non-mining firms’ pricing behaviour has not
changed materially as of the September
quarter of 2022 (the latest available data). The
distribution of net operating margins, which
measure the extent to which firms’ revenues
exceed their wages and other operating
costs, has remained largely unchanged
relative to 2019 (Graph B.3).[9} This implies
that these firms have increased their prices
broadly in line with growth in their average
costs. Among the 200 largest firms, some
highly profitable firms have been able to
gradually increase their margins over this
period."% However, this is unlikely to have
played a major role in driving the recent rise
in aggregate inflation as the widening in
margins has been ongoing since 2016 and
the increase has been much less pronounced
over the past year or so. The firm-level trends
presented here are broadly consistent with
information from ASX-listed companies’
financial reports for the second half of 2022,
which showed that aggregate profit margins
remained within historical ranges in most
sectors (Graph B.4). v
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