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Why Australia May Not Join the Rate-Tightening Party
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In 2017, the Bank of Canada and the Bank of England joined the US Federal Reserve in raising interest rates from
at or near record lows. However, Chris Siniakov and Andrew Canobi of Franklin Templeton’s Australian Fixed
Income team say the Reserve Bank of Australia will likely take a more cautious approach because the country’s
households are struggling. In fact, the next step could be a rate cut.
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As economic growth strengthens in many parts of the world, some prominent central banks are switching to a
more hawkish policy. This year, the Bank of Canada and the Bank of England joined the US Federal Reserve in
raising interest rates from at or near record lows.

Now, some market commentators say the Reserve Bank of Australia (RBA) could be next.

However, we don’t see RBA rates hikes in the next 12-18 months due to two issues with Australian households:
record-high debt and record-low wage growth. If the RBA raised rates, we think many households would struggle
to make their mortgage payments and would likely scale back on discretionary purchases. And that would likely
hurt household consumption, which accounts for nearly 60% of Australia’s gross domestic product (GDP).

Why Australian Households Are Struggling

The RBA didn’t follow the near-zero interest rate policy many other central banks pursued after the 2007-2009
Global Financial Crisis. Instead, the reserve bank cut its benchmark interest rate, the overnight cash rate, to an
emergency level of 3% in 2009, before raising it to 4.7% by late 2010. It then gradually cut rates to 1.5% in
August 2016, and rates have stayed at this record low level ever since.

In an environment of low interest rates, many Australian households took on debt to buy bigger houses or
renovate their existing homes. Australia now has the second-highest household debt-to-GDP level in the world,

second only to Switzerland.X In addition, many of these loans have floating rates that reset every couple years,
which would lead to higher mortgage payments in a rising-rate environment.
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Source: Bank for Intemational Setlements, as at March 31, 2017. Advanced economies are Australia, Canada, Denmark, courtries inthe eurozane, Japan, New Zealand,
Norway, Sweden, Switzerland, the United Kingdom and the United States.

Australian households have also used lower interest rates to maintain their lifestyles, despite little or no wage

growth. According to the Australian Bureau of Statistics, wage growth is at the lowest level on record.2
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Source: Australian Bureau of Statistics. Data is as ofJune 30, 2017. The Wage Price Index (WPI) measures changes inthe price of labor in the: Australian labor marker. WP
i5 e major measure of inflaionary pressure on wages and salaries.

Without wage growth, we believe it will be difficult to drive Australia’s consumer price index (CPl) above the
RBA'’s target band of 2%-3%, which would lead the monetary policymaker to consider raising rates. The
Australian labor market has seen improvement in the past six months, but there is still significant slack.

And, the United States was able to achieve full employment without upward pressure on wages, so we're
skeptical that there could be an upward pressure on Australian wages anytime soon.

Despite inflation growth that is below the RBA'’s target band, Australian households are paying more for non-
discretionary essentials like energy, education and health care. As a result, households have less cash for
discretionary items like cars, appliances and clothes. Retail sales fell 0.3% in the third quarter 2017, the weakest

reading in seven years.2 We don’t see that trend reversing until wages pick up.

For these reasons, we don’t think the RBA will raise rates in the next 12-18 months. There is a heavy load on the
shoulders of Australian households. Australia’s economy is benefiting from global growth, particularly in China,
but that growth would have to be quite significant to reduce household debt or improve wage growth. If these
issues don’t improve in the next year or so, we believe the RBA’s next course of action could be a rate cut.
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The comments, opinions and analyses expressed herein are for informational purposes only and should not be
considered individual investment advice or recommendations to invest in any security or to adopt any investment
strategy. Because market and economic conditions are subject to rapid change, comments, opinions and
analyses are rendered as of the date of the posting and may change without notice. The material is not intended
as a complete analysis of every material fact regarding any country, region, market, industry, investment or
strategy.

This information is intended for US residents only.
CFA® and Chartered Financial Analyst® are trademarks owned by CFA Institute.

To get insights from Franklin Templeton Investments delivered to your inbox, subscribe to the Beyond Bulls &
Bears blog.

For timely investing tidbits, follow us on Twitter @FTI_US and on LinkedIn.
What Are the Risks?

All investments involve risks, including possible loss of principal. Special risks are associated with foreign
investing, including currency fluctuations, economic instability and political developments.

1. Source: Bank for International Settlements, as of March 31, 2017. Advanced economies are: Australia, Canada,
Denmark, countries in the eurozone, Japan, New Zealand, Norway, Sweden, Switzerland, the United Kingdom and
the United States.

2. Source: Australian Bureau of Statistics, August 16, 2017. Data as of June 30, 2017.

3. Source: Australian Bureau of Statistics, November 2, 2017. Data as of September 30, 2017.
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